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The Evolution of Share Trading in China
by

Elizabeth Cheng
China Trade Report Editor
Far Eastern Economic Review

The current enthusiasm for Chinese stocks should not be allowed to mask the fact
that stockmarkets in China are still regarded as an experiment by the socialist
government. The Chinese government is ideologically biased against speculation, yet it
sees that it must tolerate it to a certain extent in order to wean its enterprises off state

subsidies and tap private savings.

The conversion of state enterprises into shareholding companies started in 1982
despite a lack of unanimous support from the central government. Kerb trading in the
shares of some of these companies followed and began to make its presence felt in many

cities, including Shenyang, Xiamen, Chongging, Shanghai and Shenzhen.

But it wasn’t until December 1990 that the first formal stock exchange was
allowed to open in Shanghai. This was followed six months later by the formal opening of
the second stock exchange in Shenzhen. The central government does not appear keen on
having more stock exchanges until the existing ones have had a chance to perfect their

market mechanisms and bring management and regulations up to international standards.

It is questionable whether the present rules offer small investors much protection.
A case in point is the issue of Champaign Industrial, a diversified trading and garment
making firm. Champaign is one of the first companies to be listed on the Shenzhen Stock
Exchange. The central bank, the supervisory body for securities in China, says it has
been investigating the company for financial malpractices since March 1990. Two of the
company’s executives were recently detained for questioning and the company’s books
taken away for further investigation. Yet, trading in the company’s shares has not been

suspended. In some people’s view, this underscores the stock exchange’s lack of

experience.
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Significantly, there is still no national securities legislation or company law. There
are local laws, however. Shenzhen seems to be more advanced than the rest of China in
fashioning laws governing corporate behaviour. The latest and probably most
comprehensive addition to its body of company laws was promulgated in March.

Shanghai is expected to follow soon with its own company legislation.

The regulations governing the operation of the Shenzhen and Shanghai securities
exchanges are local and not entirely similar. For example, the Shenzhen regulations,
promulgated on 15 May, 1991, only deal with company shares while the Shanghai rules
govern a much broader range of securities, including bonds. There are also minor

differences in specific procedures and listing requirements.

Both Shenzhen and Shanghai policy makers believe that inaddition to providing
domestic enterprises with anefficient channel for raising long-term development

funds, stockmarkets will play a key role in attracting foreigninvestments.

But while local officials are keen to have many more B shares in the market,
central government officials have indicated their reluctance to rush into expanding the B

share market until they understand the game better.

For one thing, the legal framework, the trading mechanism and information
disclosure still lag far behind Western countries. And although the few B share companies
already in the market have had their books adjusted to international standards by foreign
firms, the question is whether they will be able to maintain those standards. There is also
the question of whether there are enough qualified personnel in China to audit the books

to required standards.

There are notable differences between the Shanghai and Shenzhen exchanges. The
Shanghai exchange trades in a broad range of securities, including treasury bills, bonds

and equities. The Shenzhen market specialises in equities.
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The inital steps in welcoming back foreigners also revealed some important
differences of approach between the twoexchanges. Shanghai is the state’s premier venue
for stockmarket reforms, and was the first to unveil B-share regulations in November last
year. But it was Shenzhen, the go-getting special economic zone next to Hongkong,

thatbeat it to the punch with the first issue.

The SEZ’s first issue, China Southern Glass sold 16 million B shares to
institutional investors in the US, Europe and Asia, raising US$11 million. The B shares
represented a 14.8% stake in the company. The joint-venture company’s major
shareholder is the mainland controlled, Hongkong-based China Merchants group. The
glassmaker, which exports 50% of its output, recently bought a controlling stake in the
Los Angeles-based Standard Glass Corp. as part of an effort to expand its retail presence
in the US.

While Shenzhen was first, Shanghai’s inaugural B share issue may ultimately be
more significant. It is much bigger and involves a state-owned company, TV bpicture tube
maker Shanghai Vacuum Electron Device. The company raised US$80 million through

the sale of 1 million shares, representing 33% of the company’s total share issue.

More fundamental differences separate the two exchange,however. Many of
Shenzhen’s listings are joint ventureswith Hongkong-based companies, giving them a
degree ofinternational exposure. Shanghai’s board, on the otherhand, is dominated by
state enterprises, and the exchange is more closely monitored by the central government

than is its Shenzhen counterpart.

The B-share experiment is tied to the wider reform ofChina’s inefficient state
enterprises. It is hoped that the investment process will expose managers to

internationalaccounting methods and business standards, in addition todrawing in

much-needed funds.



-4-

Chinese accounting, for example, makes no provision for bad debts, depreciation
or foreign exchange risks. Neither does it consolidate the accounts of a company and its

subsidiaries. But all these can be quite easily solved by adjusting the books.

The nature of the two markets is also different. The estimated turnover for
Shanghai last year was US$1.52 billion compared with Shenzhen’s US$600 million but
most of Shanghai’s business was in bonds. In fact, market capitalisation for Shanghai was
only US$700 million compared with Shenzhen’s US$1.1 billion.

In April this year six new stocks were listed in Shanghai, boosting the number of
A-share stocks to 14. A shares are restricted to Chinese citizens while B shares are meant
for foreign passport holders only. So far, Shanghai Vacuum Electron is the only company

in Shanghai to issue B shares.

More than 12 new issues are expected to come to the market in the coming
months. They include chemical manufacturer Chlor Alkali, China Textile Machinery,

Shanghai Rubber and Tyre and Wingsung Staionery Co.

There are many more B shares available in Shenzhen. Of the 15 companies listed
so far, six have issued both A and B shares. Most of the B share companies such as
China Bicycles, Konka Electronics and Huafa are in export and manufacturing, only one
specialises in property development. Yet the total funds raised from Shenzhen’s B share

placements, at US$76 million, is still less than Shanghai’s single B share placing.

Shenzhen appears far more ready to bend the rules than Shanghai. In many ways
the latter adheres more closely to central government diktats that a stockmarket should
feed the needs of a socialist system, i.e. help state enterprises improve business.
Shenzhen, on the other hand, gives the impression that as long as capital is generated, it

matters little who benefits from it.
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The Shenzhen market is generally seen as being more mature than Shanghai
because it experienced its first crash last year. PE ratios were pushed to as high as 80 in
the kerb market in November 1990 before it began to plummet in the following months to

as low as 15 at one stage. Now they are back to a more realistic 40.

But for the present, its biggest problem, which is also Shanghai’s, is liquidity. The
supply of new stocks is not growing fast enough to meet the overwhelming demand from
both local and foreign investors. This has led to incredibly bloated prices and high price
earnings ratio in both markets. The market’s average PE for B shares is judged to be in
the 30-40 range, which is much higher than Hongkong and most of the other Asian

markets.

So far, the B share market in Shenzhen is more active than its Shanghai
counterpart but this may change as more B shares come to the Shanghai market. In
general, Shenzhen’s B shares ahve risen more than 93% since the first B share issue
began trading on February 28. Shanghai Vacuum Electron’s B shares on the other hand
have risen to around US$80 in mid-May, up only 11% since it began trading on February
21.

There is also a huge gap in prices between A shares and B shares. Shanghai
Vacuum’s A shares are almost 70% higher than its B shares. The gap is narrower in
Shenzhen, perhaps showing that the market is a bit more mature. There, A shares enjoy a

premium of 15-30%.

In the forseeable future, the exchanges are to open membership of foreign brokers,
on a selective basis. TheShenzhen exchange is preparing the ground rules forexpanding
membership to foreign securities companies aswell as to Chinese companies based in

other parts of China. Shanghai already allows financial institutions from otherprovinces to

join its exchange.
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At present, only four of the Shenzhen’s exchange’s 16 brokerage members are
allowed to trade in both A and B shares. The others may only trade in A shares. So far,
only Sun Hung Kai Securities, Bank of East Asia and Chin Tung Securities in Hongkong
are allowed to channel orders to the exchange. In Shanghai, Sun Hung Kai and Swiss

Bank Corp. are the only foreign companies allowed to deal in shares.

In conclusion, China still has a long way to go before its stockmarkets reach
international standards. But the central authorities are moving, perhaps not fast enough to
satisfy investor demand, to open up more and more of its financial markets. There will
have to be some attempt to come up with a national legal framework, and the sooner the

better, to support the Government’s goal of developing a unified stock exchange.
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LEGAL AND ECONOMIC REFORM OF CHINA'S FINANCIAL MARKETS:

THE LAW AND POLICY BEHIND THE NEW SECURITIES EXCHANGES

James V. Feinerman
Associate Professor
Georgetown University Law Center

More than a decade of rural and urban economic reform ané the
emergence of some elements of a market economy in China have
rendered the PRC banking and financial system of an earlier era
obsolete. The success of the rural agricultural reforms of the
early 1980s generated wealth among the Chinese peasantry which
simultaneously gave rise to pressures for reform of the financial
markets. New banking institutions, re-opened securities markets
and new financial instruments all have been responses to these

' As the Chinese government has moved to change

recent challenges.
its centrally planned economy into a more mixed economy where
market mechanisms operate together with more strictly 1limited
central planning and guidance, financial system reforms have move
to the top of the central government's reform agenda.?

This paper focuses on the domestic 1legal and economic

underpinnings of China's emerging securities markets. In addition

'. See, e€.9., G. Yu, "China's Financial Market," China Trade
News, June 1, 1987, pp. 7-8.

2. Article, "Financial Reforms Need to Be Major," China
Daily, Dec. 11, 1990, p. 4 (citing an article by Tang Mingfeng,
Research Fellow in the State Council Development Research Centre,

in Economic Information).




to addressing the issues directly related to securities exchanges
and the instruments which are traded on them, the paper surveys
what might be termed "“infrastructural" problems of law and
economics: How can the creation of markets be fostered by legal
regulation? Is it possible to create evidence of ownership
interests in corporations not yet defined under, or subject to, any
company law? How essential are independent accounting and iegal
professions, or specialized regulatory bodies, to the establishment
and smooth functioning of securities markets? The success of
existing markets and the prospects for the introduction of
additional stock exchanges and securities trading on a nationwide
basis throughout China will hinge on the answers to such questions.
In brief space allotted here, it will only be possible to begin the
inquiry.

Economic Reform and the Chinese Enterprise. From the late
1970s, the Chinese economy changed in its basic orientation; it
became more market-oriented, more outward-looking and, as a result,
far more dynamic.? Except for a few legal innovations, including
the law permitting the establishment of Sino-foreign joint ventures
and a new economic contract law, law reform proceeded much more
slowly. Beginning in 1983, the process of creating enterprise law
began in earnest with the publication of the "Provisional
Regulations for State-Owned Enterprises," which permitted those
enterprises which had already fulfilled their obligations under the

state plan to satisfy additional demand by increasing their

3 ee D. Perkins, China: Asia's Next Economic Giant? (1986).
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production.*

Over the next several years, this power was increased in a
number of ways. Regulations "to further expand" state-owned
enterprises' decision-making power followed in 1984, and official
policy further liberalized the atmosphere in which enterprises
operated after the Third Session of the Twelfth Communist Party
Central Committee issued its "Decision on Economic Reforﬁ" on
October 20, 1984.° Urban enterprises were enjoined to match the
successful performance of the agricultural countryside, where
productivity and income had soared under Deng Xiaoping's new
economic poliéies.6 No longer would enterprise employees all "eat
from the big pot"; rather, they were to enlarge the pots or, better
still, go out and make new pots. Prices would be allowed to float,
influenced by market forces. Supply and demand would finally come
to hold sway in socialist China.

New regulations followed to invigorate state enterprises,
particularly the small and medium-sized enterprises that were the

backbone of China's industrial system. Enterprises which met

4,  An English translation of these regulations, which were
promulgated April 1, 1983, appears in Commercial Laws and Business

Requlations of the People's Republic of China, vol. II, p. 33 (Hong
Kong: Tai Dao Publishing Limited 1984).

5, m"pecision of the Chinese Communist Party Central Committee
on Reform of the Economic Structure," adopted by the Third Plenum
of the Twelfth Chinese Communist Party Central Committee, Oct. 20,
1984, translated in FBIS Daily Report: China, Oct. 22, 1984, pp.
K1-K19.

-

of Law in Economic Development: ILessons of the Recent Agrarian
Reform in the PRC," 23 Stanford International Iaw Journal 319

(1987).

6, D. Zweig, K. Hartford, J. Feinerman and J. Deng, "The Role



their primary state quotas were now allowed to produce goods other
than those in their regular product line, and direct contracting
between enterprises and suppliers of raw materials was newly
encouraged. Obstacles, nonetheless, remained. Enterprise
managers felt insecure about their new powers, and state organs
were not at all encouraging of independence. Along with the
prospects for profits and success came the threat of losses and
economic failure; inaction and caution were preferable to the
unknown new world of socialist competition. Communist Party
interference in enterprise management was also not uncommon.’

For all these reasons, three new pieces of legislation were
promulgated during the latter half of the last decade: together,
they were meant to spell out more clearly the legal rights of
enterprises, the freedom of factory directors to manage state-owned
enterprises and the necessity for Party "“grassroots organizations"
to limit their involvement in the day-to-day operation of state
enterprises.? A bankruptcy law, passed in 1986, became effective
three months after the final promulgation of the state enterprise
law; its fearsome provisions have thus far proven less ominous than

predicted, because they have so seldom been invoked.? It remains

. sSee, e.g., Elizabeth Perry and Christine Wong, eds., The
Political Economy of Reform in Post-Mao China (Cambridge, MA:
Harvard University Press 1985).

8, J. Feinerman, "The Evolving Chinese Enterprise," 15
Syracuse Journal of International Law and Commerce 203-214 (1988).

9. M. Minor and K. Stevens-Minor, "China's Emerging
Bankruptcy Law,™ Vol. 22, No. 4, International ILawyer 1217, 1218
(1988).



to be seen whether the widespread threat of bankruptcy can act as
a form of financial discipline for Chinese enterprise managers.
Change in China's Financial Systemn. From 1950 to 1978,
Chinese banks operated under the direction of the Ministry of
Finance and performed largely a channeling function. That is, they
distributed the central government's revenues - taxes and profits

-

of state-run enterprises - to end-user enterprises and other

0 All banks and other financial institutions which had

organs.
been privately owned or owned by foreigners before 1949 were
effectively closed. Under the new PRC regime, central economic
planners, pursuant to the leadership's direction and following
Marxist orthodoxy, determined the growth rates for different
sectors of the economy and allocated their funds accordingly.
Little attempt was made to judge the feasibility of projects or to
assess the credit risk of targeted enterprises. Interest rates
were determined by the Ministry of Finance and were uniform
throughout China; supply and demand, risk and return on various
amounts for various borrowers were not considered. Banking
services were extremely limited; facilities, including local
branches of the People's Bank of China, were primitive and few.
Almost all transactions were carried out in cash - even though the

largest banknote during this period was of ten-yuan denomination!!

10 Dick Wilson, "How Banks Work in China," The Banker,

-

January 1980, p. 19.

", puring this period, the exchange rate between the U.S.
dollar and the PRC renminbi or yuan has fluctuated from 1:1.4 to

1:5.7.



Since 1979, new economic forces and China's opening to the
outside world have required a radical transformation of Chinese
banking practices. Most importantly, as of 1983, the People's Bank
of China finally became a true central bank, leaving to other
actors in the banking sector the making of industrial and
commercial loans and the taking of deposits.’ Specialized ﬁanks
have been re-established or newly opened. The problems of
inefficiency and misallocation of resources have begun to be
addressed, but much of current Chinese banking practice still fails
to respond to the needs of a dynamic market economy (particularly
where private and household enterprises are concerned).“

The increasing importance of the guidance plan and unplanned
sectors of the Chinese economy have essentially forced Chinese
banking to reform itself. State-owned banks lending money for
purposes outside the mandatory state plan must assess credit risks
and link risk and return in making their decisions about lending.
Moreover, new and awesome responsibilities await bankers who make
mistakes in their lending decisions. In addition, other sources of
capital besides the banks are now in evidence, ranging from

enterprises' own retained earnings to small-scale private credit

2. state Council, "Decision That the People's Bank of China
Executes the Exclusive Function as the Central Bank," Sept. 17,
1983, translated in Vol. 4, Commercial laws and Business

Requlations of the People's Republic of China (Hong Kong: Tai Dao
Publishing Limited 1987).

5, cf. E. Cheng, "Problems Dog Attempts to Modernise," Focus:
Banking, Far Eastern Economic Review, Sept. 28, 1989, pp. 50-51.
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unions established by the newly enriched peasants.

A completely unexpected development of the past few years
has been the ability of enterprises to raise their own funds by
issuing securities, which they call "bonds" or "stocks". Before
1979, such funding without resort to the state bank would have
been unthinkable. Disintermediation, at least as far as the
People's Bank and its progeny are concerned, has been the
development of the decade in Chinese finance. Until very recently,
various commentators in Chinese economic circles engaged in a
considerable controversy about the advisability of these
developments, not only for reasons of residual ideological
purism.' Opponents of the new financing reforms argued that until
price reform has succeeded and "excess demand" for capital has
dried up in China, banks should control the financial markets. To
do otherwise, they contended, would only exacerbate the demand for
capital and further exacerbate the rate of inflation. Also,
without a finely-tuned regulatory system, speculation in new
financial instruments would be encouraged and innocent investors
might be victimized.'™

The financial reformers, on the other hand, tout financial

markets of the widest and most open sort as the most efficient

%, Note, "shareholding Possibilities," Beijing Review, May
12, 1986, p. 22.

5, see, e.g., He, "Shareholding in Not the Orientation for
State Enterprise Reform," Guangming Ribao, Oct. 17, 1987, p. 3:
translated in FBIS Daily Report: China, Oct. 29, 1987, p. 38.

6, H. zZheng, “Securities Regulation in China: Development and
Conflicts," East Asian Executive Reports, May 1987, p. 7.
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mechanism for credit allocation. Agreeing that distorted prices
should be corrected, they nonetheless press ahead with the argument
that further distorting the price structure by skewing the
financial markets is no remedy. State-owned enterprises not only
need the autonomy to decide what and how much to produce at what
price, they also must be able to decide the best mix of financing,
whether by retaining their profits or by raising funds from a

Y7 fThe financial system now in place

number of competing sources.
in the PRC has borrowed elements from both camps, but it is still
too early to say which will be the dominant force in determining
the eventual course of enterprise finance in the future. Many
basic questions remain to be answered.

Legal Reforms and Financial Markets. Thus far, the economic
reforms have been carried out by two means: an overall
restructuring of the domestic economy and the financial system
across China and the implementation of pilot schemes in certain key
industrial cities. Each has required some legislative activity.
A few examples will be considered and their prospects for future
development assessed.

Since China began during the late 1970s to introduce market
forces into its economy, the relationship between central planning
and market regulation has remained problematic. Yet these

difficulties have even deeper roots. Enterprise autonomy has been

impeded by excessive rigidity on the part of state managers since

7, See Dong, "More on the Forms of Socialist Ownership in

China," Jingji Yanijiu [Economic Research], No. 4, Apr. 20, 1985, p.

3; translated in FBIS Daily Report: China, June 13, 1985, p. K6.
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the early days of the PRC;' to a very great extent, recent reforms
have only granted factory managers greater discretionary
flexibility but have not ameliorated the problem much.'” Most
ominously, important central government documents concerning the
economy, such as the Eighth Five~Year Plan (1991-1995), have failed
to establish the proportions for the planned sector and the market-
regulated sector of China's economy, reflecting a cautious attitude
toward the development of a market economy.? Thus, enterprise
managers are unclear as to the extent of their authority,
particularly with respect to such relatively new and untried
policies as securities financing.

Nonetheless, Chinese enterprise managers may have no choice
but to turn to the new financial markets in order to raise funds.
The restructuring of the Chinese economy has had the effect, with
respect to banking, of giving priority to reform of the capital
allocation process; centrally planned banking has become more

market-oriented. Most importantly, state-owned enterprises as a

result of reforms now must meet certain requirements of the

8, Ssee, e.d., Zhang Shihong, "Give Enterprises Appropriate

Powers of Autonomy," Renmin Ribao [People's Daily], Nov. 6, 1956,

translated in C. Howe & K. Walker, eds., The Foundations of the
Chinese Planned Economy: A Documentary Survey, 1953-65, 153-157
(1989) (citing Liu Shaoqgi's report in the mid-1950s to the National
People's Congress on over-management by higher-level state cadres
of factories in Shanghai).

Y, These issues are discussed at somewhat greater length in

-

Feinerman, supra note 8.

20 Ding Shi, "The Development of China's Market System,"

.

China Economic News, No. 33, Sept. 2, 1991, at 6-7.




specialized banks to receive any funds at all, must pay variable
rates of interest and must submit to bank scrutiny of their
operations.?' Allocation of state funds still occurs, to allow
enterprises to meet mandatory plan quotas, -but guidance plan and
unplanned production will almost always require resort to bank
lending. More revolutionary is the development of inter-bank
markets and money markets in China, open to participation ﬁy a
limited number of banks and non-bank financial institutions
authorized by the People's Bank of China. These have the promise
of greatly increasing the efficiency of the national banking
system.??

The emergence of a handful of "commercial'" (i.e., non-state)
banks in the PRC and non-bank financial institutions is a striking
indication of the new complexion of Chinese enterprise finance.
Urban credit cooperatives are reported to have taken in several
billion yuan of deposits and to have lent or re-deposited over half
of those deposits. They act as "local" banks are provide a wide
range of services unavailable to small enterprises from the state
banks. Most importantly, the competiton has forced the state banks
to relax interest-rate controls on bank borrowing. An experiment
in Wenzhou, in Fujian province, begun in 1987, even permitted state

banks to lend to non-bank financial institutions at "floating

21, state Council, "Bank Management Regulations for Chinese
Banks and Financial Institutions," promulgated Jan. 7, 1986;
translated in BBC Summary of World Broadcasts, FE/8165/Cl/1, Jan.
24, 1986.

2 Article, "Financial Market Works in Shanghai," China
Daily, March 3, 1990.
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rates" of interest, subject to percentage ceilings. Macroeconomic
control, including adjustment of the discount rate, remains in the
hands of the People's Bank of China.®

The legal regulatory structure of Chinese finance has proven
barely able to keep pace with these developments thus far. There
is, for example, no legally-defined relationship between the
People's Bank of China (PBoC) and the Ministry of Finance; aé the
lower levels, the relationship between the central bank and local
banks, as well as that between local banks and local governments,
remains uncertain. Power to make basic banking decisions about
lending,
project finance, interest terms and other matters is not yet
independently determined. Further complicating the regulatory
picture is the basic conflict of interest between the PBoC's
regulatory roles as central banker and overseer of China's banking
system and as controller of the emerging stock markets. Whatever
funds the PBoC makes available for investment in the stock markets
will likely flow from the low-inte;est bank deposits elsewhere
under its control.

The Iaw and Economics of Securities Financing. In the
securities area, the debate rages over basic questions such as
whether a socialist country can permit stock ownership of basic
production units without altering its socialist nature. Unless

this problem is ultimately solved, it is difficult to see how the

23 P. Grub and B. Sudweeks, "Securities Markets and the

.

People's Republic of China," JETRO China Newsletter, No. 74, pp.
11-16 (1988).
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sale and ownership of securities can be extended very far into the
Chinese economy. Indeed, to an outside observer familiar with the
corporate law of an industrialized country, one of the most
surprising features of China's legal system at present is the lack
of a company law clearly detailing enterprise ownership and its
ramifications for those who finance the enterprise. Doubtless, the
inability of the leadership to reach of consensus about sﬁﬁh a
sensitive issue may explain this lacuna.

Notwithstanding the arguments of diehard proponents of state
ownership, a number of academics and government reformers have
proposed a limited turnover of a minority interest in various
enterprises to non-government investors as a means of disciplining
the management of those enterprises.?* Whether such control is
compatible with minority ownership remains to be seen, but one view
holds that some accountability is better than the total lack of
accountability under the current system. Furthermore, stock
ownership provides additional sources of enterprise capital outside
the control of the banks and a form of incentive for enterprise
workers (who have, under China's socialist economy, been
notoriously underproductive and wasteful). Finally, there is
considerable support for the premise that private (or at least,
non-government) equity ownership of some enterprise shares would

facilitate rational allocation of resources. At the very least,

%, see, e.g., C. Gu, "Economy 'Requires Shareholder System',"
China Daily, July 26, 1990, p. 1 (quoting Zheng Hongging, head of
the General Programing Bureau of the State Commission for
Restructuring the Economy).

12



indications of investor interest revealed by stock purchase
preferences would be some guide to baffled government monitors of
enterprise performance as to public perceptions of "successful"
enterprises.?®

Concern about the negative effects of stock ownership by a
minority of the Chinese citizenry has led the Chinese government,
by a circular published in March, 1987, to limit the ability of
state enterprises to issue stock to the public. In actual
practice, only a small handful of collectively-owned enterprises
have thus far been able to receive official approval to offer their
shares to the public, subject to strict supervision and control.
In contrast, interim regulations published the previous day allowed
state-owned enterprises to issue bonds. Such issuance is subject
to the control of the People's Bank of China, in the absence of any
other securities regulatory agency, but such regulatory approval
seems to be pro forma. Perhaps so long as a tiny portion of all
enterprise financing is raised from non-bank sources (recently
estimated to be only 3% of total funds), the People's Bank is not
inclined to be unfriendly towards its financing rival. on the
other hand, having to pass muster before the main alternative
source of enterprise funds may make many enterprises hesitant to
contemplate non-bank financing.

Despite the formal and informal restrictions, non-bank capital

markets have grown amazingly rapidly in the past few years. Well

%,  Xu Jing‘'an, "The Stock-Share System: A New Avenue for
China's Economic Reform," Vol. 11, No.3, Journal of Comparative
Economics, September 1987, pp. 509-514.
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over 5,000 enterprises have issued shares. In cities selected for
financial reform experiments, such as Wuhan, hundreds of millions
of yuan worth of bonds and stock have been issued. Securities
exchanges, tiny and inactive by world standards, have been
established in a few major cities. Trading remains slight, but
investor interest has driven up share prices; in addition, higher
interest rates than those offered by state bank deposits has drawn
many investors to buy bonds. Thus far, investors have not been
discouraged by the minimal information available in government-
sanctioned "prospectuses" or by the lamentably inadequate state of
Chinese accounting practices and corporate regulation. Market
forces, at least in one small sector of the economy, are allowed to
operate quite freely.

By some accounts, as many as 10,000 Chinese companies may have
been given permission since 1984 to reorganize as joint stock
companies, issuing stock worth 7.5 billion yuan.? Given the
rather larger total number of Chinese enterprises (and their
capitalization), this figure seems just a pittance, but it does
represent an important first step in the development of alternative
forms of ownership. Only a handful of these companies were
ultimately approved to trade on the official Shanghai Securities
Exchange (SSE) when it opened in late 1990; yet their shares were

traded widely in quasi-legal curb markets for several years before

2, Schroeder, "Rebuilding China's Securities Markets," The
China Business Review, May-June 1991, at 20-21.
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the opening of the SSE.¥ 1In fact, only eight stock issues were
officially approved at the outset, making turnover slow and keeping
share prices high; new listings have been slowly added.?® The
listed shares remain largely within the government's control; aside
from majority government ownership, a large portion of the
remaining shares are held by company employees.?® All of these
features retard the growth of a secondary market for the shares
listed on the SSE, even though they have encouraged a sharp rise in
values from initial-offering prices which would attract new
investors into the market.

The establishment of a national stock market centered in
Shanghai has raised hopes that some of the deficiencies of earlier
regional markets would be remedied. Indeed, the announcement of
China's "first" stock market in Shanghai confused some foreign
observers who noted earlier reports of stock markets in Shenyang,
Tianjin, Wuhan, Guangzhou, Shanghai, Beijing, Shenzhen, Harbin and
Chongging. It appears that these earlier markets were regional in
nature, listing only local companies, and that they dealt almost
exclusively in bonds, not stock.¥ Most importantly, these

exchanges were not 1linked in any manner which standardized

a7 E. Cheng, "Share of the Action," Far Eastern Economic

-

Review, Jan. 31, 1991, at 34.
28. Id.

¥, 1d. (Asserting that 75% of shares are controlled by the
government and "a substantial portion" of the remaining shares held

by employees) .
30, schroeder, supra note 26, at 20.
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securities trading and allowed the communication of price
information. Notably, one of the immediate results of the
decision to establish a national securities market was the
inauguration of an automated quotations system, the Securities
Trading Automated Quotations System (STAQS), headquartered in
Beijing, to connect the major securities trading operations in
China's largest cities.3' Without the full implementation of'such
a system, China's capital market not only remained inefficient but
also presented unwarranted opportunities for -arbitrage that
discouraged additional investment from the 1less sophisticated
public. -

Other papers will discuss the specifics of Shanghai's and
Shenzhen's regulations for their respective stock markets, but it
is of course worth noting here that they are the specific
legislation enabling shares to be issued and trade on the stock
markets in those two cities.® Yet they fail to liberalize the
securities market, or indeed the process of securitization and
issuance of securities, sufficiently enough to promote meaningful
economic change. Unless stock is freed from constraints on

dividend rates and transfer of ownership, it will never be more

than a curiosity in China's economy overall.

31, wWang, "Automated System to Help Securities Trading," China
Daily, Dec. 6, 1990, at 2. (Initially, the system only covered
Beijing, Shanghai, Guangzhou, Shenyang, Wuhan and Haikou).

32, See, e.d., Shanghai shi zhengquan 3jiaoyi guanli banfa
[Regulations of Shanghai Municipality on the Management of

Securities Trading], promulgated by the Shanghai People's
Government on Nov. 27, 1990.
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Nevertheless, there are signs that popular enthusiasm, fueled
by publicity about the first exchanges to open in Shanghai and
Shenzhen, may lead to an expansion of the stock market experiment.
Coupled with the recent call by paramount leader Deng Xiaoping for
bolder market reforms, the stock markets offer a significant
opportunity for the channeling of private savings into the rapidly
expanding sectors of the Chinese economy. The pool of ﬁcney
potentially available for such investment has been estimated to be
as high as $200 billion;*® needless to say, the People's Bank of
China, where most individuals currently park their savings, is
unlikely to authorize the shift of more than a small part of these
amounts.

Other accounts of China's stock market experiments suggest
that such caution on the part of the central bank, though self-
serving, may be well advised. For instance, the experience of one
of the companies listed on the Shenzhen exchange, a joint venture
with American, Australian and Malaysian investors called Champaign
Industrial Company, presents a picture of a poorly regulated
listing process that may even lend itself to corruption.3 After
its share price soared following an initial offering (from about $2
per share to over $40), the Chinese venture partner sold out at a
large profit. This led to official government interest in the

company, including alleged insistence upon a 22 percent stake in

33 Sun, "Stock Market Fever Is Taking Hold in China,"

»

Washington Post, May 2, 1992, at C1, Cs.

3  wuDunn, "A Scandal on China's Exchange," New York Times,

L

May 2, 1992, at 35, 37.
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the company at an insider price one-third the going market price.
Refusal, on the part of the company, to accede to government
demands has reportedly led to difficulties for this company,
including the detention of its deputy general manager and deputy
chief accountant.’® Champaign has filed a lawsuit against the
People's Bank of China, charging that - as stock market regulator -
it overstepped 1its powers and illegally detained Champaign's
employees. Until guestions raised by this case can be sorted out,
investor wariness of the new markets seems advisable. |
Comparative Reflections. Earlier this year, the New York
Stock Exchange (NYSE) ran a three-page advertisement in the New
York Times and other major newspapers to celebrate its 200th
anniversary.”6 The advertisement stated that the NYSE was "Not
Just a Place, It's a Way of Doing Business." It also asked,
"What's Different About This Market? Why Is It Known as the Most
Fair and Open Market in the World?" An examination of some of the
answers proves instructive in analyzing some of the difficulties
China's domestic securities markets must face and overcome:
1. In our market, you set prices, dealers don't.
Brokers represent their clients on the NYSE, acting
solely on their clients' behalf, working to achieve the
best possible price for the client. In China, at least
up to the present, share prices are heavily controlled by

stock market regulators, rather than the market

35

-

___Q_.

4

3, See New York Times, Mar. 17, 1992, at D13-D15.
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activities of investors.3’ Despite reports that some
controls have eased, particularly in Shenzhen, it seems
unlikely that Chinese regulators will allow prices to
fall precipitously and thus threaten investor confidence.

2. The NYSE offers you one-stop shopping for the
best price. On the NYSE, sellers and buyers don't have
to shop around for the best price. Hundreds of millions
of shares change hands. On China's markets, there is
very limited trading, resulting in little liquidity for
the investments of shareowners. This may suit the
interests of long-~term holders, but a well-functioning
market should serve a broader range of investment
objectives.

3. At the NYSE, information you need is always out
in the open. The market is run in a fair and open way,
with all the necessary information constantly available
to all traders. Chinese markets, on the other hand,
provide grossly inadequate information to investors about
the companies they list. Partly this is due to the
absence of basic corporate or securities laws; however,
such legal failures do not completely explain the lack of
important information. Accounting practices in China
fall far short of international standards and fail to
provide even minimal detail about companies' fiscal

health. Public information about stocks, even such

37, sun, supra note , at Ce.
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in the People's Republic of China.

answered,

rudiments as closing prices, is not widely available. In
this climate, rumor and misinformation are rife, spurring
speculation and manipulation.

4. At the NYSE, everyone has the same
opportunities. The smallest and largest investors each
have an equal opportunity to get the best possible price.
Clearly, in China's emerging system, there is a greatA
potential for insider abuse. Along with the lack of
basic information, the retention of majority ownership by
the government and provision of shares to enterprise
employees suggest that "outsider" purchasers pay more for
their shares (on the basis of less knowledge) than do
other shareholders.

5. The NYSE is the most liquid stock market in the
world. Liquidity means the ability to buy when you want
to buy and to sell when you want to sell. Advanced
electronic systems deliver orders and report back the
transactions within seconds. Such speed and immediacy in
transactions on a nationwide, not to mention worldwide,

basis is at best a fond hope in the PRC today.

Conclusion. Recent developments in bank and securities

financing have only bequn to establish a framework for a complete

system of enterprise finance regulation which may eventually emerge

issue whatever financial instruments they choose and the practical
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effects of limitations on financing, such a liquidity-limiting
provisions on the transfer of securities. In the longer term, both
enterprises and investors may raise questions about the obvious
conflict of interest presented in allowing the People's Bank of
China, which controls bank financing and thus lending to Chinese
enterprises, also to regulate the securities financing which is the
only other avenue for most enterprises to gain access to the
capital market. Perhaps there will eventually appear, as in the
United States and other countries with active financial markets,
independent agencies or self-regulatory bodies with a special
mandate for regulation and no particular interest in the financing
process other than upholding standards of honesty and fair-dealing.
At this juncture, only time will tell whether the long-term
benefits of financial markets will insure that this discussion will
serve as merely an opening chapter to the study of a growing body
of Chinese financial market regulation.

Yet China, no more than Czechoslovakia and the other emerging
socialist countries, do not only require financial resources. They
need laws that permit individuals to start up or to acquire
businesses from the state without any cloudy ownership issues.
They need a financial system that will permit individuals to earn
a market rate on thgir savings, and they need a political
environment that fosters confidence in property rights to make
investment productive and to keep local savings in their own

countries. These are the ultimate goals of legal reform in this

economic arena.
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Evolution of Policies and Legislation on
Securities with Special Reference to Shenzhen & Shanghai

by Gao Peiji
PRC Attorney C & C Law Offices

It is a very difficult task to develop a securities market under a socialist system such as in
the People’s Republic of China (the PRC). The most difficult point is how to make use of
certain capitalist methods and measures which have been proved to be effective under a
system of private ownership in a system where the leading force in the economy is state
ownership or by the whole ownership people (hereinafter referred to as “"State-owned or
State-ownership"). Whether or not a securities market can be developed on the basis of
international practice while maintaining the features of socialism without prejudice to the
system of State-ownership has given rise to a lengthy debate among the policy makers,
regulatory authorities, academics and in business circles.

In order to understand the evolution of the legislation on securities in the PRC, I would like
to draw your attention to the following major issues and concerns which have been the focus
of the debate.

L The major issues and concerns in respect of the development of a securities market
under the socialist system.

A. Whether restructuring State-owned enterprises into companies limited by
shares (hereinafter referred to as a "share-holding system") would change the
leading position of State-ownership in those companies. Some people are very
concerned that, when the State-owned enterprises are being restructured into
companies limited by shares, someone may take the chance to privatize those
companies or take advantage of State-owned assets.! Furthermore, if the
State-owned shares are traded publicly the State-owned interest may be diluted
and the State may gradually lose control of those companies.

B. Whether investment would be overheated by the issuance of shares and, thus,
cause inflation. Some people are very concerned that, if bonds and shares are
not issued in a planned and controlled fashion, investment may overheat and,
eventually, trigger another round of inflation.?

C. Whether the fact that dividends will be distributed according to the number of
shares held by each shareholder would cause an unequal and unfair
distribution of wealth. Some people are concerned that distribution of
dividends on the basis of capital may not be in line with the socialist principle
of "distribution according to one’s work".> The difference between interest
and dividends has been proposed as a subject of study.*

D. Whether speculation in the trading of shares could be tolerated and whether
such speculation activities would cause social problems. Some people are
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very concerned that speculative trading in shares may cause a lot of problems;
some people may get rich overnight and others may lose their shirts. All this
may cause social disorder and be contrary to socialist principles.’

There is no precedent to follow in resolving the above issues which touch
upon many sensitive and complicated areas such as social economic structures,
financial systems, the asset structure of enterprises and the distribution of
income. For the time being there are still no satisfactory solutions and mature
experience in tackling the various problems which are envisaged. This is the
reason why national legislation on securities has been so slow. The general
policy of the central authorities in respect of the development of the securities
market is to develop it actively, cautiously and steadily. Before national
legislation came out, experiments in the public issue of shares has only been
carried out in Guangdong, Fujian, Hainan, Shanghai and Shenzhen.
Experiments in the operation of stock exchanges is only carried out in
Shanghai and Shenzhen, at present. These experiments are to be regulated by
local legislation for the time being.®

We will examine below how Shanghai and Shenzhen have developed their
legislation in respect of the issuance and exchange of shares in such
experiments, bearing in mind the issues and concerns described above.

I The process of legislation on securities in Shanghai and Shenzhen.

A.

1.

The general legislative authorities
National

(a)  Pursuant to the Constitution of the PRC, the National People’s
Congress (NPC) and its Standing committee exercises the legislative
power of the State. Therefore, all laws which are applicable
nationwide are enacted by the NPC or its Standing Committee. (For
example, the proposed and long-awaited laws in relation to securities
such as the Corporation Law, Securities Law and Banking Law should
all be enacted by the NPC).

(b)  Pursuant to the Constitution of the PRC, the State Council (as the
Central People’s Government of the PRC) is empowered to adopt
administrative measures, enact administrative rules and regulations and
issue decisions and orders in accordance with the Constitution and
laws. As a general rule, the laws are enacted by the NPC but the
implementing regulations of such laws are generally promulgated by
the State Council.

(¢)  Pursuant to the Constitution of the PRC, the ministries and
commissions are authorised to issue orders, directives and regulations
within the jurisdiction of their respective departments and in
accordance with the laws and administrative rules and regulations,
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decisions and orders issued by the State Council. At present, some of
the ministries (or the agencies with ministerial status) have been
playing a very active role in formulating regulations in relation to
securities, which I will elaborate below.

Local

Pursuant to the constitution of the PRC, the people’s congresses of provinces
and municipalities directly under the control of the Central Government and
their standing committees may adopt local regulations, which must not
contravene the Constitution and laws and administrative rules and regulations.

In Shanghai, being a municipality directly under the control of the Central
Government, the People’s Congress has power to enact local regulations.

Shenzhen city being a special economic zone, does not yet have such
legislative power.

The regulatory authorities for securities.

In view of the fact that the legislation on securities touches upon many
complicated issues and involves the jurisdiction of a number of government
departments, the State Council has decided that all local regulations in relation
to securities (including Shanghai and Shenzhen) have to be jointly approved
by the State Economic Reform commission, the Ministry of Finance, the
People’s Bank of China and the State Assets Management Administration
(hereinafter they will be jointly referred to as the "Joint Regulatory
Authorities").” Each of them may take a leading role in the approval process
depending upon the subject matter of a regulation.

The process by which legislation on securities is drafted and issued.

Generally, the drafting of a piece of legislation on a specific subject matter is
done by the government department which has jurisdiction over the subject
matter. The final draft will be submitted to the relevant legislative authority
for examination and approval. For the purpose of easy explanation, let us
consider the newly enacted Shenzhen Provisional Regulations on Companies
Limited by Shares (the "Shenzhen Company Regulations"). The first draft
of these regulations was prepared by the Shenzhen Economic Reform Office,
but reviewed and commented on by the People’s Bank of China, Shenzhen
Branch and the Shenzhen Investment Management Company and other
relevant agencies. Due to the evolution of policies through the experiences
and lessons gathered in the experiments in the stock market, it took quite a
long time to produce the final draft with substantial changes from the first
draft. In accordance with the instruction of the Legislation Department of the
State Council (the "Legislation Department"), the final draft prepared by
Shenzhen was submitted to the State Economic Reform Commission, which
took the leading responsibility among the Joint Regulatory Authorities for
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summarising their comments, revising it accordingly and then submitting it to
the Legislation Department for final review. With the authorization of the
Legislation Department, the State Economic Reform Commission approved it.
Upon obtaining such approval, the Shenzhen Government issued the Company
Regulations as administrative regulations under its name.

III. A brief history of legislation on securities in the PRC.

A.

National

The first group of companies limited by shares (most of them were not
standardised) appeared in 1984 in Beijing, Shanghai, Guangzhou, Shenzhen
and other cities when the central authorities decided to carry out experiments
in a share-holding system. At that time, there was no national regulation to
follow at all. Some of the shares issued by those so-called companies limited
by shares were a mixture of stock and bond because some of them were
redeemable and some others were entitled to both interest and dividend. In
order to control the issuance of stocks and bonds by enterprises, the State
Council enacted, in 1986, the Interim Banking Regulations of the PRC, which
clearly provided that the People’s Bank of China is the authority in charge of
the administration of bonds and stocks issued by enterprises as well as of the
financial market, including the securities market. In 1987, the State Council
enacted the Interim Regulation on the Control of Enterprise Bonds and also
issued a Notice Concerning the Strengthening of Control of Stocks and
Bonds (the "Notice"). The Notice stressed that all shares to be issued to the
public had to be approved by the relevant offices of the People’s Bank of
China.

In December 1990, the Administration Office of the State Council issued a
notice concerning the experiments in the share-holding system and the issue
of shares to the public. The notice provided that all such experiments, even
though they had been approved by the relevant local governments, needed to
be approved by the relevant central authorities. This further tightened the
control on the issue of shares to the public.

In 1991, the Joint Regulatory Authorities and the State Taxation Bureau issued
a joint document concerning the strengthening of protection of the rights and
interests of State-owned assets in the experiment in the share-holding system.
This document provided detailed policy guidelines for the protection of State-
owned assets in such experiment. These guidelines have been reflected in the
Shenzhen Company Regulations and the Interim Measures for the Control
of Issue and Exchange of Shares in the City of Shenzhen (the "Shenzhen
Stock Regulations"). Some of the highlights of the same will be discussed
below.



@)

Shenzhen and Shanghai
Shenzhen
The period from October 1986 to June 1991

The Shenzhen Government issued, in October 1986, the Provisional
Regulations on Stocks and Bonds of Enterprises of Shenzhen and other
relevant regulations and started the experiment in the reform of a share-
holding system and the operation of a securities market. However, those
regulations were very preliminary and vague and were difficult to implement.
As a result, a large portion of shares were issued without proper approval.
By the end of 1989, 189 companies were registered with the local office of the
State Administration of Industry and Commerce (SAIC) as companies limited
by shares, but only 84 were recognized by the Shenzhen Government as such
companies and permitted re-registration.® Since the Provisional Regulations
on Stocks and Bonds of Enterprises of Shenzhen did not set out
requirements for companies to go public, there were no published effective
local regulations in reality to regulate the public issue and trading of shares
in the market. As a result, the Shenzhen Government had to issue from time
to time new rules, principles, guidelines and administrative orders to tackle
the problems which emerged in the securities market. In 1990, the Shenzhen
Government and People’s Bank of China, Shenzhen Branch worked out
preliminary requirements for companies to issue shares to the public and for
listing, From May to November, 1990, the prices of the five shares publicly
iraded in the market went up drastically due to the shortage of supply of
shares. Black market dealings and speculation became very active, which
further drove up share prices. In order to keep the market in good order, the
Shenzhen Government and People’s Bank of China, Shenzhen Branch issued
an announcement in May 1990 to penalise black market dealings and control
speculation by tightening the transfer procedures and levying a high tax on
speculative dealings. In October 1990, the Shenzhen Government issued a
directive order prohibiting all the officials of the communist party and
government agencies and the employees of the securities administration offices
and securities companies to trade in shares, (the officials were once
encouraged to buy shares when the shares were not popular at all in 1987).
In view of the decrease in the percentage of State-owned shares in some
companies where shares were publicly traded, the Shenzhen Govemnment
issued in, October 1990, Measures to Maintain the Controlling Position of
State-owned Shares. It stipulated that the State-owned shares must be over
50% of the shares in ordinary State-owned companies and each individual
(natural person) may not hold more than 0.5% of the total shares of one single
company.® In order to control a drastic rising in the prices of shares, the
Shenzhen Government issued an administrative order in May 1990 to impose
a 10% ceiling on daily rise and fall of share prices and then changed it, in
November, 1990, to 0.5% for the upwards and 5% for the downwards limit.
Some experts believed that the imbalanced limits for price rise and fall were
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one of the several reasons which caused the plunge in the market in December
1990.1°

The period from June 1991 to the present

In order to overhaul the securities market in Shenzhen, the Joint Regulatory
Authorities in Beijing finally approved, in June 1991, the Shenzhen Stock
Regulations and at the same time approved the establishment of the Shenzhen
Stock Exchange (which officially opened for operation in July 1991 after six
months of trial operation) and the Charter and Operation Regulations of the
Stock Exchange. This was a milestone in the history of the Shenzhen
securities market. Pursuant to the Shenzhen Stock Regulations another 12
companies were approved after that date to issue shares to the public,
including A-shares and B-shares, and these shares have been listed in the
Stock Exchange one after another, pushing the total listed shares to 14 by the
middle of May, 1992.

For the purpose of further improving the basis of the stock market in the
share-holding system, the Shenzhen Government issued, in March 1992, the
above-mentioned Shenzhen Company Regulations, so that the restructuring of
State-owned enterprises into companies limited by shares could be
standardized in a regulated fashion and the interests of companies,
shareholders and creditors could be safe guarded.

In April, 1992, the Shenzhen Government issued Interim Measures for the
Supervision of the Listed Companies (the "Supervision Measures") to impose
more stringent disclosure requirements on the listed companies.

In order to open up the securities market of Shenzhen to foreign investors, the
People’s Bank of China and the Shenzhen Government jointly issued, in
December 1991, the Interim Measures for the Control of RMB Special Stock
of Shenzhen (the "Interim Measures for B-shares") and the People’s Bank of
China, Shenzhen Branch issued the Implementing Rules for the Interim
Measures for B-shares.

Shanghai

The securities market in Shanghai is distinct in many ways from that in
Shenzhen.

The Shanghai securities market commenced its experiment in 1984 and has
been highly regulated since then. The People’s Bank of China, Shanghai
branch issued in 1984 the Interim Measures for the Control of Stocks, in
1985, the Instructions Concerning Enterprises’ Application for the
Issuance of Shares (or Bonds) and other relevant regulations for the purpose
of regulating the primary market. Although those rules were very pre-mature,
it helped the development of the initial market. By the end of 1986, about
809 companies issued shares and 739 companies issues bonds raising funds in
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a total amount of, about, RMB247 million.!

In 1987, the Shanghai Government officially issued the Interim Measures for
the Control of Stocks of Shanghai and the Interim Measures for the
Control of Enterprise Bonds of Shanghai which further pushed the
development of the securities market, particularly the market in bonds. By the
end of 1987, the funds raised through stocks and bonds exceeded RMB2
billion. In the same year, the People’s Bank of China, Shanghai Branch
issued Interim Measures for the Administration of the Dealings of Securities
Over the Counter and the trading counter increased to eight.'?

From 1988 to 1990, the State Treasury Bonds issued in past years began to
be traded in the market. During that period of time, four securities companies
and one credit rating company were established. The number of securities
trading institutions increased to 25 and trading counters increased to 50. The
trading volume of securities greatly increased. By the end of 1990, 31
securities were publicly traded and the value of securities transacted that year
reached RMB2.4 billion.

In November 1990, the Shanghai Government issued the Measures for the
Control of Securities Exchange of Shanghai. On 19 December, 1990, the
Shanghai Stock Exchange was officially opened for operation with the
approval of the People’s Bank of China, and published its Charter and
Provisional Rules for the Operation of the Stock Exchange.

From December 1990 to September 1991, the trading volume of securities at
the Shanghai Stock Exchange reached RMB5.94 billion, among which about
80% were bonds and 20% were stocks.

In the past years, in order to maintain the order of the securities market, the
People’s Bank of China, Shanghai Branch, the SAIC and Security Bureau of
Shanghai also issued regulations to prohibit the curbside black market. The
Stock Exchange issued rules to restrict the daily rise and fall of share prises,
initially 0.5% and subsequently 1%. Recently, the Stock Exchange further
increased the daily trading price fluctuation to 5% for three shares and lifted
the price fluctuation controls on tow shares.'

In order to absorb foreign investment through the securities market, the
People’s Bank of China and the Shanghai Government also jointly issued the
Measures for the Control of RMB Special Stock of Shanghai (the
"Shanghai Measures for B-shares) and the People’s Bank of China, Shanghai
Branch issued the Implementing Rules for the Shanghai Measures for B-
shares.

IV. The evolution of the legislation on securities.

I will illustrate below some of the highlights in respect of the evolution of the
legislation on securities, from which you will see how the issues and concerns
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described in Section [ have been taken into consideration in the legislation.

A.

Regulations on the share-holding system.

Although the Shenzhen Company Regulations and the Shenzhen Stock
Regulations overlap each other with respect to the requirements for issuing
shares to the public and for listing, the Shenzhen company Regulations for the
first time set out rules for the incorporation and restructuring of the existing
enterprises into companies limited by shares. These rules reflect the current
general policies of the central government with regard to the standardization
of the share-holding system, which it wants to test in the experiment carried
out in Shenzhen.

The types of companies.

The Shenzhen Company Regulations provide that companies limited by shares
may be categorised into two types in terms of the range and method of
promoting, subscribing and transferring shares.

@ Internal company (Close Company)

The shares of this type of company may only be subscribed by the
promoters (initial investors) and be issued to their own employees or
other legal persons (enterprises or institutions). They may be further
divided into two types:

) Subscription Type. The shares of this type of company may
only be subscribed by the initial investors and shall not be
issued to anybody else and their shares may only be transferred
among legal persons (enterprise legal entities).

(i)  Promotion Type. The shares of this type of company may be
subscribed by the promoters, their own employees and other
legal persons. The portion subscribed by the employees shall
not exceed 30% of the total shares issued. The shares of each
company may only be transferred among its own employees
and legal persons. If it strictly prohibited from issuing and
transferring shares to other individuals outside the company.

(b) Public companies. Public companies may issue shares to the public.
They may be further divided into listed and unlisted companies:

) Unlisted companies. Upon the approval of the People’s Bank
of China, their shares may be traded over the counter.

(ii)y  Listed companies. Upon the approval of the People’s Bank of
China, their shares may be listed and traded at the Shenzhen
Stock Exchange.
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Restructuring State-owned enterprises into companies limited by shares.

(@

()

Restrictions on such restructuring.

High profit businesses or businesses with a State monopoly (such as
duty-free shops, liquor and tobacco companies and gold and jewellery
processing companies) are not allowed to be incorporated as, or
restructured into, companies limited by shares.

Restrictions on the ownership of shares in such restructuring.
In terms of ownership, the shares may be categorised as follows:

(i) Shares owned by the State ("State Shares"). This refers to
shares held directly by the relevant office of State Assets
Management Administration or held by others entrusted
thereby.

(i) Shares owned by legal persons ("Institution Shares"). This
refers to shares purchased by legal persons inside the PRC with
assets that they can freely dispose of.

(iii)  Shares owned by individuals ("Individual Shares"). This refers
to shares held by the employees of a Close Company and
shares of a public company held by individuals who purchased
the shares with their legitimate assets.

(iv) Shares owned by foreign investors ("Foreign Shares"). This
refers to shares purchased by foreign legal persons and
individuals (including those in Hong Kong, Macao and Taiwan)
with foreign currency.

The Shenzhen Company Regulations provide that:

1) State Shares shall maintain controlling positions in companies
crucial to the national economy (the "key Company" or "key
companies");

(ii)  The percentage of State Shares in other companies shall not be
restricted.

If a share holding company entrusted to hold the State Shares of a Key
Company intends to transfer such shares, it is required to apply for the
Shenzhen Government’s approval through the City Office of the State
Assets Management Administration.

In order to maintain the controlling position of the State Shares in a
company and to prevent infringement of State interests, the Company
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Regulations provide that a natural person may not hold more than
0.5% of the total share capital of a single company and that any
enterprise legal entity shall not transfer to its employees any of the
State Shares, warrants and options in its possession and shall not
distribute to its employees any shares purchased with money from any
the welfare fund, bonus fund or common interest fund.

The Company Regulations also provide that any companies registered
as private enterprises may only be re-registered as companies with
limited liabilities (a "Limited Company"). This implies that private
companies are not allowed to issue shares.

The above rules are designed to prevent any possibility of privatizing
any state-owned enterprise and to maintain the controlling position of
the State Shares in the companies limited by shares.

The Shenzhen Company Regulations did not spell out what the Key
Companies are and what percentage will constitute a controlling
position. We expect that these may be specified in implementing rules
made in the future. These Regulations have relaxed the control of the
percentage of State Shares in ordinary companies (the previous
guideline stipulated a 50% shareholding) and to some extent make it
possible for shareholders of State Shares and Institution Shares to trade
in the secondary market. This may help to keep the ups and downs of
the market within a proper range even though the trading of State
Shares is separated from the trading of Individual Shares.

The Company Regulations have slightly changed the rules of the Stock
Regulations which allows the businesses in which the State has a
monopoly to be restructured.

Regulations on Chinese-foreign companies limited by shares.

The Shenzhen Company Regulations have made it possible to incorporate, or
restructure an existing Chinese-foreign joint venture company, or a State-
owned enterprise or other enterprise into a Chinese-foreign company limited
by shares. The Companies Regulations have imposed a minimum registered
capital requirement of RMB30 million and a minimum percentage of foreign
investment of 25%. This will certainly be very helpful in easing foreign
investors concerns about the difficulties in assigning or transferring their
interests in a Chinese-foreign joint venture because of the unanimous consent
requirement for such assignment or transfer imposed by the Chinese-foreign
Joint Venture Law and its implementing regulations. This will open up new
channels for foreign investors to make investments in China, particularly for
those investors who are interested in portfolio investment. The Company
Regulations may also help Chinese-foreign joint ventures established outside
Shenzhen to be restructured into Chinese-foreign companies limited by shares
and to issue shares to the public and have their shares listed in the Stock
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Exchange. This may prove to be a good way to raise funds for the further
development of promising Chinese-foreign joint venture companies.

The requirements for a public issue and a listing at the Shenzhen Stock
Exchange.

Issuance of shares to the public.

The Shenzhen Company Regulations provide that, to apply for the issuance of
shares to the public, a company is required to meet the following conditions:

(a) It conforms to the industrial policies set out by the State and the
Shenzhen Government;

(b) The total value of all the issued Shares of a newly incorporated
company or the net assets of the original enterprise before
restructuring shall not be lower than RMB 10,000,000;

(c) In the year just before the restructuring the net book value of its
tangible assets should account for, at least, 25% of the total value of
the tangible assets;

(d) The shares subscribed by the promoters must account for, at least,
35% of the total share capital;

(e) The shares issued to the public must account for, at least, 25% of the
total share capital;

® The shares subscribed by its own employees shall not exceed 10% of
the total shares to be issued to the pubic. In the case of converting a
Close Company into a public company, if the shares subscribed by its
own employees exceed the above limit, no shares shall be further
issued to the employees;

() The number of shareholders is not less than 800;

(h) The financial records are available to the public;

) The Chief Executive of the company meets political and business
qualification requirements, is well disciplined and has no bad record

in business management.

These requirements are, basically, identical to the requirements
imposed in the Shenzhen Stock Regulations except that:

(i) the RMB 5 million minimum subscription requirement in
relation to the promoters has been removed;
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Listing

(it)  the requirement for the company’s business to be in compliance
with industrial policies have been expanded to both State and
local envisaging the possible application of the Regulations to
companies outside Shenzhen;

(iii)  the requirement under (f) is new. It is designed to control the
shareholding of its own employees and, thus, to prevent the
State Shares from losing control to its employees and to prevent
excessive capital gains being made by its employees;

(iv)  the requirement under (h) is also new, but important in the
sense of enhancing the visibility of the financial standing of
companies;

(v) the Company Regulations impose higher qualification
requirements on the Chief Executives of companies.

The Shenzhen Company Regulations provide that a listed company should
meet the following conditions:

(@)

(b

(©)

(d)

(e)

®

(2

The business of the company conforms to the industrial policies set out
by the State and the Shenzhen Government;

The company has a record of profit making for at least, three
consecutive years and provide financial documents of thic last three
years;

The net book value of its tangible assets should account for, at least,
38%of the total value of the tangible assets, but in the case of a public
company in existence for more than one year, it should meet such a
requirement one year preceding the application;

The profits of the company in the last two years should be higher than
the average profits of other companies in the same business line;

The total net assets of the company prior to the listing should not be
less than RMB 15 million;

The company should conform to the other conditions of a public
company;

The company should meet other requirements made by the Stock
Exchange.

The above conditions imposed by the Shenzhen Company Regulations are
significantly different from those imposed by the Shenzhen Stock Regulations.
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These changes have reflected the experiences gained over the past year and
made the conditions more practical and objective. They have also given the
Stock Exchange more power and authority in the process of approving a
listing.

Shanghai has not issued its regulations on companies limited by shares yet.
It is reported that it will issue such a regulation soon.

Restrictions on speculation, insider trading and the curbside black market.

Both the Shanghai Securities Regulations and Shenzhen Stock Regulations
strictly prohibit the following activities in relation to share dealings:

(@) Selling short;

(b) Through a conspiracy between two (or more than two) individuals or
organizations, the people or institutions concerned purchase, or sell,
a class of securities simultaneously in order to create a false market for
the securities and disturb the prices of the same;

©) To affect the conditions of the market, people or institutions trade with
each other falsely without changing title in securities;

(d) Involvement in the purchase and/or sales of securities by means of
insider information;

(c) Spreading false or misleading news to persuade others to buy and/or
sell securities and thus influence the prices of the same;

® For speculation purposes, continuously buying at a high price or
selling at a low price a specific class of securities so as to influence the
market prices of the same;

(g)  Without any permission, the issuing company buys back or sells out
its own securities directly or indirectly at the Stock Exchange or over
the counter;

(h) A broker makes decisions on behalf of a customer on the class,
quantity, price and buy-in or sell-out of shares or the broker accepts
an instruction on a securities deal outside his (or her) business
premises;

0] Curbside black market deals;

G An illegal transfer of the title in the securities.

The Shanghai Securities Regulations provide that violation of any of the above
provisions shall be subject to a fine between RMB 50,000 and 100,000 for a
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minor offence or between RMB 100,000 and 200,000 in the case of a serious
offence.

In conjunction with other relevant rules, these regulations have reduced
illegitimate deals in the curbside black market, excessive speculation and
insider dealings.

In order to prevent speculation and maintain good social order, the Shenzhen
Stock Regulations prohibit State-owned enterprises from trading stocks with
bank loans. The Shenzhen government has also been issuing warnings to the
public through the press media that it is a risk to buy shares and has tried to
persuade them not to trade shares with borrowed money. The point is that if
the shares are traded with one’s own money, a loss would only mean a
reduction of personal assets, but if traded with borrowed money, the creditors
will try to enforce the payment of debt and thus may cause social disorder.
With sufficient warning, someone who still wants to take the risk should bear
the risk on his own."

Regulations on the administrative control of the securities market.

The Shenzhen Company Regulations and the Stock Regulations have reserved
extensive rights to the government authorities to control the operation of the
securities market.

Controls on the total value of shares which may be issued each year. This is
impliedly provided in the regulations. This control is vested in the Central
Government but exercised by the People’s Bank of China. Upon appliration,
the People’s Bank of China grants to each particular market a general quota
(in terms of money’s worth) within which it specifies how many shares and
bonds may be issued respectively in each year. Take Shenzhen for example.
In 1992, the quota for issuing A-share is RMB300 million and for B-share is
US$ 100 million.

The quota granted to Shanghai for the issuance of A-shares in 1992 is about
RMB400 million, and for B-shares is US$100 million.

The quota system is designed to control the size of the primary market in a
particular place and indirectly control its secondary market. From a central
government point of view, it also controls the total value of the capital funds
raised through a securities market and thus controls the investment scale so as
to prevent overheating investment and possible inflation.'®

Control of the incorporation, and restructure, of companies. Pursuant to the
Shenzhen Company Regulations, regulatory authorities’ approval is required
for almost everything from: the incorporation of new companies limited by
shares, restructuring State-owned enterprises into companies limited by shares,
converting Subscription Type Companies into Promotion Type Companies or
converting Close Companies into public companies. It is also required for the
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total value of an issue of shares, the par value and the issue price of each
share for a public offering as well as for a listing.

Control of market ups and downs. Although the Shenzhen Stock Exchange
has lifted the limits for the daily rise and fall of the prices of all shares listed
therein (except for Champaign), which was applauded by all investors, the
Shenzhen Stock Regulations reserve the right of the regulatory authorities to
impose limits on the daily rise and fail of share prices when they think
necessary.

The above are only a few examples of the administrative control over the
securities market. It is not always agreed whether these administrative
controls are helpful or harmful for the sound development of a securities
market. The general policy seems to be that the securities market should by
operated in accordance with laws and regulations and should be standardized
gradually according to international practice. However, at the initial stage of
the development of the securities market, the Regulations should give the
government authorities as much powers as possible to control the development
of the market to exercise their powers in accordance with the Regulations and
reduce as much as possible any random interventions.

Regulations on the protection of minority Shareholders

The existing regulations in Shanghai and Shenzhen contain a lot of provisions
which give protection to shareholders in general, but very little protection to
minority shareholders. It is understandable under the circumstances that the
prevailing concern in the country is how to protect the State interest and
prevent infringement and dilution of the state interest when the State-owned
enterprises are restructured and State Shares are traded in the securities
market. Therefore, the regulations have built in a lot of provisions to protect
the majority shareholders’ interests.

Although the Chinese-foreign joint venture laws and regulations have a full set
of rules to protect foreign investors, the issuance of B-shares has created a lot
of small shareholders which was not envisaged by those joint venture
regulations. We may have to wait and see how the market practice and
development will help to improve the legislation in this respect.
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Securities Markets in China:

Implications for Capital Accumulation and Investment'

Pitman B. Potter”

The establishment of securities exchanges in Shanghai and Shenzhen represent a
renewed effort to raise capital for the Chinese economy.? The exchanges offer an alternative
to savings deposit accounts, individual business enterprises, consumer durable purchases, and
cash hoarding as a target for domestic investment. Evidence suggests that the Shanghai and
Shenzhen exchanges have already attracted significant amounts of domestic capital
investment. For foreign investors, the newly approved "B Shares" offer an investment
alternative to foreign invested enterprises (joint and wholly foreign owned ventures and the
like). In examining the implications of the newly opened Chinese securities markets for
domestic and foreign investment in China, the paper will address the investment record to

date in the context of underlying policy issues.

I Policy Issues Underlying the Current Securities Regime.’

The opening of China’s securities markets and the expansion of their activities to
include foreign participation has been the result of contentious debates over a variety of
policy issues. Suspicions that reliance on debt financing for economic development would
undermine China’s autonomy has long hampered the use of bonds as vehicles for capital
accumulation, while the insistence that property ownership in the Chinese economy should
be monopolized by the state as a representative of the whole people has until recently
prohibited stocks and shareholding in economic enterprises. In addition, the role of securities

exchanges has been subject to uncertainties over the negotiability of securities, while the
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development of an institutional regulatory framework has been undermined by political and
bureaucratic rivalries. These issues and the manner in which they have been addressed in
the past represent an ideological and policy legacy underlying recent developments in the
regulation of China’s securities markets.

A. Debt Financing and Property Ownership

After longstanding reluctance to rely on debt financing, the post-Mao government
began in 1981 to encourage public investment in government securities through the medium
of treasury bonds, which were subject to yearly State Council regulations governing issues
to state enterprises, collectives, and local governments, as well as businesses and
individuals.* State projects came to use bond sales for financing, both domestically and
abroad.’ Between 1982 and mid-1987, China issued nearly $3 billion in bonds, with the
bulk of these in issues floated after 1986.° By 1987, state enterprises were permitted to
obtain financing through bond issues, subject to strict controls under the People’s Bank of
China ("PBOC") to make sure that fund raising for state construction plans was not interfered
with by state enterprise bond offers.” These measures popularized the use of government
bonds as an alternate to simple bank savings accounts as methods of investment within
China’s restrictive finance system.® Income from the sale of bonds supplemented state
revenues and was directed toward state mandated projects.

Localities in China were quick to follow the central regime’s lead, and promoted the
issue and sale of local government bonds. Public projects in major municipalities came to
seek financing through bond sales in China and abroad.’ Localities also encouraged
enterprise bond sales, although the applicable interest rates made these less attractive for
successful companies that could obtain cheaper bank financing.'® Thus, by the mid-1980s,
debt financing had become an established component of economic policy at both the central
and local levels, as the sale of bonds provided an importance source of capital for public
projects and state enterprises. By the late 1980s enterprises, government units and even
individual workers and private business operators (gongshang hu) were required to devote
a portion of their income to subscriptions for state bonds."!

Complementing the role of bonds in raising capital, stock issues also offered attractive
alternatives for raising capital because of the absence of fixed interest payments and other
costs.’>  However, the role of stocks and shareholding was hampered by ideological

questions concerning public and private ownership of business enterprises in the Chinese
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economy."” Some argued that the emergence of private ownership of stock did not conflict
with socialist ideology as long as the overall national economy was subject to state
management."  Others contended that the emergence of a shareholding system of
investment in economic enterprises was fundamentally in conflict with the precepts of
socialist ownership. !’

A tentative consensus emerged in 1987 under the State Council “"Notice on
Strengthening Administration of Stocks and Bonds" (April, 1987),'® which distinguished
between the issuance of stock by private enterprises and collectives and the issuance of bonds
by government organs and state-owned enterprises. Under the Notice, state enterprises were
permitted to raise financing through bond issues, but were not permitted to issue stock. The
Notice permitted stock issuances by collective enterprises, but prohibited them from issuing
bonds. This approach was deemed consistent with the requirements of socialism, since the
government and state company bonds did not transfer ownership of property owned by the
whole people, while private and collective enterprise stock reflected the ownership interests
of shareholders but did not entail loan commitments that the enterprises might not be able
to perform. Under the Notice, all issuings of securities required supervision and approval
of PBOC, and in the case of bond issues abroad PBOC operated in conjunction with the State
Administration for Exchange Control to ensure that investment funds obtained through such
instruments were used for approved projects."

Despite these restrictions, there were increased calls for greater flexibility in
permitting state-owned enterprises to issue stock.'® In September 1988, the Third Plenum
of the Thirteenth CPC Congress called for experimentation with ownership of shares by the
public.’® This was a significantly stronger endorsement of the use of securities than that
which was made at the first session of the Thirteenth CPC Congress a year earlier, where
only passing reference was made to the need to establish shareholder-owned enterprises.”
While the dilemma remained of reconciling private ownership of company shares with the
ideology of socialist ownership of the means of production, attempts were made to resolve
the issue through balancing of private and public ownership of enterprises.”’  Other
approaches focused on enterprises having their own independent capital as a prerequisite to
issuing shares, a rather broad-reaching suggestion that would permit share issuance by any
enterprise recognized as a juridical person.”

However, uncertainties remained over private ownership of enterprises through the
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shareholding system. In June 1990, the State Council and the State Commission for
Restructuring the Economy issued a notice indicating that stock issues to enterprise
employees should not be expanded (bu zai kuoda) and issues to the general public should not
be taken any further (bu zai puxin), although further experimentation could proceed on stock
swaps between enterprises.”® The communique issued after the Seventh Plenum of the 13th
CPC Central Committee in December 1990 made only oblique reference to the need to carry
out structural reform of enterprises, investment and other matters.” Even as the Shanghai
Securities Exchange was opening, Premier Li Peng speaking to a national economic policy
conference expressed doubts about the application of the shareholding system to state
enterprises.”® Although the 1991 proposals of the CPC Central Committee concerning the
8th Five Year Plan indicated support for shareholding systems as an experimental
exercise,? it was clear that shareholding in enterprise stocks remained an unsettled issue
generally.
B. Negotiability and the Role of Securities Exchanges.

Although the early bond regulations specifically denied negotiability of these
securities, subsequent regulations permitted negotiation of treasury bonds, either to serve as

security for loans, or to be sold at a discount (tiexian) under regulations issued by the

People’s Bank of China (PBOC).” This meant a reduced level of state control over the
holders of government obligation. Although initially these holders were limited to state
banks, an important conceptual precedent had been set concerning negotiability of securities
which represented a departure from past policies.® This new approach to negotiability was
made possible in part through a transformation in ideology which held that the decline of
exploiting classes and the emergence of a commodity economy permitted diversification of
property ownership.? With the acceptance of such diversity came a reduced concern with
limiting transfers of property, including negotiation of securities obligations and rights. This
approach was consistent with the gradual acceptance of debt financing, but permitted greater
flexibility in the circulation of debt and the securities instruments through which debt was
expressed.*

With the recognition of negotiability came efforts to expand markets for the issuance
and trading of securities. Following efforts by the city of Xiamen in 1986,%' Guangdong
issued provincial level regulations concerning transactions in both stocks and bonds,*? and

Beijing and other localities followed suit.® The first securities exchange was opened in
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Shenyang in August, 1986, which dealt in enterprise (but not government) bonds and offered
potential sources of debt financing for the state-owned heavy industrial companies
concentrated in the Northeast.* In Shanghai, Tianjin and other cities, very limited
securities trading markets were opened, although participation was sluggish initially.>s
Popular interest soon grew, however, and in 1987-1988 there emerged what was termed
"securities fever" (zhengguan re) as people began withdrawing their savings from low interest
bank accounts and investing in securities.

Despite earlier concerns over the capacity of China’s finance and economic systems
to handle further development of securities markets,* reform minded economists began to
argue more forcefully that securities markets were necessary for the development of China’s
economy.®® These views were supported by those who called for expanding the role of
shareholding in enterprises, such as economist Wan Dianwu who suggested that joint stock
companies were useful vehicles for capital accumulation because they could attract private
investment more readily than state banks and state bonds.* Another view, associated with
beijing University economist Li Yining, held that stock holding systems would increase the
efficiency of enterprises, thus furthering the broader goal of enterprise reform.*® Yet
another approach, associated with the Academy of Social Sciences, suggested the use of
different systems of shareholding to reflect varying types of shareholders (juridical persons
or individuals, for example) and different types of ownership (for example, with or without
management control) could help resolve the seemly intractable problem of differentiating
between purely private ownership of economic enterprises and ownership by the whole
people.* CASS scholars also raised the point that the development of Chinese securities
markets would further rational allocation of resources and materials,?

Despite ongoing doubts from more conservative elements of the leadership, calls for
renewed work on establishing formal securities exchanges were made in early 1990 at a
meeting the Chinese People’s Political Consultative Congress. In May, a conference
organized by the Stock Exchange Executive Council in Beijing called for further development
of China’s securities markets, and projected the rapid introduction of a national computerized
securities quotation system that would provide a nation-wide reporting on securities prices.*
This suggested that the government was prepared to go ahead with the experimental

development of securities exchanges at Shanghai and Shenzhen.®



C. Institutional Framework for Controlling the Sources and Targeting of Securities

Investments.

While the role of state financing has traditionally been subject to control by PBOC,
the role of the specialized banks in assisting with securities issuances provided opportunities
for these institutions to generate business free from PBOC intrusion.** While PBOC
retained approval authority over the issuance of bonds by the banks themselves, whether
through underwriting or otherwise*’, the emerging securities markets gave rise to a tension
between PBOC’s efforts to retain control over its subsidiary banks and the desire of the banks
for autonomy to conduct securities-related business. Although nominally subject to PBOC
control®®, the specialized banks began to use their authority to organize currency trading to
establish and operate quasi-independent financial markets.*

PBOC’s response to these efforts appeared in the "Provisional Regulations on
Administration of Enterprise Bonds" (March, 1987), which placed enterprise bond issues
under the strict control of PBOC.®® The regulations provided that bonds could be sold only
by the issuing enterprise or by designated financial institutions (which would be subject to
PBOC control). The regulation prohibited sales by non-financial institutions, thus permitting
PBOC to retain control over bond financing.” As indicated by the subsequent "Notice on
Strengthening Administration of Stocks and Bonds" (April, 1987) which subjected securities
issuances to still greater PBOC control, a key purpose of PBOC supervision was to ensure
that investment was targeted at state construction projects.

However, this regulatory framework not wholly effective to maintain PBOC’s control
over the flow of investment toward bond-funded state projects. In part this was due to the
availability of attractive alternatives, such as the stock issued by the newly revitalized Bank
of Communications, which was free from the organizational control of PBOC.*Other
enterprises were also offering stock investment opportunities, and by August, 1988 there
were estimated to be over 6,000 enterprises, issuing stock valued at over 1.5 billion RMB.*
The State Council "Notice on Strengthening Administration of Stocks and Bonds" had to be
re-issued several months after its original pronouncement to recall attention to the need to
ensure proper targeting of investment through control over securities issuances.” In
addition to compulsory measures adopted by PBOC to ensure that public project bonds were
fully subscribed by local governments,” attempts were also under way to make bond

purchases more attractive, through the use of add-on incentives such as reduced prices on
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commodities produced by the plants for which the bond income was to be used.”
Investments were also sought in shorter-term company and bank bonds.

PBOC’s concern with maintaining its control over investment targeting and ensuring
that investments in stocks did not jeopardize the planned targeting of bond investments was
evident in statements by PBOC officers that "bank credit would remain the main form of
financing in China", and that while government bonds would take on greater significance,
“stocks are unlikely to gain momentum in the near future".”® Concerns that securities issues
satisfied the imperatives of state planning were also expressed through regulations issued in
March, 1990 restricting enterprises from issuing their own bonds without the approval and
coordination of PBOC and the state planning authorities.® In May, regulations were issued
concerning state treasury bonds and "special state bonds" (primarily for construction projects)
that made clear that these securities should be the mainstay for government and enterprise
investments.®!

D. Foreign Participation

The question of foreign participation in China’s securities markets has long been a
matter of debate. While the State Commission for Restructuring the Economy, as well as
former Shanghai Mayor Zhu Rongji and other officials, have indicated support for foreign
investment in Chinese securities markets,® others have been less supportive. The Shanghai
securities market regulations did not expressly permit foreign participation, and officials at
the Shanghai exchange indicated ambivalence on the question. Ultimately, however, PBOC
and the Shanghai municipal government formally approved the issuance of so-called "Class
B" foreign currency shares in order to resolve the foreign exchange problem.® In
November, 1991, PBOC and the Shanghai Municipal Government issued regulations and
implementing rules for the "Class B" shares.*

In contrast to the hesitancy evident in Shanghai, foreign participation in the Shenzhen
securities market received policy and regulatory support early on.®® At its first meeting,
the Shenzhen Securities Market Leading Small Group expressly approved foreign investment
in the Shenzhen market.®® The 1991 Shenzhen Stock Transaction Regulations define stock
s0 as to permit include Sino-foreign joint stock company issues, thus in principle permitting
these securities to be traded on the Shenzhen exchange.”’ The Shenzhen Stock Transaction
Regulations also make specific reference to foreign purchasers of securities, although their

participation in the exchange remains subject to approval by PBOC.* In December, 1991,
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PBOC Shenzhen issued interim procedures® and implementing rules™ for the Shenzhen
Securities Market.

Thus, by the end of 1991, both Shanghai and Shenzhen had in place a regulatory
framework permitting foreign investment in the local securities exchanges. While significant
hesitancy was evident in the initial Shanghai regulations and practices, these gradually gave
way to a more supportive position in keeping with the thrust of national policy. In Shenzhen,
on the other hand, support for foreign participation was evident over a much longer period
of time. Despite these differences, the Shanghai and Shenzhen "B Share" measures suggest

that a consensus has been reached to permit limited foreign securities investments in China.

IL. Achievements of the Securities Markets in Attracting Investment.

Although China’s securities markets have not been in operation long enough to
establish a solid track record, when compared with the available information on domestic
investment in China, the performance figures for the Shanghai and Shenzhen exchanges are
significant. In 1989, total domestic investment in China was 400 billion yuan, while budget
subsidies to industry totalled 60 billion yuan.” In 1990, the Chinese government invested
15.79 billion yuan on transformation of enterprises and new products and 12.124 billion yuan
on repayment of domestic debt.”

While the analysis is preliminary, a comparison of these figures with information on
the level of investment in the Shanghai and Shenzhen securities exchanges suggests the
potential of Chinese securities markets in replacing government investment in industrial
subsidies and development. According to the President of the Shanghai Securities Exchange,
transaction value on the Shanghai exchange in 1991 totalled approximately 8 billion yuan
(US$1.5 billion), of which 21% was in stock and 79% in bonds (65% in government bonds
and 14% in bank and corporate bonds).”” A more optimistic report indicated that in the
year following its opening, the Shanghai exchange has seen sales of 887 million yuan
(US$167.36 million) in stock by its eight listed companies.” In Shenzhen, during 1990
before the exchange was officially open, the value of stocks sold was nearly 1.8 billion yuan
(US$ 339 million).” In 1992, the Shenzhen exchange is authorized to issue US$300 million
worth of domestic shares.

The transaction values for the Shanghai and Shenzhen exchanges represent significant

levels of domestic investment when compared to government budgetary figures. The lower
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of the two available Shanghai figures (8 billion yuan total transaction value) compares
favourably to the amount spent by the government in 1989 on subsidies to industry
(amounting to 13.3% of this expenditure level). The 1991 transaction value for Shanghai
represents and investment commitment nearly half as large as the government expenditure
in 1990 on enterprise transformation and nearly 2/3 of the government 1990 domestic interest
payments. The Shenzhen investment amounts (RMB 1.8 billion in 1989 and 300 million in
1992) compare favourably with the government expenditures on investment and subsidies in
the domestic Chinese economy, particularly in the areas of enterprise transformation (11.40%
of the amount spent) and domestic interest (14.8% of the amount spent).

The parallels that can be drawn between the investment values at the Shanghai and
Shenzhen exchanges and the government’s expenditure levels on industrial subsidies and
transformation as well as domestic debt are not exact. Nonetheless, they do suggest that
domestic investment in the Chinese securities markets may possibly represent an alternative
to government investment in some sectors. To the extent that economic enterprises can raise
funds through the issuance of securities, this may reduce the extent to which government
subsidies (either for operating deficits, or to fund technological transformation) are required.
And in view of the pervasive role of the People’s Bank of China in regulating and targeting
domestic securities investments, PBOC may well be able to channel securities investments
(particularly in the area of government bonds) in ways that reduce or substitute for other
forms of government borrowing on the domestic economy. Thus, the Chinese securities
markets may come to represent an increasingly important channel for domestic investment
in the Chinese economy, substituting for state budgetary allocations.

The performance of the newly approved B Shares also suggests that Chinese securities
markets may have a significant impact on China’s foreign investment economy. The total
of foreign investment in China between 1987 and 1990 ranged between approximately 4.4
and 6.6 billion annually, with the average investment contract being worth approximately 1.7
million in 1987; .89 million in 1988; .97 million in 1989; and .91 million in 1990.7¢
Comparing favourably with these figures are the first "B Share” issues for the Shanghai and
Shenzhen exchanges. The issuance of "B Shares" by the Shanghai Vacuum Electronic
Device Company was valued at US$187,000, roughly 19% of the average foreign investment
contract value.” The Shenzhen "B Share" performance is more impressive, with the

issuance by China Southern Glass of HK$84.8 million on B Shares.” Although questions
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of state interference remain,” Nonetheless, the opportunities for foreign investment in
securities issued by Chinese enterprises and joint ventures offers a significant alternative to
the conventional foreign direct investment mechanisms that have been available previously.
This may also permit foreign investment to reach areas of China where foreign invested
enterprises are not currently very active.®

Thus, the performance of the Chinese securities markets raises significant possibilities
for changing patterns of domestic and foreign investment in the Chinese economy. The
record is still far from complete, and more time will be needed before a consistent track
record can be established. Nonetheless, the record to date suggests the significant prospect
for the Chinese securities markets to play a larger role in the structure and performance of

investment in the Chinese economy.
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Notes

Portions of this presentation are contained in the author’s "Recent Developments in Securities Markets
Regulation in China: Balancing State Regulation With Investor Confidence", forthcoming in The China
Law Reporter.

The need for such investment has been recognized explicitly by the Chinese economists who support
the new securities policies as vehicles for attracting private capital to construction and development
projects and for state and private company financing. See e.g. the views of economist Wei Zhiguo of
the Chinese Academy of Social Sciences in "Fahui zhengquan shichang de ziyuan peizhi gongneng”
(Give full play to the role of securities markets in allocating resources), in Jinrong shibao (Financial
Times), Jan. 1, 1991; and Li Yining, "Thoughts on development of the stock market”, in Jingji ribao
(Economy Daily), June 23, 1990, p.2, translated in FBIS Daily Report-China July 20, 1990. p.40.

Significant portions of this section are drawn from the author’s "Recent Developments in Securities
Markets Regulations in China: Balancing State Regulation With Investor Confidence”, in The China

Law Reporter, Fall, 1992.

Under the State Council’s "Regulations on Treasury Bonds" (Guokuquan tiaoli) for 1981, the securities
issued were not negotiable, had a five year maturity date, and paid interest at a 4 % annual interest rate.
See Liu Jinzhang, ed., Jinrong shouce. Lianoning: Liaoning People’s Press, 1987, pp. 525-526.
These terms varied in subsequent years. See "Zhonghua renmin gongheguo 1982 nian guokuquan
tiaoli" (Regulations of the PRC on 1982 treasury bonds) (Jan. 8, 1982), in Renmin ribao (People’s
Daily), Feb. 2, 1982, in which the interest rate was set at 4% (for units) and 8% (for individuals), and
"Zhonghua renmin gongheguo 1985 nian guokuquan tiaoli” (Regulations of the PRC on 19835 treasury
bonds) (Nov. 27, 1984), in Renmin ribao (People’s Daily), Dec. 19, 1984, where the interest rate was
at 5% (for units) and 9% (for individuals). By the time of the economic crisis of 1988, the
government had taken to requiring the purchase of state treasury bonds under quotas imposed on
enterprise workers. See

See "China issues S-year bonds", in China DailyJan. 16, 1987, p.2; "People’s Bank plans bond issue”,
in China Daily, May 2, 1987, p. 1; "Construction bank to issue bills, bonds", in China Daily Business
Weekly, June 28, 1987, p.1; "BOC issues bonds on the London market”, in China Daily, Sept. 11,
1987, p.2.

"Yen snag in bond issues abroad", in China Daily Business Weekly, Sept. 6, 1987.

See "Qiye zhaiquan guanli zanxing tiaoli" (Provisional Regulations on Administration of Enterprise
Bonds) (Mar. 27, 1987), in Renmin ribao (People’s Daily), Apr. 5, 1987, p. 3. An English translation
appears in "State Council Promulgates Bond Regulations", FBIS Daily Reporr-China, Apr. 7, 1987,
p-K29. For an insightful analysis of these regulations, see James V. Feinerman, "Backwards Into the
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I. POSITIVE ASPECTS
1). More puzzle pieces in place

Since early 1987, China has seen tremendous change in the
regulatory framework concerning her infantile securities
industry. In the short five-year period of time, this body of
law, publically disseminated or otherwise, has grown from the
one-page "State-Run Enterprise Bonds Regulation" and a few
internal circulars to a whole set of central and local laws and
regulations governing the entire process of securities issuance,
trading, markets, institutions, clearing/settlement,
professionals, etc. And the regulatory agencies also have grown,
if not in strategy and skills, at least in their numbers, size,
power and willingness to rule.

This change has, of course, its social, political, cultural
and, above all, economic rationale behind it. But from the legal
point of view, its implications are far bevond what the mere
words of these statutes seem to suggest. To put it simply and
bluntly, the world mav be just witnessing a new corporate
revoluticn in formation. The possible impact of this revolution
may well be on par with its European counterparts during the
17th/18th century.

Like its predecessor in Europe, the modern~-time Chinese
corporate revolution started from the grassroots level, in spite
of the omnipotent central planning svstem. Also like its
predecessor, or, like any other revolution in the entire human
history for that matter, this one started without very much of
any rule to go bv. Unlike its predecessor, however, the Chinese
today are fortunate enough to have had the combined accumulated
wisdom of their European fore-runners.

We do not have to start from scratch anv more. Even when
some bureaucrats, for whatever reason or interests, tryv hard to
institute what thev call the "Chinese-styvle" corporate/securities
law svstem, it has become more and more obvious to everyvone
including themselves that this system can not and will not but to
grow out of Lhe macro-framework of the Western legal/economic

system.

Why would a country with more than 3000 years of written
history adopt a legal system so foreign to not only its general
populace but also its leaders? The answer simply lies within the
prociaimed national ruling theory which is, not quite
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incidentally, also from Europe. Marxism dictates, to put it in a
very simplistic way, that the super-structure including the legal
svstem of a given society is determined by its economic base, and
any change in the economically-driven productive force would
sooner or later bring change in the sociojuridical system.

If we turn back now to the list of securities-related laws
and regulations promulgated or actually prevailing in the past
few years, and try not to confine ourselves by the typical
legalistic mentality of a western lawyer with regard to the
legislative propriety and the statutory forms of those entries on
the list, then we can find a body of rules almost identical to
its western counterparts.

Hence the pieces of Chinese securities law puzzle (an
outline from here afterwards):

A. corporations

1. the part of the general civil code that deals with
business associations;

2. the "norms" of joint stock companies and limited
liability companies (the revised yellow paper that is due
any moment);

3. the joint stock company regulations promulgated by the
various local governments (Shanghai, Shenzhen, Xian,
Shenvang, etc.);

4. the "B" share company regulations promulgated by the two
cities blessed with the Centrally-approved stock exchanges;

5. the sino-foreign Jjoint venture law, the wholly-foreign-
owned enterprise law, the SAIC rules and the milliard of
other rules and provisions that delineate in one way or the
other some parts of the corporate law;

6. the bankruptcy law concerning state~owned enterprises.

B. securities

1. the securities regulations promulgated by Shenzhen,
Shanghai and several other cities (and, alas, the imminent
central regulations);

2. the whole set of central and local rules controlling
securities trading markets, stock exchanges, brokers and
dealers;

3. the central and local clearing/settlement rules
concerning banks and securities firms;
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4. the central rules controlling investment companies {and
the imminent fund management company rules);

5. the local rules regarding collective investment programs
(Zibo, Shenzhen, etc.}:

6. the local rules regarding investment advisors;
7. the local rules regarding securities rating companies;
8. the two sets of stock exchange rules regarding listing,
membership, fees, etc.
2} Reasons for the above-mentioned change
A. the central-level willingness, finally, to try and err
1. economic necessity
2. political pressure
3. international environment
B. the surging regionalism at work
1. harder economic reality
2. recent encouragement from the 0ld Man

3. band-wagon effect

II. PROBLEMS, PROBLEMS, PROBLEMS...

1) Central-level laws and regulations

-~ piece-meal

-~ lack of transparency

-~ lack of consistency

-- arm-twisting reluctance

-- excessive enthusiasm about details

-~ inadvertent overlook of the general structure
-- departmental overlapping in drafting power

2) Local-level laws and regulations

3



-- lack of mandate (many cities other than Shenzhen and
Shanghai) and legislative power

-- lack of uniformity
-- confusion in various tiers of rule-making body
3) Enforcement at both central and local levels
~-- lack of man=-power
-- lack of expertise
-- lack of resolve
-~ lack of certainty/predictability
-- political interference
-- departmental/partizan interests
-- departmental overlapping in approving process
4) Regulatory agencies at both levels
-- central:
* State Council securities management conference
* gecurities market co-ordination group {src}
* stock market working conference { pboc)
* SRC
¥ PBOC
* MOF
* PLANNING COMMISSION
* PRODUCTION OFFICE
* SAM BUREAU
x SAIC
-- local:
¥ municipal securities market leading group

¥ imminent SECs



* local branches of central agencies
5) Some obvious problems with existing laws and regulations
-— corporate:
¥ share~holder rights:
* notices
* minority interests
* proxy fights
* bovcott problem
* tax problems: capital gain, dividend, stock dividends
* board of directors
¥ "representative" of the legal person
¥ election
* notices
¥ supervisory board
* composition
X powers
* public company disclosure
¥ extent
* scope
*¥ timing
* mode/means
* conflict of interests
¥ fiduciary duty of directors
¥ definition of insiders
-- securities:

¥ various versions



* SH, SZ, SY, WH, HN, XA, etc.
* PBOC, SRC, "ADB"
¥ definitional problems
* securities
* issue/ issuer
* public offering/ private placement
¥ solicitation
*¥ dealer/ broker
* insiders
* conflict of interests
* the "Chinese wall" between:
* commercial banking and investment banking
*¥ brokers and dealers
* trust and investment companies and securities firms
¥ clearing/ settlement svstem

* unitary system in "A" shares v. multi-channel in "B"
shares

* lack of functioning central system

ITI. VACUUM...
1) GAAP
~- uniformity
-- accounting standards
~-- auditing rules
2) Professionalism
-- independence/ neutrality

-—- ethics



3) State assets management
-- holding company?
-- roles of industrial/commercial ministries
4) Self-regulation
-- mandate/ aqthority
-~ "teeth"
~-- norm, discipline, ethics, training, etc.
-- arbitration/ conciliation
5) Dispute-settlement scheme
-- the court system
-- arbitration
*¥ CCPIT (multilateral tribunals)
¥ Sino-Hong Kong Jjoint group
* SEEC
6) Police function
-- who to perform?
IV. PROSPECTS
1) Short term: imminent fall-out
~- market crash
* SH, SZ and illicit exchanges
-- IPO-rush
* blind buving
* predatory selling
* local-level accomplice
-~ Company failure

* mis-management



* money laundering
¥ corruption
2) Long term: hard work on "standardization"
-- establishment of SEC
~- complete set of laws and regulations
¥ clear div;sion of labor at various levels
* whole set of interpretations and precedents
-- serious enforcement
* police
* courts
-~ adoption of GAAP
-~ accomplishment of truly functional self-regulatory scheme
-- merging of "A" and "B" shares
3} emergence of profit-~driven professionals
-- short-term: the inferior drives out the superior

- long~term interests + government regulations = good
professionals
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List of Relevant Chinese Securities Legislation

Shenzhen

Shenzhen Interim Measures for the
Control of Special Renminbi Shares
(5 December 1991)

Implementing Rules to the Shenzhen
Interim Measures for the Control of
Special Renminbi Shares

(16 December 1991)

Shenzhen Securities Exchange Operating
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B Shares (29 January 1932)
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Shanghai Measures for the Control of
Special Renminbi Shares
(22 November 1991)

Implementing Rules to the Shanghai
Measures for the Control of Special
Renminbi Shares (25 November 1991)

Shanghai Securities Exchange
Supplementary Operating Rules for
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Shares (18 February 1992)
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Shenzhen
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List of Relevant Chinese Securities Legislation

Shenzhen Interim Measures for the Control of the Issue and Trading of
Shares (15 June 1991)

Shenzhen Interim Measures for the Control of Special Renminbi Shares
(5 December 1991)

Implementing Rules to the Shenzhen Interim Measures for the Control of
Special Renminbi Shares (5 December 1991)

Implementing Rules for the Central Custodian Scheme for Shares
(28 December 1991)

Interim Rules for the Registration of Special Renminbi Shares
(29 January 1992)

Shenzhen Securities Exchange Operating Rules for the Trading and
Clearing of B Shares (31 January 1992)

Shenzhen Interim Provisions on Companies Limited by Shares
(17 March 1992)

Shenzhen Interim Measures for the Supervision of Listed Companies
(4 April 1992)

Other related legislation

1.

Guangdong Interim Measures for the Control of Shares and Bonds
{10 October 1986)

Shenzhen SEZ Interim Regulations on the Experimental Conversion of
State Enterprises into Companies Limited by Shares (1 November 1986)

Guangdong SEZ Regulations on Foreign Related Companies (1 January 1987)

Articles of Association of the Shenzhen Securities Exchange
(11 April 1991)

Interim Provisions for the Control of Securities Institutions
(25 June 1991)

Shenzhen Interim Measures for the Control of Non-Public Share Receipts
(26 February 1992)

Chinese texts of the above
legislation and selected English
translations are available from

Clifford Chance upon request



Shanghai

CLIFFORD CHANCE

Shanghai Securities Exchange Operating Rules for Market Trading
(Adopted for trail implementation on 26 November 1990)

Shanghai Measures for the Control of the Trading of Securities
(1 December 1990)

Shanghai Measures for the Control of Special Renminbi Shares
(22 November 1991)

Implementing Rules to the Shanghai Measures for the Control of Special
Renminbi Shares (25 November 1991)

Shanghai Securities Exchange Supplementary Operating Rules for Market
Trading in Special Renminbi Shares (18 February 1992)

Shanghai Interim Provisions on Companies Limited by Shares [DRAFT ONLY]

Other related legislation

1.

2.

Articles of Association of the Shanghai Securities Exchange (1390)

Shanghai Securities Exchange Implementing Rules on Arbitration
(April 1991)

Interim Measures on the Control of Members of the Shanghai Securities
Exchange

Chinese texts of the above
legislation and selected English
translations are available from

Clifford Chance upon request
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SHENZHEN INTERIM MeAsures For THE ConTrROL OF
SPECIAL RENMINBI SHARES

(Issued by the People’s Bank of China and the Shenzhen Municipal
People’s Government on 5 December 1991)

Chapter I General Provisions

Article 1 These Measures are specially formulated in order to open a new
channel for absorbing foreign capital through the stock market, strengthen the
control of the stock market and protect the interests of investors.

Article 2 The term "special renminbi shares” as used in these Measures
(hereinafter referred to as "B shares") means order shares with a nominal value
denominated in renminbi that are exclusively offered to overseas investors to buy
and sell in foreign exchange. The rights and obligations in respect of B shares
shall be the same as those in respect of ordinary renminbi shares.

The term "overseas investors" as used in these Measures includes:

(1)  foreign legal and natural persons;

(2)  legal and natural persons in the Hong Kong, Macau and Taiwan regions;

and

(3)  others approved by the authority-in-charge.

Article 3 Overseas investors must comply with the laws and regulations of
the People’s Republic of China and shall not harm the public interests of China;
their lawful rights and interests shall be protected by the laws of the People’s
Republic of China.

Article 4 The People’s Bank of China is the authority-in-charge of the B
share market in Shenzhen, and has authorised the Shenzhen Special Economic
Zone Branch of the People’s Bank of China (hereinafter referred to as the
"authority-in-charge") to be jointly responsible for the day-to-day control of B
shares together with the Shenzhen Bureau of the State Administration of Exchange
Control. The authority-in-charge shall exercise the following powers and
responsibilities:

(1)  to formulate and amend provisions and related rules for the control of
B shares, and to supervise their implementation.

(2) to examine and approve the issue, listing, trading, registration, and
transfer of registration of B shares, as well as the payment of dividends, and
similar matters in respect thereof; to designate securities dealers of and
recognised overseas agents for B shares, and to supervise their dealings in B
shares.

(3)  to control the remittance into and out of China of foreign exchange in
respect of the issue of and trading in B shares.

(49  to examine materials related to the financial and business condition of
issuers of B shares.

Article § The issue, underwriting, listing, trading, clearing, and registration
of B shares shall be conducted in Shenzhen.
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Chapter I Issue of B Shares

Article 6 The issue of B shares is subject to examination and approval by
the authority-in-charge.

Article 7 Apart from the conditions stipulated in Article 15 of the
"Shenzhen Interim Measures for the Control of the Issue of and Trading in
Shares", a company applying to issue B shares shall also satisfy the following
conditions:

(1)  that it has written documents from relevant state departments approving
its use of foreign capital or its conversion into a foreign-invested enterprise, and
that its use of funds raised through the issue of B shares must comply with the
provisions of state laws on the control of foreign investment;

2 that it has a stable source and relatively sufficient amount of foreign
exchange income, and that its total annual foreign exchange income is sufficient
to pay annual dividends on B shares; and

(3)  that the proportion of its shares designated as B shares (including
promoters’ shares) to the company’s total shares must not exceed the maximum
limit approved by the authority-in-charge;

@ that it must have been in operation for at least 3 years, save that
companies operating in high technology and other special industries may, upon the
special approval of the authority-in-charge, be exempted from this restriction.

Article 8 A company applying to issue B shares shall submit its application
to the authority-in-charge together with the following documents:

(1)  an application report on the issue of B shares;

(2) government documents approving it as a company limited by shares or
evidence of registration of the company;

(3)  its articles of association approved by the government;

(4)  an asset valuation report issued by a valuer and an investment inspection
report issued by an accounting firm. If such reports involve valuation and
investment inspection of state-owned assets, the departments for the control of
state-owned assets shall issue confirmation documents;

(5)  an investment inspection report on shares subscribed by the promoters;

(6) the company’s balance sheets and profit and loss accounts for the
immediately preceding three years certified by an accounting firm, and other
financial information required by the authority-in-charge;

(7)  afeasibility study on the issue of B shares;

(8) documents that must be disclosed when making the offer for
subscription;

(9)  a plan for the sources of annual foreign exchange income;

(10) relevant resolutions of meetings of shareholders or promoters;

(11) documents certified by an accounting firm showing the company’s
earnings forecast for the coming year; and

(12) other documents required by the authority-in-charge.
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Article 9 Issue of B shares must be delegated to authorised securities
dealers.

The "aunthorised securities dealers" referred to in these Measures means
securities dealers in Shenzhen that are approved by the authority-in-charge to
handle the issue of and act as agents in the transfer of B shares.

Authorised securities dealers may organise overseas securities dealers that are
recognised by the authority-in-charge to participate in underwriting B shares.

Article 10  Authorised securities dealers that handle the issue or underwriting
of B shares must open a special account with a designated bank in China. All
proceeds of the issue of B shares must be deposited in such special account.

Article 11 The authority-in-charge shall have the right to inspect such special
accounts from time to time or on a regular basis, and the banks and authorised
securities dealers shall cooperate.

Article 12 Overseas investors that subscribe for B shares must produce their
personal identity cards, passports or evidence of legal person registration and must
submit separate lawful mandates if they delegate other persons or entities to
subscribe on their behalf.

Article 13 The authority-in-charge shall have the right to inspect the financial
position of companies that issue B shares and their major business activities which
affect the market conditions of B shares on a daily or irregular basis.

Chapter Il Trading in B Shares
Article 14 B shares shall be transferred only between overseas investors.

Article 15  Overseas investors shall delegate the sale or purchase of B shares
to authorised securities dealers and provide the documents stipulated Article 12
hereof.

An authorised securities dealer may conclude an agency agreement with an
overseas securities dealer recognised by the authority-in-charge pursuant to which
such overseas dealer shall handle on behalf of the authorised securities dealer
matters related to the sale or purchase by investors of B shares outside China.

Article 16 B shares shall be listed for centralised trading at the Shenzhen
Securities Exchange and overseas securities dealers acting as agents must trade in
B shares through authorised securities dealers at the Shenzhen Securities
Exchange. Trading outside the exchange is prohibited.
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CLIFFORD CHANCE

Article 17  When buying or selling B shares through authorised securities
dealers, investors shall effect payment through special accounts.

Article 18  The Shenzhen Securities Registration Company Limited or its
agents shall handle the procedures for the registration and transfer of registration
of B shares.

Article 19 A copy of the register of shareholders of B shares shall be kept
at the issuing company and the Shenzhen Securities Registration Company
Limited.

Article 20  Any overseas investor holding B shares in a company limited by
shares that accounts for five per cent. or more of the total shares in such company
must file a report with the authority-in-charge for its record.

Article 21  The price of B shares for sale or purchase shall be quoted only
in renminbi and paid in foreign currency. The formula for computing the
reference price for each share in a foreign currency shall be as follows:

Price per share in renminbi

Price per share
in foreign currency

Closing price for each unit of the foreign
currency at the Shenzhen Foreign Exchange
Adjustment Centre on the business day
immediately preceding the selling date

Article 22 Authorised securities dealers shall post at a prominent location on
their business premises the computed reference price.per share in foreign
currency.

Article 23  All dividends and other lawful income derived from B shares shall
be quoted in renminbi and paid in foreign currency. The formula for computing
payment in a foreign currency shall be as follows:

Dividends per share in renminbi

Price per share

in foreign currency

for dividends Average closing price for each unit of the foreign
currency at the Shenzhen Foreign Exchange
Adjustment Centre for the week immediately
preceding the announcement of dividends

Article 24  Overseas investors shall pay tax in accordance with relevant tax
provisions of the People’s Republic of China. Dividends, trading and other
lawful income derived from B shares may be remitted out of China after payment
of 'taxes in accordance with the law.
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Article 25  Sums paid to holders of B shares as the result of a company
terminating and being liquidated may, upon approval by the authority-in-charge,
be remitted out of China.

Chapter IV Penalty Provisions

Article 26  Disputes and differences that arise within the People’s Republic
of China form the issue of and trading in B shares shall be handled within China
in accordance with the laws and provisions of the People’s Republic of China.

Article 27  If any person violates the provisions of Articles 6, 7 or 14 of
these Measures, the following penalties shall apply:

(1)  such person may be ordered to cease the unlawful activity and to refund
the funds raised through such activity;

(2)  any foreign exchange funds raised by such company through the issue of
securities may be frozen;

(3) financial institutions may be informed that they are to cease lending to
such person;

(4)  afine of up to five per cent. of the sum involved in the unlawful activity
may be imposed.

Article 28  If any person violates the provisions of Articles 9 or 10, then the
following penalties shall apply:

(1)  such person may be ordered to refund that part of the proceeds of an
issue which is affected by such violation;

(2) a fine may be imposed on the issuing company and the authorised
securities dealer of up to five per cent. of the sum involved;

(3)  the issuing company’s application to issue shares may be revoked;

“) the licence of such person to issue or underwrite shares may be
suspended for up to three years.

Article 29  If any person violates the provisions of Articles 16, 17, 18, or
20, the following penalties shall apply:

) a warning may be given,

(2)  such person may be ordered to go through the procedures again in
accordance with these Measures;

(3)  afine of up to five per cent. of the sum involved in the unlawful activity
may be imposed;

(4)  suspension of listing and trading.

Article 30  If any person violates the provisions of Article 24 or 25, he shall
be penalised in accordance with the relevant tax laws and exchange control
provisions of the People’s Republic of China.

Article 31  If anyone penalised disagrees with the penalty decision he may
apply for a reconsideration to the superior authority of the authority making the
penalty decision. During reconsideration, the penalty decision shall be
implemented. If anyone disagrees with the reconsideration decision he may bring

proceedings in the people’s courts.
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Article 32 The penalties referred to above shall be implemented by the
authority-in-charge jointly with other relevant departments if they involve such
departments, except for those penalties that are stipulated to be implemented by
the authority-in-charge.

Article 33 If anyone whose violation of the provisions of these Measures
constitutes a crime he shall be investigated by the judicial authorities for criminal
liability.

Chapter V Supplementary Provisions
Article 34  The authority-in-charge shall be responsible for interpreting these

Measures. The authority-in-charge may formulate specific provisions in
accordance with these Measures.

Article 35  These Measures shall be effective from the date of promulgation.

Translation © Clifford Chance 1992
David Ho s2gl1205.zbf 29-5-92
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IMPLEMENTING RULES To THE
SHENZHEN INTERIM MeEASUReES For THE ContrOL OF
SPECIAL RENMINBI SHARES

(Issued by the People’s Bank of China
Shenzhen Special Economic Zone Branch
on 16 December 1991)

Chapter I General Provisions

Article 1 These Implementing Rules are specially formulated in accordance
with the "Shenzhen Interim Measures for the Control of Special Renminbi Shares”
in order to strengthen the control of B shares and protect the lawful rights and
interests of investors.

Chapter I Securities Dealers

Article 2 Domestic securities dealers dealing in B shares must obtain the
approval of the authority-in-charge. Anyone applying to deal in B shares must:

(1)  bave not less than Rmb10,000,000 as his own securities dealing capital,
which includes an amount of foreign exchange which is equal to not less than
Rmb$5,000,000;

(2)  bhave adequate professional personnel as appropriate to the needs of
securities dealings involving foreign parties;

€)) have the necessary technical, communications and settlement means or
facilities for dealing in securities involving foreign parties;

(4)  other conditions required by the authority-in-charge.

Article 3 Except with the special approval of the authority-in-charge, an
authorised securities dealer may not:

(1)  underwrite B shares by way of a straight purchase; or

(2)  deal in the purchase and sale of B shares on its own account.

Article 4 Before an overseas securities dealer can participate in
underwriting B shares or act as agent for authorised securities dealers in accepting
overseas purchase and sale orders for B shares, it must secure the approval of the
authority-in-charge and must:

(1)  comply with Chinese laws and regulations concerning B shares and
honour the relevant B share contracts in good faith;

(2)  be relatively well-established in the field of international securities and
have relatively substantial financial strength;

(3)  be experienced in conducting international securities dealings;

(4)  be of good professional standing; and

(5)  satisfy any other conditions imposed by the authority-in-charge.
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Chapter Il Issue of B Shares

Article § A company that issues B shares shall convert that part of its
existing assets which is owned by a foreign party into B shares.

Article 6 In any issue of B shares, at least one authorised securities dealer
shall participate in underwriting and act as the manager of an underwriting group.
Overseas securities dealers that comply with the requirements of Article 4 hereof
may participate in underwriting B shares and act as co-managers of the
underwriting group.

The functions of the manager of an underwriting group include:

(1)  to consult with the listed company to organise the underwriting of shares
and confirm the underwritirg plan;

(2)  to organise the disclosure of documents related to the B share issue;

(3)  toliaise with and coordinate the listed company, the underwriting group,
the authority-in-charge and other relevant parties;

(4)  to participate in the sale of B shares;

(5)  to perform other functions approved by the authority-in-charge.

Article 7 The issue price of B shares may not be lower than the issue price
of renminbi shares in the same company. Throughout the underwriting period,
an underwriter shall offer the shares for sale at the price which has been
determined.

Article 8 An underwriting contract for B shares shall include the following
terms:

(1)  names, registered addresses, legal representatives or directors of the
parties to the contract;

) the time and place of execution of the contract;

(3)  the subject matter of the contract;

(4)  the form of underwriting of the B shares;

(5)  the issue price of the B shares;

(6)  the rights and obligations of the parties;

(7)  payment of legal, accounting and other fees;

® the time limit for and the place of performance of the contract;

® compensation and other liabilities for breach of contract;

(10) the methods of resolution of disputes arising under the contract;

(11) the law applicable to the resolution of disputes arising under the contract;

and

(12) the languages in which the contract is written and their relative validities.

A contract for underwriting B shares must be submitted to the authority-in-
charge for approval.
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Article 9 The issuer may require the issuing of B shares only to those
overseas legal persons having close business connections with it, save that such
persons must be approved by the authority-in-charge and that the number of shares
issued to them must not exceed fifteen per cent. of the total number of B shares
in that issue.

Article 10 All proceeds of the issue of B shares overseas shall be deposited
in the special accounts approved by the authority-in-charge at the time or times
stipulated in the underwriting contract.

Article 11  Within fifteen days after the expiration of the underwriting
period, the manager of the underwriting group shall submit an underwriting report
to the authority-in-charge, detailing the process and results of underwriting,
including the names of all shareholders of B shares, the number of shares held,
and the number of shares subscribed by the underwriters themselves upon
expiration of the underwriting period.

Chapter IV Trading in B shares

Article 12 B shares shall be listed for trading at the Shenzhen Securities
Exchange and traded in accordance with its rules and regulations.

Article 13 Authorised securities dealers may select overseas securities dealers
that comply with the requirements of Article 4 hereof to act as their agents, who
shall be entrusted with the sale and purchase of B shares overseas and others
matter related to the trading in B shares.

Article 14  The agency contract between the authorised securities dealer and
its agent shall be submitted to the authority-in-charge for approval.

Article 15  Investors buying or selling B shares must open an account with
an authorised securities dealer or its agent in advance having submitted their
personal identity cards, passports or legal person registration documents. An
investor’s order to an agent of the sale or purchase of B shares may take one or
several forms, in person, by telephone, cable, or letter.

Article 16  Upon approval by the Shenzhen Bureau of the State
Administration of Exchange Control, an authorised securities dealer may establish
a B share dealing account with a bank (including foreign invested banks) in
Shenzhen.

When subscribing for or buying or selling B shares directly through authorised
securities dealers, investors must effect deposit or payment of funds through such
accounts.
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If such account is an overseas account, no deposits or remittances may be made
to such an account without the approval of the exchange control departments.
Funds in such an account may be remitted out of China or used within China
freely, and when used within China, shall be deemed as remittances from abroad.

B shares dealing accounts shall be subject to supervision and inspection by the
Shenzhen Bureau of the State Administration of Exchange Control.

Article 17  Anindividual investor delegating the purchase of B shares directly
to an authorised securities dealer must pay a guarantee deposit of not less than
sixty per cent. of the market price of the shares purchased.

In the case of institutional investors buying B shares directly through authorised
securities dealers, the dealers shall decide whether or not a guarantee deposit
should be paid and if so how much.

In the case of investors buying B shares through overseas agents, the overseas
ageng shall decide whether or not a guarantee deposit should be paid and if so how
much.

Article 18  Forward buying and short selling of B shares are prohibited.

Article 19  Directors, supervisors, managers and other senior management
personnel of a listed company, or its promoters and major shareholders buying or
selling B shares shall do so with reference to the provisions of the "Shenzhen
Interim Measures for the Issuing of and Trading in Special Renminbi Shares" and
other relevant provisions.

Chapter V Clearing and Registration and Transfer of B Shares

Article 20  The Shenzhen Securities Exchange may delegate banks that are
approved by the authority-in-charge to handle on its behalf the clearing of B
shares between or among authorised securities dealers, overseas agents and others.

Authorised securities dealers and their overseas agents shall open clearing
accounts in banks approved by the authority-in-charge, into and out of which
funds for clearing may be remitted freely.

Banks approved by the authority-in-charge shall take the notice of completion
of transaction from the Shenzhen Securities Exchange as the basis for handling
clearing.

Article 21  The Shenzhen Securities Registrars Company Limited may
delegate the banks described in Article 20 to handle on its behalf the depositing
and registration, transfer, and the payment dividends in respect of B shares.

Article 22  Contracts to act on behalf of any person in handling the clearing,
central depository, registration and transfer must be approved by the authority-in-
charge.
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Article 23 A registrar for B shares shall record the name, nationality, and
position of each investor in relation to the shares held, and no persons other than
the issuer, the judicial authorities, and those approved by the authority-in-charge
may inquire about such information. After B shares are traded, authorised
securities dealers and overseas agents when handling the clearing shall inform the
registrar of any changes in the position of each client holding B shares, and
through such registrar handle the procedures for registration and transfer.

Article 24  Authorised securities dealers or their overseas agents shall collect
dividends on the shares on behalf of their clients.

Article 25  The currency for the foreign currency reference price, clearing,
and payment of dividends and so on for B shares shall be United States dollars or
Hong Kong dollars.

Article 26  Authorised securities dealers shall charge fees for transacting any
dealings in B shares with reference to the rates charged for similar dealings in
renminbi shares.

Fees charged by overseas underwriters or overseas agents for handling B shares
transactions may be agreed by them with the issuer or investor with reference to
rates charged in Hong Kong for similar transactions.

All fees charged for B shares transactions shall be paid in foreign exchange.

Chapter VI Penalty Provisions

Article 27  Authorised securities dealers who violate the relevant provisions
hereof shall be dealt with with reference to the relevant provisions of the
"Shenzhen Interim Measures for the Control of the Issue of and Trading in
Shares. "

Article 28  Overseas underwriters or overseas agents who violate the relevant
provisions hereof shall be subject to the following penalties:

(1)  a warn may be given;

(2)  disqualification as underwriters or agents.

Chapter VII Supplementary Provisions

Article 29  These Implementing Rules shall be interpreted by the authority-in-
charge.

Article 30  These Implementing Rules shall be effective from the date of
promulgation.

Translation © Clifford Chance 1992
David Ho szgll2l6.xz 25-5~92
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SHENZHEN SECURITIES EXCHANGE OPERATING RULES FOR THE
TRADIKNG AND CLEARING OF B SHARES

(Issued by the Shenzhen Securities Exchange
on 31 January 1992)

Chapter I General Provisions

Article 1 These Rules (hereinafter referred to as the "B Share Operating
Rules") are specially formulated in accordance with the "Shenzhen Interim
Measures for the Control of the Issue and Trading of Shares" (hereinafter referred
to as the "Interim Measures"), the "Shenzhen Measures for the Control of Special
Renminbi Shares" (hereinafter referred to as the "Control Measures"), and the
"Shenzhen Securities Exchange Operating Rules" (hereinafter referred to as the
"Operating Rules") in order to strengthen control over the listing of special
renminbi shares (hereinafter referred to as "B shares") and ensure their normal
trading and clearing.

Article 2 Trading and clearing of all B shares listed on the Exchange must
comply with these Rules.

Chapter I Applications for Listing

Article 3 Applications of companies for listing of B shares must be
examined by the Exchange and reported to the Shenzhen Special Economic Zone
Branch of the People’s Bank of China (hereinafter referred to as the "authority-in-
charge") for approval.

Article 4 Listing examinations shall be conducted in accordance with
Articles 15, 37, 38, 39 and 40 of the Interim Measures and the Operating Rules.

Article 5 Apart from the documents which must be provided by an
applicant in support of an application for listing of renminbi shares, the following
documents must also be submitted to the Exchange with an application to list B
shares:

¢y the document from the authority-in-charge approving and consenting to
the issue of B shares;

(2)  areport on the application to list B shares;

(3)  a B share prospectus and public notice of listing;

(4)  a B share underwriting agreement and its appendices;

(5)  a clearing agreement and its appendices executed between all relevant
parties and a clearing bank authorised by the authority-in-charge;

(6)  past annual statements of foreign exchange income and expenditure of
the B share issuer and a forecast of its foreign exchange income and expenditure
for the coming year;

(7)  a report on details of the issue of B shares;

(8)  a plan for the use of foreign exchange funds raised through the issue of
B shares and a report on details of the use of such funds; and

© other necessary information.
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Article 6 One copy of the information referred to in Article 5 must be
submitted to the authority-in-charge and one copy to the Exchange.

Article 7 The Exchange shall render its opinion on the examination or other
matters within fifteen business days of receiving the information.

Article 8 If the opinion of the Exchange on the examination is to allow
listing, it shall submit together with the listing examination form and the
information of the applicant to the authority-in-charge for examination and
approval. Upon approval by the authority-in-charge, the applicant shall execute
a listing contract at the Exchange, and after it has been notarised, the Exchange
shall issue a notice of listing to the applicant.

Article 9 The notice of listing and the listing contract shall be in duplicate
and submitted to the authority-in-charge for its record.

Article 10  Upon examination by the Exchange and confirmation by the
authority-in-charge, the public notice of listing must be published at least three
days before the B shares are listed for trading.

Chapter IIl Centralised Trading

Article 11  Official members of the Exchange may execute agency contracts
with overseas securities dealers recognised by the Exchange only after such
members have been approved by the authority-in-charge as authorised domestic
securities dealers.

Authorised securities dealers approved by the authority-in-charge may send floor
representatives to participate in the centralised trading in B shares at the
Exchange.

Article 12 B shares may be transferred only among overseas investors.

Article 13 Authorised domestic securities dealers may accept orders directly
from overseas investors to buy and sell B shares or orders accepted overseas by
their agents to buy and sell B shares in accordance with relevant provisions of the
Control Measures.

Article 14  Authorised securities dealers must prepare written orders in
accordance with the instructions of their clients or their agents. Such orders shall
be printed in accordance with the uniform format prescribed by the Exchange, the
red form shall be for the buyer and the blue form for the seller.

A written order shall set forth the client’s name, nationality, shareholder account
number, the time of the order, the class and type of securities, the number of
shares, price limit, the validity period, the signature and seal of the clerk handling
the order, the client’s signature and seal or code, the method by which the order
was given (such as by telephone, cable, letter, or in person), and the following
remarks:

(1)  if no validity period is given, an order shall be considered to be a day

order;
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(2)  the method by which the order is given should be specified;

(3)  if the order is given by letter or cable, the letter or cable should be

attached.

Authorised securities dealers may only accept telephone orders to buy or scll B
shares subject to the condition that they have telephone recording facilities and
other necessary telecommunications facilities. After making an order for a
purchase or sale transaction by telephone, the client or its agent shall also provide
a signed document or written confirmation.

Article 15 _ When accepting orders, authorised securities dealers shall, in the
sequence in which such orders are accepted, record on each written order the time
of receiving such order and its serial number. The orders shall be processed in
accordance with the matters recorded thereon and their serial numbers.

Article 16  Authorised domestic securities dealers may not accept any of the
following kinds of orders:

(1)  discretionary orders to choose on behalf of a client the class or type of

securities;

(2)  discretionary orders to decide on behalf of a client the quantity to buy
or sell;

(3)  discretionary orders to decide on behalf of a client the price at which to
buy or sell;

(4)  discretionary orders to decide on behalf of a client to buy or sell;

(5)  orders to pay by instalment on behalf of a client;

(6) transactions guaranteeing gains to clients, sharing gains with them or
compensating them for losses.

Article 17  Longs and shorts of B shares are strictly prohibited.

Article 18  Authorised securities dealers shall input client orders into the
centralised market computer system of the Exchange promptly upon going through
the procedure for accepting the orders for B shares. Transactions concluded may
not be cancelled. Authorised securities dealers which buy or sell B shares on
behalf of clients shall prepare a sale and purchase report on the transaction day,
notify their clients on the business day following the transaction day, and go
through the clearing and delivery procedure at the authorised clearing bank on
T +3 in accordance with the trading information issued by the Exchange. Trading
information issued by the Exchange and verified to be error free may not be
revoked.

Article 19  Sale and purchase reports shall be printed in accordance with the
uniform format prescribed by the Exchange, the purchase report shall be red and
sales report shall be blue. Sale and purchase reports shall set forth the worker
client’s name, nationality, shareholder code, the date and time of conclusion of
the transaction, the class and type of shares, the number of shares, the unit price,
the price, the handling charge, the stamp tax, the exchange rate, the floor trading
statement number, etc.
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Article 20  Upon concluding a transaction, an authorised securities dealer
shall complete, sign and seal in quadruplicate a sale or purchase report for B
shares, retain one copy, send one copy to its client, one copy to the authorised
clearing bank, and one copy to the Exchange. If the B shares are bought or sold
through an authorised overseas securities dealer’s agent, the authorised domestic
securities dealer shall specify on a written mandate the quantities, units and
amounts of each concluded transaction, and attach a copy of it as the first
appendix to the sale or purchase report to be sent to the Exchange and the
authorised clearing bank.

Article 21 B shares which an authorised domestic securities dealer receives
on behalf of clients shall be handled in accordance with the measures of the
clearing bank authorised by the authority-in-charge concerning the safekeeping of
securities.

Article 22 A client (agent) shall be in breach of contract if it does not make
delivery of the consideration or of the securities, in which event the authorised
securities dealer acting on behalf of such client may unilaterally rescind a contract
of mandate for sale and purchase, offset the purchase or sale and dispose of the
sums and securities received from its client on account of such a mandated sale
and purchase relationship. The proceeds of such disposal and the sums payable
to the client may be consolidated to set off the payment obligations of the client
described above and the obligations to pay damages arising out of such mandated
sale and purchase relationship or rescission of contract. The client shall be liable
for making up any deficient amount and any surplus shall be refunded to it. An
authorised securities dealer which has acted as described above shall file a written
report with the Exchange immediately, with a copy to the authorised clearing bank
and the client.

An authorised securities dealer shall have a lien on the sums and securities
received from a client if such client is in breach of contract.

Article 23  Disputes relating to sale and purchase of B shares arising after the
conclusion of a contract of mandate between an investor and an authorised
domestic securities dealer shall be handled in accordance with the laws and
regulations of the People’s Republic of China and relevant provisions of the
authority-in-charge.

Article 24  The market for centralised trading of B shares at the Exchange
shall open from Monday to Friday in two daily sessions, a morning session from
9:00 a.m. to 11:00 a.m., and an afternoon session from 2:00 p.m. to 3:30 p.m.

Holidays for the market at the Exchange shall be the same as those prevailing
for banks in Shenzhen.

When the Exchange considers it necessary, the centralised trading and closing
hours may be changed upon reporting to the authority-in-charge.

Article 25  Centralised trading of B shares must follow the principles of
priority of price, time and client trading order (hereinafter referred to as "the
three priorities").

Article 26  The opening price of securities initially listed for trading by price

bidding shall be determined on the basis of the quantities and price of B shares
quoted for sale and purchase.
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When computing the opening price in the foregoing paragraph, the pre-listing
selling price shall be taken as the base and, where there is no selling price or there
has been a material change in the market price, it shall be proposed by the
Exchange and the listed company taking into account the relevant information, and
it shall be reported to the authority-in-charge for its consent.

Article 27  The quantity of B shares quoted for sale and purchase must be
one round lot or multiples thereof, with 2000 shares per round lot, or simply
referred to as a lot.

Article 28  The price of B shares quoted for sale and purchase shall be for
one share, denominated in Renminbi and paid in foreign currency. The formula
for computing the price for each share in a foreign currency shall be as follows:

Price per share in renminbi

Price per share =

in foreign currency Closing price for each unit of the foreign
currency at the Shenzhen Foreign Exchange
Adjustment Centre on the business day
immediately preceding the selling date.

Article 29  Each point in a quoted bid or offer price shall be five fen. The
price to be quoted daily on a share after opening must take its latest quotation or
traded price as the base and not exceed two contiguous points therefrom.

Article 30  Dealers shall have the obligation to keep all matters which their
clients delegate to them in strict confidence and may not divulge such matters to
third parties. Whenever the Exchange deems necessary, floor personnel may make
enquiries from time to time. Replies to enquiries from the authority-in-charge,
the judicial authorities and the supervision authorities shall be handled in
accordance with the relevant provisions of the People’s Bank of China and the
Supreme People’s Court on enquiries to financial institutions.

Article 31  When concurrently accepting orders from two or more clients to
buy or sell the same quantity at the same price, an authorised securities dealer
shall nevertheless conclude a transaction by quoting and bidding in accordance
with the provisions of the Exchange. The Exchange shall have the right to impose
necessary penalties, to the extent of terminating dealers’ participation in
centralised trading, on dealers who privately settle over-the-counter dealings by
wholly or partly offsetting orders to buy or sell B shares, or who mutually execute
strips, straps and straddles over the counter.

Article 32 A transaction for sale or purchase of B shares shall be ex-dividend
or ex-rights if delivery is made after the record date on which no change to the
register of shareholders is permitted (i.e. the date on which no transfer is
permitted), which is the reference date on which a listed company pays dividends
or other benefits.

Article 3  When the market is abnormal (such as at times of sharp advance

or decline), in order to stabilise the market, the Exchange may take emergency
measures and implement them upon approval by the authority-in-charge.
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Article 34  Procedures for computerised automatic matching operations for
B shares shall be as follows:

(1)  Bid and offer quotations for computer transactions shall be input via
terminals and effective only on the current day;

(2)  Bid and offer quotations shall be input one half hour before the market
is in session, such input time subject to change as the Exchange may deem
necessary,

3) For each transaction, the input of bid and offer quotations shall include
the following sequence: the dealer’s code, the input serial number, the order serial
number, the type of order, the securities code, unit price and quantity, the
transaction type, and the input time, subject to change as the Exchange may deem
appropriate. A dealer shall input serial numbers in the same order as the
quotations are received. Each terminal shall be assigned separate serial numbers
and skipping numbers is not permitted;

(4)  Upon transmitting the bid and offer quotations to the main computer at
the Exchange, the authorised securities dealers in the transaction shall print out a
bid and offer quotation return;

(5)  Bid and offer quotations may be limit quotations only;

(6)  Dealers shall process via terminals any enquiries on bid and offer
quotations for which no transaction has been concluded;

(7  Applications to cancel quotations shall be made via terminals. When
applying to change a bid or offer quotation, the existing quotation must be
cancelled first and a new quotation entered, unless reducing the quantity quoted.

Article 35  Disclosure of market information on B shares shall be by public
disclosure and specialist disclosure. Public disclosure screens shall be placed at the
Exchange and at authorised securities dealers and their overseas agents.

During a market session, public screens shall disclose the trading prices from
time to time. When disclosing bid and offer quotations, the highest bid and lowest
offer shall be quoted, taking the latest trading price in the current session as the
base.

A specialist screen shall be displayed on the terminals of dealers, and bid and
offer quotations may be disclosed from time to time within two points higher or
lower than the latest trading price.

Article 36  Once received by the main computer at the Exchange, bid and
offer quotations on B shares shall be matched to conclude transactions in the order
in which the quotations are received and in accordance with the principle of the
three priorities.

Article 37  Bidding shall be by collective bidding and continuous bidding.
Opening prices shall be determined by collective bidding. Closing prices shall be
determined by averaging the trading prices of the last three transactions
immediately before close of session.

Article 38  Opening prices of B shares initially listed for trading or those ex-
rights or ex-dividend shall be determined by collective bidding.

Article 39  If opening prices are determined by collective bidding, bid and
offer quotations for which no transaction has been concluded shall remain valid
for continuous bidding in the same time sequence in which they are input
originally.

If collective bidding fails to determine a opening price, it shall be determined
by continuous bidding.
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Article 40  In continuous bidding, prices shall be determined in accordance
with the following principles within two successive points of the latest trading
price in the current session or the current disclosed price:

(1)  the point matching the highest bid and the lowest offer;

) if a bid (offer) is higher than an offer (bid), the point which is closest
to the latest trading price in the current session or the current disclosed price shall
be taken.

Article 41  Once a transaction is concluded, the participating dealers shall
print out a trading return from their printers immediately.

A trading return shall set forth the following: the dealer’s code, the order
number, the order type, the securities code, the quantity traded, the trading price,
the amount traded, whether bought or sold, and the time of conclusion.

Items may be added or deleted as appropriate from the foregoing list.

Article 42  Every day at the close of the morning or afternoon session, floor
representatives from authorised dealers shall promptly verify with the Exchange
the securities’ names, quantities, prices, the other party’s dealer’s code, the total
amounts, the net number of shares and net payments to be delivered in respect of
transactions concluded in the current session, and may not leave the Exchange hall
until all accounts have been verified, signed and confirmed.

Chapter IV Suspension, Resumption, and Delisting

Article 43  Suspension, resumption and delisting of listed B shares shall be
done in accordance with the Interim Measures, with reference to the spirit of
Articles 136-147 of Section 6 of Chapter III of the Operating Rules.

Article 44  If any of the following circumstances occurs to a listed company
with issued B shares, the Exchange may advise the authority-in-charge to suspend
trading of its shares and implement such advice upon approval of the authority-in-
charge:

(1)  failure to submit to the Exchange company reports or submission of
untrue company reports including statements of foreign exchange income and
expenditure and reports on financial and operating performance;

(2)  other circumstances which the Exchange considers would warrant a
suspension.

Article 45  If any of the following circumstances occurs in the other related
areas of the securities market, the Exchange may advise the authority-in-charge
to suspend trading of shares and implement such advice upon approval of the
authority-in-charge:

(1)  occurrence of major changes in the international financial market
affecting the Shenzhen financial and securities markets;

(2)  occurrence of major incidents in the transaction of B shares;
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(3  liquidation, merger, reorganisation of a clearing bank authorised by the
authority-in-charge and serious violation of Chinese laws and the interests of
investors by such clearing bank;

(4)  other circumstances which the Exchange considers would warrant a
suspension.

Article 46  Payment of dividends by a listed company shall under normal
circumstances be done in respect of A and B shares concurrently. If special
circumstances temporarily require dividends to be paid non-concurrently respect
of A and B shares, trading may be suspended in each case in accordance with
existing procedures.

Article 47  After the events referred to in Articles 44, 45, 46 have been
resolved or basically resolved, trading may be resumed upon the Exchange’s
approval of an application filed by the listed company or as the Exchange may
consider appropriate under the specific circumstances.

Article 48  If any of the following circumstances occurs, the Exchange may
advise the authority-in-charge to delist a company’s shares and implement such
advice upon approval of the authority-in-charge:

(1)  the company with issued B shares having committed an act which
seriously affects the normal operations of the Shenzhen securities market;

(2)  the company with issued B shares engaging in speculative trading of its
own shares using insider information, seriously harming the interests of
shareholders and disrupting the securities market;

(3)  the company with issued B shares being seriously affected by in a major
international or inter-regional lawsuit;

(4)  other events which the Exchange considers would warrant delisting.

Article 49  All announcements of suspension, resumption and delisting of
listed companies shall be transmitted to the media through the Exchange.

Chapter V Disclosure and Publication of Market Information

Article 50  The Exchange shall make public disclosures of dealers’ quotations
and trading information in accordance with the principles of openness, fairness
and justice.

Article 51 Bids and offers by authorised securities dealers shall be disclosed
via the "Quoted Prices Disclosure Column" on terminals at the centralised trading
market at the Exchange.
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Article 52 Upon conclusion of a transaction at the centralised trading market
at the Exchange, its closing price on the previous day, opening price on the
current day, highest trading price, lowest trading price, latest trading price, total
number of shares traded, the Shenzhen Stock Price Index, etc. shall be disclosed
on information boards and via on-line computer display systems.

Article 53  Quoted prices and market information at the centralised market
at the Exchange shall be transmitted via on-line computer display systems to all
dealer counters in the entire city and via TELERATE global telecommunications
network to places abroad.

Article 54  The centralised trading market at the Exchange shall maintain a
daily journal of the B share transactions concluded during the day, including the
securities’ names, prices, quantities, the seller and buyer dealers’ codes, etc. and
publish them upon closing of a session at the centralised trading market.

Article 55  The Exchange shall adjust the methods of disclosing market
information and its contents as appropriate.

Chapter VI Clearing and Delivery

Article 56  The Exchange shall, in accordance with the provisions of the
implementing rules for the Control Measures, delegate banks that are approved by
the authority-in-charge to clear and deliver B shares between authorised securities
dealers and overseas agents.

Article 57  Upon approval of the Shenzhen Bureau of the State
Administration of Exchange Control, authorised domestic securities dealers shall,
in accordance with the Control Provisions, open B share trading accounts with
banks in Shenzhen. Such accounts being offshore accounts, no domestic deposits
or remittances may be made to them without the exchange control department’s
approval.

Investors who buy or sell B shares directly through an authorised domestic
securities dealer must make deposits and deliveries through the accounts stipulated
in the foregoing paragraph.

Article 58  When handling clearing upon concluding a transaction, authorised
securities dealers and overseas agents shall report to the B share registrar any
changes to the B shares held by each shareholder.

Article 59 B share trading information issued by the Exchange on each
trading day shall be the only documentation on which a clearing bank should rely
in conducting primary clearing and delivery.

Article 60  Clearing and delivery between authorised domestic and overseas
dealers who act as agents in the purchase and sale of B shares and the clearing
banks shall be conducted in accordance with the following procedures:

(1)  Before 10:00 a.m. on T+1, the clearing bank shall obtain the B share
trading information at the Exchange;
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) Before 12:00 noon on T+1, authorised dealers who have concluded
transactions shall transmit delivery instructions to the clearing bank;

(3)  Before 3:00 p.m. on T+1, the clearing bank shall verify positions based
on the documentation provided by the Exchange with that provided by the dealers;

@ If no mistakes have been detected, the clearing bank shall complete the
clearing and delivery before 12:00 noon on T+ 3 based on the trading information
provided by the Exchange;

(5)  Before 5:00 p.m. on T+3, the clearing bank shall notify the authorised
dealers about the clearing and delivery;

(6)  If payments from clients have not reached the accounts at the clearing
bank, the agent in the transaction shall advance such payments to complete the
clearing and delivery.

Article 61  If upon verification on T+1, the clearing bank discovers that the
trading documentation provided by the Exchange does not match up with that of
each authorised dealer or that there has been short selling, the matter shall be dealt
with as follows:

(1)  In the case of unmatched positions, the clearing bank shall notify the
Exchange and the authorised dealers of the cause before 5:00 p.m. on T+1, the
authorised dealers shall notify the clearing bank of the corrections before 3:00
p.mé on T+2, and the clearing bank shall complete the clearing and delivery on
T+3;

(2) In the case of short selling, the clearing bank shall notify the dealers
before 5:00 p.m. on T+1, the dealers must cover their positions on T+2, and the
clearing bank shall complete the delivery on T+3.

Article 62  Disputes between authorised dealers or between such dealers and
the clearing bank arising out of verification of positions, clearing, and delivery
which cannot be resolved through consultation by the relevant parties shall be
submitted to the arbitration committee of the Exchange for arbitration in
accordance with its arbitration rules. Such arbitration committee shall have
exclusive jurisdiction and its arbitral awards shall be final and binding on the
relevant parties.

Article 63  In order to ensure a smooth clearing and delivery process,
authorised domestic dealers acting as agents for overseas securities agents must
require the overseas agents to provide a credit line from a bank. Authorised
domestic dealers shall exercise their discretion based on such credit lines in
accepting the total amount of orders from the overseas agents.

A clearing bank shall be responsible for monitoring such credit line, that is, to
ensure payment can be made from the credit line for clearing and delivery
purposes on T+3. If such credit line is cancelled, the clearing bank shall be
notified ten business days in advance, and it shall notify the relevant authorised
dealers on the day of notice.

Article 64  If an authorised overseas dealer fails to make delivery on T+3,
a drawdown shall be made on the credit line immediately.
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Article 65 In the case of a long preventing clearing and delivery to be
effected on T +3, clearing and delivery may be extended to T+4. If clearing and
delivery are not completed by T+4, the clearing bank shall designate a broker to
sell the purchased shares on T+5, the buyer’s broker in default shall pay the
difference to the seller’s broker, and shall be fined at 0.05 per cent. per diem of
the transaction amount, which shall be paid by the buyer’s broker to the seller
through its broker.

Article 66  In the case of a short preventing clearing and delivery to be
effected on T+3, the positions must be covered by T+5. Failing which, the
clearing bank shall designate a broker to cover the positions, the difference shall
be paid by the seller’s broker in default to the buyer’s broker, and a fine of 0.05
per cent. per diem of the transaction amount shall be levied, which shall be paid
by the seller’s broker to the buyer through its broker.

Article 67  Authorised dealers of B shares having floor representatives at the
Exchange must deposit a mutual guarantee fund with the Exchange in foreign
exchange in the amount equivalent to Rmb500,000 and pay other fees to the
Exchange before they conduct trading in B shares.

Mutual guarantee funds shall be managed in accordance with the Operating
Rules of the Exchange.

Article 68  In the event clearing and delivery fail to be effected on T+3, a
clearing bank shall to the extent possible provide short-term credit to ensure a
smooth clearing and delivery process.

Article 69  If delivery cannot be completed on T+35, the clearing bank shall
notify the Exchange and the domestic and overseas authorised dealers before 5:00
p.m. on the same day and dealt with the situation as follows:

1) The authorised domestic dealer shall immediately suspend further orders
to act as agent and file a report to the authority-in-charge and the Exchange for
the record;

(2) If an authorised dealer fails to complete clearing and delivery, the
Exchange shall immediately suspend further trading of B shares by such dealer
and file a report to the authority-in-charge for its record;

3) If a broker has been penalised and suspended from trading for more than
three times, the matter shall be referred to and be dealt with by the authority-in-
charge.

Article 70  In conducting primary clearing and delivery, a clearing bank must
withhold the relevant taxes on behalf of the Shenzhen taxation authorities and
transaction fees on behalf of the Exchange, and transfer such sums into the
account of the Exchange with the clearing bank. Stamp tax shall be transferred to
the Shenzhen taxation authorities on a monthly basis.

Article 71 Share depositary banks or securities depositary companies shall
collect dividends on behalf of their clients.
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Article 72 The price of B shares for purposes of conversion into foreign
currency, clearing, dividends etc. shall be denominated in Hong Kong dollars or
United States dollars.

Chapter VII Fees

Article 73 Issuers whose B shares are to be listed on the Exchange shall pay
listing fees to the Exchange.

Article 74  The type, level and method of payment of listing fees for B
shares shall be in accordance with Chapter VI of the Operating Rules of the
Exchange.

Article 75  In all cases, the standard rates for commission of 0.6 per cent.
and stamp tax of 0.3 per cent. on the actual traded amount shall be payable by the
buyer and the seller respectively to their authorised securities dealers delegated to
buy and sell B shares. Commissions and stamp taxes shall be paid in Hong Kong
dollars or United States dollars.

The rate to be charged by authorised overseas agents delegated to buy and sell
B shares shall be agreed upon by the Exchange and such agents.

Article 76  Authorised securities dealers may not arbitrarily or in a disguised
form raise or lower the rate of commission to be collected for acting as agents in
the purchase and sale of B shares. No commission shall be charged for mandated
purchases and sales of B shares which fail to conclude.

Article 77  If a client fails to pay commission for its mandated sale or
purchase of B shares, the authorised securities dealer shall have the right to
instruct the clearing bank to deduct such sum from the client’s cash account.

Article 78 A transaction handling fee of 0.1 per cent. of the amount traded
shall be payable by an authorised securities dealer to the Exchange in respect of
the B shares bought or sold at the centralised trading market at the Exchange,
which shall be paid via bank transfer through an authorised clearing bank. Late
or outstanding payments shall be subject to a per diem penalty of 0.03 per cent.
of the traded amount. In dealing with refusals of payment of the transaction
handling fee, the Exchange shall have the right to suspend participation in
centralised trading until such fee has been settled.

Chapter VIII Supplementary Provisions
Article 79  These Rules shall be interpreted by the Exchange.

Article 80  These Rules shall be effective upon approval of the authority-in-
charge from the day of promulgation.

Translation © Clifford Chance 1992
David Ho sz3j20131.gz 29-5-1992
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SHANGHAX MEASURES For THE CONTROL
OrF SPECIAL RENMINBI SHARES

(Issued by the People’s Bank of China
and the Shanghai Municipal People’s Government
on 22 November 1991)

Chapter I General Provisions

Article 1 These Measures are specially formulated in accordance with
relevant state regulations in order to meet the needs for opening Shanghai to the
world and efficiently introducing foreign capital, to protect the lawful interests of
investors and to strengthen the control of special renminbi shares.

Article 2 The term "special renminbi shares" (hereinafter referred to as "B
shares") as used in these Measures refers to order shares with a nominal value
denominated in renminbi that are bought or sold in foreign exchange exclusively
by those investors stipulated in Article 14 of these Measures.

Article 3 All issue, purchase and sale of and dealing in B shares within the
administrative region of Shanghai must comply with the provisions of the
Shanghai Measures for the Control of Trading in Securities and other relevant
regulations and these Measures.

Article 4 The People’s Bank of China is the authority-in-charge of B shares
in Shanghai and has authorised the Shanghai Branch of the People’s Bank of
China and the Shanghai Bureau of the State Administration of Exchange Control
to be responsible for the day-to-day control and supervision of B shares.

Article 5 Dividends on B shares and gains from the trading of B shares may
be remitted abroad after payment of taxes in accordance with the law.

Article 6 The adjustment price for foreign exchange against renminbi used
in the issue and trading of and payment of dividends on B shares and all matters
in the issue, trading and other areas that relate to foreign exchange shall be
handled in accordance with the Implementing Rules for the Shanghai Measures for
the Control of Special Renminbi Shares.

Chapter I Control of Issue

Article 7 All issues of B shares in Shanghai must be approved by the
People’s Bank of China.
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Article 8 Issuers of B shares must be companies limited by shares
established with the approval of the relevant departments-in-charge.

Article 9 Apart from the conditions stipulated in the Shanghai Measures for
the Control of Trading in Securities, an issuer of B shares must also satisfy the
following conditions:

)] that it has relevant written documents from the relevant state departments
approving its use of foreign capital or its conversion into a foreign-invested
enterprise, and that its use of funds raised must comply with the provisions of
state policies on the control of foreign investment;

(2)  that it has a stable source and relatively sufficient amount of foreign
exchange income, and that its total annual foreign exchange income is sufficient
to pay annual dividends on B shares; and

(3)  that in the case of a state enterprise converted into a company limited by
shares, the proportion of its shares designated as B shares to the company’s total
shares shall accord with the maximum limit approved by the authority-in-charge.

Article 10 When applying to issue B shares, the following documents shall
be submitted in addition to the relevant documents stipulated in Articles 9, 10 and
11 of the Shanghai Measures for the Control of Trading in Securities:

(1)  a feasibility study on the issue of B shares;

(2)  an explanation of the uses to which funds will be put and a feasibility
study on the use of funds;

(3) a plan for the sources of annual foreign exchange income;

(49  documents certified by an accounting firm showing the company’s
earning forecast for the coming year or years; and

(5)  other documents and information required by the authority-in-charge.

Article 11  Applications to increase capital by issuing B shares must also
comply with the provisions of Article 25 of the Shanghai Measures for the
Control of Trading in Securities.

Article 12 Prospectuses submitted together with applications to issue B shares
must be published in newspapers and journals and on dates stipulated by the
People’s Bank of China Shanghai Branch.

Article 13 Issues of B share may be public or private. Public issues must be
delegated to securities dealers approved by the authority-in-charge to deal in B
shares.

Article 14 B shares may be issued only to the following persons:

(1)  legal and natural persons in Hong Kong, Macau and Taiwan;

(2)  foreign legal and natural persons; and

(3)  other legal or natural persons outside China approved by the authority-in-
charge.
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Article 15  When persons listed in the foregoing article subscribe for B
shares, they shall delegate the work to securities dealers approved by the
authority-in-charge to deal in B shares, and produce as evidence their identity
documents and passports or their registration as legal persons.

Article 16  When the number of B shares in a company limited by shares
bought by a single subscriber exceeds five per cent. of the total shares in the
company, the matter must be reported to the People’s Bank of China for approval.

Chapter Il Control of Trading

Article 17  When listing B shares for the first time, an issuing company must
secure the approval of the authority-in-charge and its application for listing shall
be handled in accordance with the provisions of Articles 30, 32 and 34 of the
Shanghai Measures for the Control of Trading in Securities.

Article 18  The place of trading of B shares shall be restricted to the
Shanghai Securities Exchange.

Article 19 B shares may only be traded between the persons set out in
Article 14.

Article 20  The trading of B shares must be delegated to securities dealers
dealing in B shares. Both parties to a transaction must provide the documents
stipulated in Article 15.

Chapter IV Control of Dealers -

Article 21  Securities dealers in Shanghai dealing in B shares must be
approved by the People’s Bank of China.

Article 22  Securities dealers in Shanghai authorised to deal in B shares may
only act as placement agents in the issue of B shares and as agents in the purchase
and sale of B shares.

Underwriting of B shares by way of straight purchase must have the special
authorisation of the People’s Bank of China.

Chapter V Supplementary Provisions

Article 23  Controversies and disputes arising from the issue and trading of
B shares and matters such as the insolvency and merger of enterprises that have
issued B shares shall be handled in China in accordance with the laws and policies
of the People’s Republic of China.

54,



CLIFFORD CHANCE

FTHF WETRANRAWBMKE, NEHRSTEIXEHET
ZEBMBERELFHIESRSENHNE, AEHEHESHE. FHER
BT B E B S

FTAFE BENMABHNRIAN—FBOARATH BHREXESE
HEUAR BB A, NRZTEARBITEE,

$ZE XHEE
£1+tF& BHERLTERTRTATAREEKRLEY, A2FF
PLRHEHE , K EM 8 EE ( LETIESREERNEY B=1%. =
TR, F=THRENAEHE,
£+/\F BREENXZGHBRTLEBIERZHR.
£TNE BMEERNXHRTESTHEATRZITMRZE}TT.

1% BHEEXIAZELEBMBRRLFHIERZENH
RE, XN MRS+ LRI B ERHE -

FOE HEE

BT —& LETWHIERZSEVHNESE BRBEE LS L5 EFE
AR ITHEHE

EFHTE ANLEBHRRELSHLETIERSENHRES
EBMERERENREH LS R BHEREXSHRELEZ LS.
ZE BMEENEH LS, A2TEARRITHT.
RHE MU
1= EBHRERTEXZBITRENFHRSAUALUR

RTBRBREALVET &S, ERARTFEARIHENZRENE
AL

.55.



CLIFFORD CHANCE

Article 24  Any person who violates these Measures shall be penalized with
reference to the Shanghai Measures for the Control of Trading in Securities.

Article 25  The power to interpret these Measures shall be vested in the
People’s Bank of China.

Article 26  These Measures shall be effective from the date of promulgation.

Translation © Clifford Chance 1992
David Ho SHG11122.BF 29-5-92
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IMPLEMENTING RuLeEs To THE
SHANGHAI MEASURES For THE ConTROL OF SPECIAL RENMINBI SHARES

(Issued by the People’s Bank of China,
Shanghai Branch on 25 November 1991)

Chapter I General Provisions

Article 1 These Implementing Rules are formulated in accordance with the
Shanghai Measures for the Control of the Trading in Securities and the Shanghai
Measures for the Control of Special Renminbi Shares and relevant policies, laws
and orders of the State and Shanghai Municipality in order to facilitate the issue,
trading and control of special renminbi shares (hereinafter referred to as "B
shares") and protect the lawful rights and interests of investors.

Chapter I Exchange Rate

Article 2 The exchange rate of renminbi for foreign exchange (restricted
to United States dollar cash) relating to the issue and trading of, and the payment
of dividends on, B shares (hereinafter referred to as the "exchange rate™) shall be
computed on the basis of the weighted average rate of United States dollar cash
traded in the previous week published by the Shanghai Foreign Exchange
Adjustment Centre.

The term "previous week" in the foregoing paragraph means the calendar week
immediately preceding the week in which the first day of underwriting, the
trading day of a transaction or the day of announcement of dividends falls.

Chapter Il Special Counters

Article 3 Securities dealers in China that are approved by the authorities-in-
charge to deal in B shares (hereinafter referred to as "securities dealers") must
establish special B share counters (hereinafter referred to as "special counters").
The effective exchange rates must be displayed in a clear and obvious place at the
special counters.

The responsible person of a special counter must have at least three years’
experience in securities or foreign exchange dealings. The appointment of the
responsible person of a special counter must be reported to the authorities-in-
charge for examination and approval.

Article 4 The exchange of renminbi for foreign exchange relating to the
issue and trading of, and the payment of dividends on, B shares shall be carried
out at the special counters. The special counter must issue a exchange statement
and shall not collect a handling charge.

Chapter IV Special Cash Exchange Accounts

Article 5 A company issuing B shares must open a "special cash exchange
account for B shares" (hereinafter referred to as a "special cash exchange
account”) at a financial institution authorised by the authorities-in-charge to deal
in foreign exchange.
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A special cash exchange account shall be used only for depositing foreign
exchange from B share issues. Transfer of foreign exchange from a special cash
exchange account to an operating account must be reported to the authorities-in-
charge for the record.

Chapter V Dividends

Article 6 . A company issuing B shares must submit to the authorities-in-
charge, 20 days before the day of actual payment of dividends, documents such
as the board of directors resolution on the payment of dividends, a register of
shareholders of B shares and their respective shareholdings, the sources of foreign
exchange for the payment of dividends and the methods of payment, etc.
Payment may be made only after examination and approval.

Chapter VI Shareholders’ Rights and Obligations

Article 7 The owners of B shares enjoy the same rights and bear the same
obligations as the shareholders of renminbi shares.

Chapter VII Domestic Securities Dealers

Article 8 A domestic securities dealer dealing in B shares must have:

(1)  a licence to deal in foreign exchange relating to B shares;

(2)  proper telecommunications equipment and the required number of
professional staff; and )

(3)  anapproval document from the authorities-in-charge to deal in B shares.

Article 9 Except with special approval, domestic securities dealers may not
deal in the purchase and sale of B shares on their own account in any manner
whatsoever.

Article 10  Domestic securities dealers must preserve B shares trading records
for three years for audit and examination purposes.

Article 11 The following original records shall be proof of B share mandated
purchase and sale transactions:

(1)  the account opening document of the B share investor;

(2)  the B share purchase and sale order signed by individual investors buying
or selling B shares in China and the trading confirmation slip from the securities
dealer;

(3)  the telex purchase and sale order from the authorised representative of
institutional investors buying or selling B shares in China and the trading
confirmation telex from the securities dealer;
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(4)  the telex purchase and sale order from overseas securities agents and the
trading confirmation telex from the securities dealer; and
(5)  the B share trading list issued by the Shanghai Securities Exchange.

Chapter VIII Overseas Securities Agents

Article 12 Overseas financial institutions applying to qualify as agents shall
be recommended by domestic securities dealers and reported to the authorities-in-
charge for approval.

Article 13 An overseas securities agent must have paid-in capital of 100
million United States dollars or more, at least five years’ experience dealing in
securities locally, good business reputation, suitable office premises and sufficient
staff specialising in securities.

Article 14  Overseas agents of B shares for domestic securities dealers must
sign agency agreements with the domestic securities dealers. The agency
agreement must set out the rights and obligations of both parties, the detailed
mode of operation and liability for breach of contract, etc. The agency agreement
must be reported to the authorities-in-charge for examination and approval.

Article 15  Overseas securities agents must comply with the regulations and
provisions concerning B shares formulated by the Chinese authorities-in-charge.

Chapter IX Overseas Sub-underwriters

Article 16  Overseas financial institutions may apply to the authorities-in-
charge to qualify as sub-underwriters of B shares. Only overseas financial
institutions qualified as B share sub-underwriters in Shanghai may sub-underwrite
B shares.

Chapter X Issue

Article 17  When applying to issue B shares, the issuer shall submit to the
authorities-in-charge the relevant documents stipulated in Articles 9, 10 and 11 of
the Shanghai Measures for the Control of Trading in Securities.

Article 18  Except with special approval, B share issuers shall possess the
required foreign exchange earning capacity.

Article 19  When an issue of B shares is by way of an underwriting group,
the lead underwriter in the group must be a domestic securities dealer.
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Article 20  Before signing an sub-underwriting agreement with the overseas
sub-underwriters, the lead underwriter shall submit to the authorities-in-charge the
corporate letters of authorisation respectively for the representatives initialling and
formally signing the agreement.

Article 21  The B share underwriting agreement between the B share issuer
and the lead underwriter and the sub-underwriting agreement between the lead
underwriter and the domestic and overseas sub-underwriters must be submitted to
the authorities-in-charge for examination and approval.

Article 22  Domestic and overseas financial institutions in an underwriting
group must, within five days of the end of the underwriting period approved by
the authorities-in-charge, transfer all foreign exchange received from underwriting
into the lead underwriter’s foreign exchange account in China.

Any one who violates the provisions of the foregoing paragraph must pay to the
lead underwriter interest at the overnight LIBOR plus 0.5 per cent. on the amount
of late foreign exchange transfer for each day of delay.

Article 23  The lead underwriter must, within seven days of the end of the
B share underwriting period, transfer all foreign exchange received from the B
share issue into the special cash exchange account of the B share issuing company.

Any one who violates the provisions of the foregoing paragraph must pay to the
B share issuing company interest at the overnight LIBOR plus 0.5 per cent. on the
amount of late foreign exchange transfer for each day of delay.

Article 24  The lead underwriter must, within ten days of the end of the
underwriting period, submit an underwriting report to the securities authorities-in-
charge. The underwriting report must contain detailed explanation of the whole
underwriting process and its final results, including a list of all B share
shareholders and the amounts of their respective shareholdings.

Chapter XI Opening Accounts for Trading

Article 25  Investors buying or selling B shares must open a B share account
at the Shanghai Securities Exchange.

Article 26  Securities dealers may also open B share accounts at the Shanghai
Securities Exchange on behalf of individual domestic investors in B shares on the
strength of their valid passports and identity documents, or on behalf of
institutional investors on the strength of their board of directors resolutions and
valid passports and identity documents of their authorised representatives.

Securities dealers may also open B share accounts at the Shanghai Securities
Exchange on behalf of individual or institutional overseas investors on the strength
of a mandate for opening accounts from an overseas securities agent.

Authorised representatives must be overseas residents.
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Chapter XII Trading

Article 27  Purchase and sale of B shares must be delegated to securities
dealers.

Article 28  Individual investors buying or selling B shares in China must
produce their B share account passbook and valid documents of identity and
complete a purchase and sale order.

Institutional investors buying or selling B shares in China may issue instructions
on a purchase and sale order only through their authorised representatives.

Article 29  Investors who delegate the purchase and sale of B shares outside
China must go through the relevant procedures through an overseas securities
agent.

Article 30 B shares shall be traded scripless on the Shanghai Securities
Exchange by computerised automatic transfer. Unlawful over-the-counter trading
is prohibited.

Article 31  When investors delegate a B share purchase, the securities dealer
shall decide whether a guarantee deposit should be paid and if so how much.

Article 32  When an investor has paid a guarantee deposit on his order to buy
B shares and the transactions cannot be fully executed on the day the instructions
on the order expire, the securities dealer must transfer a portion of the foreign
exchange guarantee deposit corresponding to the unexecuted portion of the order
into the investor’s account with the settlement bank before 3:00 p.m. local time
on the following day. Interest must be paid to the investor at overnight LIBOR
plus 0.5 per cent. for each day of delay.

When an investor agrees in writing that the foreign exchange guarantee deposit
should be retained in the securities dealer’s foreign exchange account with the
settlement bank, after the settlement bank pays interest on the foreign exchange
guarantee deposit, the securities dealer must refund all such interest to the
investor.

Article 33 Matters not covered in these Implementing Rules shall be handled
in accordance with supplementary rules of the Shanghai Securities Exchange for
trading operations relating to special renminbi shares.

Chapter XIII Clearing and Delivery

Article 34 B shares shall be cleared and delivered three business days after
the trading day (T+3). The term "business day" means a working day on which
the B share settlement banks in Shanghai, the Shanghai Securities Exchange and
banks in New York are concurrently open for business.
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Article 35  Clearing and delivery between securities dealers and the Shanghai
Securities Exchange shall be primary clearing, which shall be handled in
accordance with the relevant provisions of the Shanghai Securities Exchange.

Article 36  Members dealing in B shares must pay a foreign exchange
clearing guarantee deposit to the Shanghai Securities Exchange. Members must
also deposit a required amount of foreign exchange with their settlement banks to
serve as B share clearing contingency fund.

Article 37  Clearing and delivery between securities dealers and overseas
agents and investors shall be secondary clearing. Secondary clearing shall be
handled in accordance with the agreements between the securities dealers and
overseas agents and investors.

Article 38 Securities dealers and overseas agents must deposit a required
amount of foreign exchange with their settlement banks to serve as a settlement
guarantee deposit.

Article 39  If, before 4.00 p.m. Beijing time three working days after the
trading day, a member violates a clearing agreement, the Shanghai Securities
Exchange may use such member’s foreign exchange clearing guarantee deposit for
clearing. If the clearing guarantee deposit is insufficient to pay the clearing
amount, the Shanghai Securities Exchange may request to use such member’s
clearing contingency fund for clearing.

If an overseas agent or investor violates a settlement agreement, a securities
dealer may request to use the other party’s settlement guarantee deposit and shall
take measures to investigate the overseas agent or investor to affix liability.

If a securities dealer delays its payment of foreign exchange, the authority-in-
charge will order it to pay damages.

Chapter XIV  Settlement Banks

Article 40  Settlement banks for B share transactions in Shanghai (hereinafter
referred to as "settlement banks") must:
(1) be a bank situated in Shanghai with a licence to deal in foreign
exchange;
(2)  be relatively internationally well-known;
3) bave extensive experience in international settlement of securities; and
(4)  have documents of approval from the authority-in-charge.

Article 41 The Shanghai Securities Exchange must conclude B share clearing
agreements with the members dealing in B shares and their settlement banks.
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Securities dealers and overseas securities agents must conclude B share
settlement agreements with their settlement banks. )

Such clearing and settlement agreements must be reported to the authority-in-
charge for examination and approval.

Article 42 A settlement bank must immediately report any violations of
clearing or settlement agreements to the authority-in-charge.

Use of the clearing contingency funds and settlement guarantee deposits must
have the prior approval of the authority-in-charge.

Chapter XV  Relevant Fees

Article 43 All fees relating to such activities as the issue and trading of B
shares shall be computed in renminbi and paid in United States dollars.

Article 4  Brokerage commissions shall be 0.6 per cent. of the actual traded
amount in respect of a mandated purchase and sale, which rate may be
appropriately reduced for major transactions of Rmb100,000 or over, but may not
fall below 0.3 per cent.

Article 45  Fees for transfer of registration shall be 0.1 per cent. of the total
nominal value of the transferred shares.

Article 46  Settlement fees shall be based the actual settled amount and
handled in accordance with the relevant provisions of the settlement banks.

Chapter XVI Dispositary

Article 47  The dispositary for special renminbi shares shall be the Shanghai
Securities Exchange.

If an investor pledges B shares to a foreign-invested bank, it may, after
completing the relevant procedures at the Shanghai Securities Exchange, obtain
a depositary receipt for the B shares. The pledged B shares will be temporarily
frozen.

Chapter XVII Taxation

Article 48  Both the buyers and sellers of B shares must pay stamp tax in
accordacnce with the relevant provisions of the government taxation department.
Matters relating to the payment of stamp tax shall be handled at the Shanghai
Securities Exchange.

The income tax on B share dividends shall be paid in accordance with the
relevant provisions of the "Individual Income Tax Law of the People’s Republic
of China" and the "Income Tax Law of the People’s Republic of China on
Foreign-Invested Enterprises and Foreign Enterprises. "
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Chapter XVIII Governing Law and Arbitration

Chapter 49  Disputes and controversies arising from the issue, trading of and
other activities related to B shares shall be resolved by the disputing parties by
arbitration in accordance with the provisions of the laws and regulations the
People’s Republic of China.

The disputing parties must report the form of arbitration which they have
selected to the authority-in-charge for examination and approval.

Chapter XIX Penalty Provisions

Article 50  Any one who violates these Implementing Rules will, depending
on the specific circumstances, be liable to a warning, fine, suspension or total
cancellation of his qualification to issue or underwrite B shares or to act as agent
or dealer in B shares with reference to the "Shanghai Measures for the Control of
Trading in Securities"

Article 51  Any one penalised who disagrees with the decision may, within
15 days of receiving notice of the penalty, apply for reconsideration to the next
highest level of the authority that decided the penalty.

Article 52 If a violation of these Implementing Rules constitutes a crime the
judicial authorities shall investigate and affix criminal liability.

Chapter XX Supplementary Provisions

Article 53  These Measures shall be interpreted by-the People’s Bank of
China Shanghai Branch.

Article 54 These Measures shall be effective from the date of issue.

Translation ¢ Clifford Chance 1992
David Ho shglll25.xz 28-5-1992

2.



CLIFFORD CHANCCZ

BTI\E HEERME
BN+A% %BHBRENRT XHSEBPFENSNUSY

4, SUNFHEPEARENENEEREANAE, B FRER.
FURGHEETHRI NG, ARFEEIRBEHE.

FThE TN
FHTFE ERAFLHAN, FEVXRBEREEL, KRCEE
WERXHEEBAEY 4 TFTEREEES. X TEANLNRERLER
7. AE. REXZE, 2EBMBREAXLFHER.

FHR+—F BLOTEXNREARE, TERIELTERSEHN
15KP, FIfEHAE TS BN E L EPLX B IEE L.

EA+& BERFEHAUAREE, hABILERNERE
FZTE M

EE+EE FhHEBATEARBTLETAGTRR,

ERHME Ak EAHAZE T

3.



CLIFFORD CHANCE

SHANGHAT SECURITIES EXCHANGE SUPPLEMENTARY OPERATING RULES
For MARKET TRADING IN SPECIAL RENMINBI SHARES

(Issued by the Shanghai Securities Exchange
on 18 February 1992)

Chapter I General Provisions

Article 1 These Rules are specially formulated in accordance with the
"Shanghai Measures for the Control of Special Renminbi Shares," the
"Implementing Rules to the Shanghai Measures for the Control of Special
Renminbi Shares,” and the Shanghai Securities Exchange Operating Rules for
Market Trading."

Article 2 Subject to the provisions herein contained, trading in special
renminbi shares ("B Shares") shall be handled in accordance with the "Shanghai
Securities Exchange Operating Rules for Market Trading."

Article 3 The term "business day" means a working day on which the
Exchange, the B share clearing banks in Shanghai and banks in New York banks
are concurrently open for business.

Chapter II Registration and Opening Accounts

Article 4 Domestic clients may delegate securities dealers to carry out
registration and to open B Share accounts. Overseas clients may delegate overseas
securities dealers to carry out registration and open B share accounts.

Article § When carrying out registration and opening B share accounts,
individual investors must produce theirs own valid passports and identity
documents and institutional investors must produce as evidence their incorporation
documents, board of directors resolutions, written authorisations to their
appointed securities trading officers and the passports, identity documents, etc. of
such officers.

Article 6 The appointed securities trading officers mentioned in the
foregoing article must be overseas residents. If individual domestic investors
delegate other persons to buy and sell B shares, such persons must also be
overseas residents.

Chapter IIT Mandated Purchase and Sale

~ Article 7 Only securities dealers approved by the securities authority-in-
charge to engage in B share brokerage may accept mandates to buy and sell B
shares.
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Article 8 Institutional investors delegating the purchase and sale of B shares
must do so through their appointed securities trading officers.

Article 9 Clients delegating the purchase and sale of B shares outside China
must do so through overseas securities agents.

Article 10  Following trading, securities dealers must give notice of trading
to their clients on the trading day and hand over the "trading transfer and delivery
slips" to their clients after their clients have gone through the delivery procedures.

Chapter IV Trading

Article 11  Shares shall be traded by way of computerised quoting and
bidding and each Rmb1,000 in nominal value shall be one lot.

Article 12 Securities dealers must give B share quotations at trading seats
approved by the Exchange.

Chapter V Clearing and Delivery

Article 13  Clearing and delivery of B shares shall be carried out on the
fourth business day after trading ("T+3").

Article 14  Securities dealers engaging in B share brokerage must pay a
clearing and delivery reserve in an amount of 50,000 United States dollars.

Article 15  Securities dealers shall carry out clearing and delivery and
transfers of payments for B shares in accordance with the requirements of their
clearing banks.

Chapter VI Transfer of Registration

Article 16  Following trading, the Exchange shall handle centrally the
procedures for the transfer of registration of B shares.

Article 17 Clients having delegated a purchase of B shares may not sell them
until the transfer of registration procedures have been completed.
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Chapter VII Fees

Articie 18  Fees incurred in the listing, trading, clearing, transfer of
registration, etc. of B shares shall be computed in renminbi and paid in United
States dollars and their exchange rates shall be handled in accordance with the
"Implementing Rules for the Shanghai Measures for the Control of Special
Renminbi Shares."

Article 19 | An initial fee of 0.1 per cent. of the nominal value of an issue
shall be payable for the listing of B shares, the minimum amount shall be 1,500
United States dollars and the maximum shall not exceed 5,000 United States
dollars. A monthly fee of 0.005 per cent. of the nominal value of an issue shall
be payable for listing, the minimum amount shall be fifty United States dollars
and the maximum shall not exceed 200 United States dollars.

Article 20  Clients opening B share accounts at the Exchange shall pay fees
at the following rates:

(1)  Twenty United States dollars for individual investors;

¥)) 100 United States dollars for institutional investors.

Article 21  Following trading and upon delivery of B shares, clients shall pay
to their securities dealers commissions at 0.6 percent of the traded amount or
twenty United States dollars whichever is higher.

Article 22  Commission rates for major B share transactions shall be 0.5 per
cent. of the traded amount for transactions between Rmb500,000 and
Rmb$5,000,000 inclusive and 0.4 per cent. of the traded amount for transactions
over Rmb$5,000,000.

Article 23  Following trading and upon delivery of B shares, clients shall pay
a transfer of registration fee at 0.1 per cent. of the nominal value traded or one
United States dollar whichever is higher.

Article 24  Following trading and upon delivery of B shares, clients shall pay
stamp duty in accordance with the provisions of the tax authorities at 0.3 per cent.
of the traded amount.

Article 25 B share investors who require "B share depositary receipts" in
order to pledge B shares must pay to the Exchange a handling fee of 0.02 per
cent. of the nominal value of the shares for which the receipts are issued or five
United States dollars whichever is higher.

Article 26  Following trading of a mandated purchase and sale B shares,
securities dealers must pay to the Exchange a handling fee of 0.03 per cent. of the
traded amount or five United States dollars whichever is higher.
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Chapter VIII Handling of Disputes

Article 27  Disputes and controversies arising in the trading of B shares shall
be dealt with in accordance with Article 49 of the "Implementing Rules for the
Shanghai Measures for the Control of Special Renminbi Shares."

Chapter IX Supplementary Provisions

Article 28 The Exchange shall make amendments and supplements to cover
matters not covered in these Rules, except for matters to be implemented with
reference to relevant provisions.

Article 29  These Rules and any amendments hereto shall become effective
upon discussion and adoption by the Council of the Exchange and examination and
approval by the authority-in-charge of securities.

Article 30  The power to interpret these Rules shall be vested in the Council
of the Exchange.

Translation © Clifford Chance 1992
David Ho.shg20218.bgz 29-05-92
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Privatisation with Chinese Characteristics
B Sshares for Foreign Investors

Sstuart valentine

Clifford Chance

i. Introduction

No one can deny that China has come a long way since the decision
was made at the end of 1978 to allow direct foreign participation
in its economy (1). Today, talk of private enterprises, a real
estate market and stock markets are not theoretical possibilities
but the stuff of actual commercial transactions. When considering
such matters, however, one must remember that first appearances can
be deceptive (2) and that despite such developments, China is still
a centrally planned economy with an inconvertible currency, and
that it is led by a communist party which is committed to managed
economic reform on the precondition of maintaining its
uncompromising political control over the nation.

Nor should it be forgotten that the stock markets in China are of
an experimental nature - indeed the very conversion of existing
enterprises (be they state-owned, collectively-owned or foreign-
invested) into companies limited by shares is also regarded as an
experiment and strictly controlled (3). According to press reports
(4), there were only 3,220 companies limited by shares in China in
mid 1992. This compares with over 800,000 state-owned enterprises,
over 3.3 million collective enterprises (5) and 37,000 foreign-
invested enterprises (6). Experiments in converting enterprises
into companies limited by shares began in the mid 1980s, and the
vast majority of the shares in these companies are held by their
own employees, other selected state enterprises and the state (7).
Only a small number of shares have been issued to the public, and
as of the date of writing, the shares of less than 30 companies



were listed for trading on the two officially sanctioned stock

exchanges of Shanghai and Shenzhen.

Foreign investment in Chinese shares is even further limited to
special shares designated as "B shares" (8). As of the date of
writing, only one B share is available for foreign investors on the
Shanghai Stock Exchange and six B shares on the Shenzhen Stock
Exchange (9). Despite the current limited availability of B
shares, their introduction represents the most significant
development in the utilisation of foreign capital since the
decisions to accept foreign direct investment and international
commercial and subsidised loans. Through B shares, China will be
able to tap the international flow of funds which seek only a
financial involvement in national equity markets.

From the point of view of the Chinese state, privatisation offers

a number of advantages, such as:

a) increasing control over the economy by directing what
are considered to be large amounts of domestic funds
outside the official banking system (so-called "mattress

money") into regulated stock markets;

b) promoting efficiency by requiring independent audits and
subjecting management to shareholder scrutiny:

c) enabling the state to recover its initial investment in
industry and re-direct its resources to other areas of

the economy;

d) spreading the burden of raising investment funds and
bearing commercial risk from the state to shareholders;

e) reducing the costs of financing (equity financing is
generally cheaper than borrowing from domestic or
foreign banks); and



f) expanding the utilisation of foreign capital from
traditional sources of foreign direct investment and
commercial and subsidised lending to those funds which
are only available for investing in international
securities markets with a reasonable degree of
liquidity.

Despite these advantages for the state and the tremendous demand
by both domestic and foreign capital for shares in Chinese
companies, it is wunlikely that the strict controls on the
development of the securities industry in China will be released
to any significant degree in the near future. There are certain
to be more A and B shares listed in Shanghai and Shenzhen during
the course of 1992 to facilitate the development of a more orderly
market (10). But the stock markets are still seen as experimental
and there is a very real concern that too fast a place of
development will contribute to an overheating of the economy such
as that experienced in 1988 (11).

2. B shares and foreign investment
2.1 Existing vehicles for foreign investment

B shares offer foreign investors, whether they be individuals,
industrial and commercial companies or fund managers, the
opportunity to invest in China's rapidly growing economy without
having to provide management expertise or technology or assume
responsibility for raising debt finance which is required when
investment is made in the form of foreign direct investment.

Before looking at the characteristics of Chinese companies which
offer B shares, it may be useful to briefly review the existing
vehicles for foreign investment in China (12). Basically, there
are three forms of legal entities which may be established by
foreign investors and a wide variety of contractual arrangements
which may be concluded by foreign investors which do not involve
the creation of a separate legal entities in China. All of these

forms of investment are what 1is known as "foreign direct



investment" as they involve the direct participation of the foreign
investor in the new legal entity or business arrangement which is

established in China.

The three forms of legal entities which may be established are as

follows:

a) equity joint ventures (these are 1limited liability
companies with a minimum of 25% investment by the

foreign investor)

b) cooperative joint ventures (these may be established
either as a separate legal entity with limited liability
or as a pure contractual arrangement)

c) wholly foreign-owned enterprises (these are wholly-owned

subsidiaries of foreign investors)

Each of these three forms of investment vehicles are subject to
minimum levels of registered capital, but the registered capital
is not divided into shares. Transfer of all or part of a foreign
investor's interest requires the consent of the Chinese party (in
respect of a and b) and approval by the Chinese foreign investment
authorities.

In addition, there are a variety of contractual arrangements by
which foreign investors may directly participate in China's economy
but which do not involve the creation of a separate legal entity.
Such arrangements may take a number of forms, the most common of

which are:

a) joint exploitation of o0il and other natural resources

(with product sharing arrangements)
b) processing and assembly

c) compensation trade



d) operation of service centres (for mechanical and
electronic equipment)

e) management of hotels and industrial projects

£) participation in construction projects as contractors or
sub~-contractors

Funding of foreign direct investment projects in China is typically
undertaken by the foreign investor itself with the support of bank
funding. Some use has been made of international equity markets,
particularly in Hong Kong, to supplement the sources of funding.
A number of funds have been established (13) with the aim of
injecting equity capital into new or existing equity Jjoint
ventures, cooperative joint ventures or wholly foreign-owned
enterprises in China with a view of participating in the profits
of such entities. Special purpose vehicles have also been
established outside China to raise finance for a particular project
by placing shares with private investors. Some mnulti-lateral
financial institutions, such as the International Finance
Corporation, have also taken direct equity stakes in Chinese
projects (14). However, it is only with the advent of B shares
that broad participation in China's economy by foreign individuals
corporate investors and international fund managers has been made
possible. As a result, there has been a rush to establish so-
called "B share funds" in 1992 to take advantage of the situation
(15) .

2.2 Foreign investment in companies limited by shares

a) Legal framework

The first experiments in establishing companies limited
by shares were conducted on the basis of policy
decisions of the communist party and the government in
1984 (16). There was no published legal framework for
the first collective enterprises and state enterprises
converted into companies limited by shares which were



established in certain cities chosen to experiment with

various economic reform measures.

In 1986, Guangdong adopted the first piece of
legislation governing the issue of shares and bonds by
Chinese entities (17), and Shanghai adopted similar
legislation a year later (18). Experiments in
converting state enterprises into companies limited by
shares were conducted in Shenzhen pursuant to local
administrative provisions (19), and Guangdong adopted
legislation allowing for the establishment of limited
liability shareholding companies with Chinese and
foreign investment in the Special Economic Zones of
Guangdong province (Shenzhen, Zzhuhai and Shantou) in
1986 (20). However, a notice issued by the State
Council in early 1987 (21) severely curtailed the
raising of finance by issuing shares - with a few
exceptions state enterprises were prohibited from doing
so, and it was restricted to a small number of approved
collective enterprises. These restrictions were
reinforced by the economic austerity measures introduced
in late 1988 and 1989 to reimpose central control over
China's overheated economy (22).

In typical Chinese fashion, the share markets in
Shanghai and Shenzhen developed apace in 1990 without
the benefit of a comprehensive legislative framework
spelling out the exact nature of companies limited by
shares and the rights and obligations of shareholders.
Rules were adopted however on the trading of securities
and control of securities brokers (23). In December
1990 centralised stock exchanges were opened in Shenzhen
(unofficially) (24) and Shanghai (officially) (25).

Although some shares had been issued to foreign
corporations, there were no generally applicable
guidelines as to how such shareholders could renmit
overseas the proceeds of share transfers and dividends



b)

(which would be denominated in renminbi) (26). During
1991, this question was resolved by the acceptance of
the concept of issuing a special class of shares
exclusively for foreign investors - these came to be
known as "B shares". On the eve of execution of
underwriting agreements for B shares issued by one
Shanghai company and 11 Shenzhen companies, the Shanghai
and Shenzhen branches of the People's Bank of China (the
authority-in-charge of the Chinese securities market)
issued locally applicable regulations on the issue and
trading of B shares (27).

Clear guidance as to the nature of companies limited by
shares was finally provided in Shenzhen in March 1992
with the issue of 1local administrative provisions
governing such companies (the "Shenzhen Company
Provisions") (28). This is a quite substantial piece of
legislation consisting of 188 articles and addressing
such matters as the procedures for establishment of
companies limited by shares, conversion of existing
enterprises into companies limited by shares, foreign
investment in companies limited by shares, types of
shares and the rights and duties attaching to them, the
functions of the various management organisations,
merger and termination. As at the time of writing, no
other comparable regulations exist on a national level
or in any other locality (although Shanghai has a well
advanced draft of comparable company law regulations

(29)) .
Characteristics

Despite the absence of national legislation, the local
rules and regulations cited above provide a fairly
coherent concept of a Chinese company limited by shares.
The main characteristics of such a company are as

follows:



i) Independent legal person status

A company limited by shares will be registered at the
State Administration of Industry and Commerce as an
independent legal person. Its primary constitutional
documents will be its business licence and articles of
association (which are sometimes supplemented by
detailed implementing rules). If it was established by
way of conversion of a state enterprise, collective
enterprise, equity joint venture or other entity, it
will assume all the assets and liabilities of its

predecessor (30).
ii) Limited liability

A company's business licence will state that it is a
"limited liability company”. The concept of "limited
liability" entails two elements. Firstly, the liability
of a company towards its creditors is limited to the
amount of 1its assets (31), and secondly that the
liability of its shareholders is limited to the payment
of the price for shares to which they have subscribed
(32).

iii) Division of registered capital into shares

The registered capital of such a company is divided into
shares. These may be of different classes. The
Shenzhen Company Provisions allow for ordinary shares
and preference shares (33). All shares are registered,
there is no provision for bearer shares (34). Ordinary
shares are divided into shares that may only be issued
to and traded among Chinese citizens and entities (known
as "A shares"), and shares that may only be issued to
and traded among foreign (or Hong Kong, Macau and
Taiwanese) citizens and entities (known as "B shares")
(35). There are basically three different types of
ordinary A shares:



- State shares

When a state enterprise is converted into a company
limited by shares its assets must be revalued (36),
and the net asset value 1is converted into a
corresponding nominal value of shares (37).
According to the Shenzhen Company Provisions,
companies that have a "key bearing on national
economic planning and people's 1livelihood" must
have a majority of state shares, but there is no
minimum ratio for state shares in other companies
(38). There is no definition of what constitutes
a company that has "a key bearing on national
economic planning and people's livelihood". State
shares are held by a specially designated state
agency.

- Legal person shares

These shares may be subscribed to and traded among
enterprises and other Chinese entities which
qualify as "legal persons"™ (39). Such shares may
be privately placed with selected entities or may
be issued publicly.

- Natural person shares

These shares may be subscribed to and traded among
Chinese citizens. Normally, a certain percentage
of shares are reserved for a company's staff and
workers. The Shenzhen Company Provisions limit the
size of an individual's shareholding in a company
to 0.5% of the total share capital (40).

iv) B shares

Officially known as "special renminbi shares", B shares
are designated as ordinary shares with the same rights



and obligations as A shares (41). However, B shares may
only be issued to and traded among foreign (or Hong
Kong, Macau and Taiwanese) citizens and entities (see
section 3.3 (a) below). Further, B shares can only be
subscribed for and traded in foreign exchange, although
their par value and quoted price are expressed in
Renminbi. The subscription and trading prices are
calculated in foreign exchange according to prices
quoted on the foreign exchange adjustment centres of
Shanghai or, as the case may be, Shenzhen (42). The
time of determination of the particular rate differs
between Shanghai and Shenzhen (43). Special procedures
have been established whereby foreign investors must
deal through recognised foreign securities brokers who
in turn must deal through authorised Chinese securities
brokers for trading in B shares (44).

Dividends are declared in Renminbi, and for the purposes
of distribution to holders of B shares the Renminbi
value is converted in the manner referred to above for
remittance out of China (45).

A single foreign investor may not purchase more than 5%
of the total shares in a Chinese company without
obtaining the approval of the People's Bank of China
(46). When the amount of B shares issued by a company
exceeds 25% of the registered capital of the company, it
is able to be treated for tax, accounting and other
purposes as a Sino-foreign equity joint venture (47).

V) Management and decision-making

The structure of management and decision-making are set
out in the articles of association of companies limited
by shares (48). The shareholders' general meeting is
the highest organ of authority (49). However, the right
to attend shareholders' general meetings is generally
restricted in articles of association to holders of a
minimum number of shares. One company in Shenzhen, for

- 10 -



example, has adopted 20,000 shares as a minimum, whereas
another in Shanghai has adopted 30,000 (50). The main
decision-making organ of a Chinese company limited by
shares is the board of directors whose members are
elected and removed by the shareholders' general
meeting. The chairman of the board of directors is
expressed to be the "legal representative" of the
company, who is able to bind the company in dealings
with other parties. The precise scope of authority and
responsibility of legal representatives is a matter not
entirely clear yet in China. The Shenzhen Company
Provisions (51) and all articles of association for
listed companies seen by the author provide for the
appointment of a supervisory committee by the
shareholders' general meeting whose main function is to
supervise the work of the board of directors. Day-to-
day management is in the hands of a general manager.
Although articles of association generally 1list the
functions of the supervisory committee, board of
directors and general manager, they are expressed in
general terms and there is a degree of overlap. Such
overlap has caused problems in a number of joint
ventures, and Chinese law will have to develop a clearer
demarcation of powers and responsibilities between these

different positions.

Establishment

Until now, all companies limited by shares with B shares
listed on the Shenzhen and Shanghai Stock Exchanges have
been established by way of converting existing state
enterprises or Sino-foreign equity joint ventures into
companies limited by shares. It is also possible for a
group of promoters to incorporate a new company limited
by shares which does not take over the business of an
existing enterprise (52). While policy considerations
may discourage the conversion of private enterprises or
wholly foreign-owned enterprises into companies limited

- 11 -



by shares at this stage, there is theoretically no
reason why such companies should not be converted into
companies limited by shares in the future. The same is
true for Sino-foreign cooperative joint ventures and
joint operations between the domestic companies
("lianying") provided that they satisfy the relevant
requirements of local company law and, if listing is
contemplated, the stock exchange (53).

When a company limited by shares is established, it may
issue only A shares or both A shares and B shares.
Other than companies which "have a key bearing on
national economic planning and people's 1livelihood"
(54), there is no prescribed minimum or maximum level of
B shares that can be issued to foreign investors.
However, where an equity joint venture is converted into
a company limited by shares or where a company wishes to
qualify for the tax and other benefits enjoyed by
foreign-invested enterprises, the percentage of
registered capital represented by B shares after the
issue must be at least 25% (55).

Most foreign investors will only be interested in
subscribing for a Chinese company's B shares if those
shares are readily disposable. In other words, the
issue of B shares by a company will almost always entail
the listing of those shares on a stock exchange, unless
they are issued for the purpose of a private placement
in the nature of foreign direct investment.

In order to establish a company limited by shares, issue
B shares and list a company's shares, many approvals are

required. The main ones are as follows:

i) department-in-charge

- 12 -



- this is the government authority directly
responsible for supervising the operations of the

existing enterprise
ii) local government

- this approval is required for the conversion of
an existing enterprise into a shareholding
entity, and may require referral to the local
Commission on Reform of the Economic Structure,
Economic Commission, Share Coordination Working

Group, and General Office)

iii) local Commission on Foreign Economic Relations and
Trade

- approval from this body (or the local Foreign
Investment Commission) is required for utilising
foreign funds by the issue of B shares

iv) People's Bank of China

- the local branch of the People's Bank of China
must firstly approve the issue of A shares and B
shares, and secondly approve the plans for
listing the shares

v) stock exchange

- the Shenzhen or Shanghai Stock Exchange must give
approval for the listing of shares

In addition, a variety of other approvals may be
required in relation to taxation, accounting and so on.
The company will need to be registered as a new company
limited by shares at the State Administration of
Industry and Commerce, and plans for obtaining foreign
exchange by swapping Renminbi at foreign exchange

- 13 =



adjustment centres will need to be approved by the State

Administration of Exchange Control.

One of the main criteria in approving the issue of B
shares is that the company involved has a stable, long
term source of foreign exchange income in order to meet
payments of dividends in foreign exchange (56) .
Although it is possible to swap Renminbi for foreign
exchange at local foreign exchange adjustment centres
for certain purposes, including the payment of
dividends, it is unlikely that approval would be given
for the issue of B shares by a company which does not
have significant recurrent foreign exchange earnings.

3. Tapping the international financial markets

3.1 Documentation and verification

(a)

Generally

Perhaps the most difficult aspect of preparing a Chinese
company for issuing B shares to overseas investors is
obtaining and verifying information about the company's
business. This has been a real learning experience for
many merchant bankers! Companies are reluctant to
disclose quite basic information about the structure of
group operations or number of staff, let alone details
of indebtedness, disputed government charges or
threatened litigation or arbitration.

This reluctance stems partly from a general obsession
with secrecy and distrust of foreigners that China
cultivated during the 1950s, 1960s and 1970s, but which
dates from well before 1949. Prior to the introduction
of economic reforms in 1978 it was almost impossible to
separate the state from industry and commerce, with the
result that matters of commercial confidence became
state secrets (57). Even today, much of the regulatory
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regime governing foreign business in China is contained
in internal ("neibu") documents that are not accessible
to the very people they regulate!

Even though the officers of a company may accept the
need to disclose information, other relevant authorities
may not. As an illustration, the local public security
bureau intervened in one case to stop a company that
planned to issue B shares from revealing certain
relevant financial information to the international

accountants!

The difficulty in obtaining information is also partly
attributable to outmoded methods of record keeping, a
reluctance to disturb the status quo (however ambiguous
its legal basis) by insisting on answers to difficult
questions, and geniune concerns over commercial

confidence.

While Chinese entities have ©been subjected to
supervision and interference by state authorities for
decades, they are not used to scrutiny by independent
accountants, foreign bankers, shareholders or, heaven
forbid, the public! Allowing Chinese companies limited
by shares to issue B shares to foreign investors has
necessarily introduced concepts of disclosure,
verification and accountability to which Chinese
enterprises and managers would not otherwise have been

exposed.
Financial statements

Because of the differences ©between Chinese and
international accounting practices (58), international
investors and underwriters require international
accountants to review the books of Chinese companies
that issue B shares. Some joint ventures preparing for
listing have already had their accounts audited by
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international accountants for several years. However,
in the case of state enterprises, their accounts are
prepared and audited internally, and supervised by
superior government authorities. Even where an
enterprise's accounts have been audited by an
independent firm of Chinese accountants, the accounts
will need to be restated by international accountants to
accord with international accounting standards. In such
circumstances, it is common for only the most recent
financial year to be audited by the international
accountants, but for them to review the previous years'
accounts and restate them in accordance with

international standards.
Underwriting arrangements

The documentation of underwriting arrangements between
foreign and Chinese underwriters and Chinese companies
varies from case to case. The process of obtaining a
mandate appears to be governed by no rules and is
subject to frantic bargaining between the company and
potential underwriters.

In some cases a letter of intent is signed first but, as
a non-binding document, it is 1little more than a
confidence building measure between the company and the
underwriters. It may also serve to clarify some of the
legal and commercial issues that must be addressed at a

later stage.

In Shanghai, the lead underwriter must be a Chinese
securities institution (59), but in fact a foreign
securities institution will be responsible for
instructing international accountants and lawyers,
preparing the marketing document, and otherwise
coordinating the international offer of B shares.
Shenzhen takes a more practical approach, and there
foreign underwriters commonly act as lead underwriters
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in name as well as in fact. As a result of Shanghai's
requirement that the lead underwriter must be Chinese,
there will be two underwriting agreements in Shanghai:-
the first will be an initial agreement between the
Chinese lead underwriter and the company (which may only
be cne and a half pages long), and the second will be an
underwriting agreement drafted by international lawyers
between the company and the underwriters. It is usual
practice for the Chinese lead underwriter to sign this
agreement on its own behalf and its agent for the
international underwriters (who will have determined and
negotiated its terms and conditions). In Shenzhen,
there is only need to have one underwriting agreement
between the company and the underwriters.

Despite the overall supervision of the People's Bank of
China over the underwriting process, the solutions found
in respect of some of the most controversial issues
negotiated in underwriting agreements differ from case
to case, and in particular are gquite different in
Shanghai and Shenzhen. Such issues include:

. parties

. pricing and payment formulae
. conditions precedent

. force majeure

. governing law

. dispute settlement

Marketing documents

While some Chinese B shares have been placed by
underwriters in Hong Kong without the support of any
marketing document (other than circulars prepared by
brokers), an information memorandum or other marketing
document is normally prepared by the international
underwriters with assistance from the international

accountants and lawyers. The general structure of the
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(e)

()

information memorandum will not be unfamiliar to
merchant bankers in Hong Kong and will commonly include

the following types of information:

. responsibility statement

. summary

. definitions

. parties involved

. conditions of the offer

. description of share capital

. indebtedness statement

. particulars of the group

. information on the industry

. constitution of the company and Chinese company law
. details of trading on the Shenzhen/Shanghai stock

. international accountants report
. profit forecast
. general information

Other documents

There are a number of other documents that may need to
be prepared, such as an agreement between the
underwriters themselves as to the sharing of commission,
payment of professional expenses and documentation
costs. Because of the People's Bank of China
requirement that all B shares must be registered through
an approved foreign broker (which will usually be
different to the foreign underwriters), an agreement
will need to be reached with one or more of those
brokers. In some cases this has been an informal
arrangement, in others it has taken the form of a sub-
underwriting agreement. Customer agreements will also
need to be reviewed to confirm whether they are
appropriate for Chinese B share issues.

Verification
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The difficulty of obtaining information from Chinese

companies has been noted above. Vertification can be
even more difficult! This 1is where local Chinese
lawyers can provide invaluable assistance. Chinese

lawyers should be able to verify a whole range of
issues, including title to land use rights, buildings
and other assets, the status of approvals, registration
of loans and guarantees, and the effect of internal
directives not available for inspection by foreigners.
Selection of the right lawyer is crucial as the standard
of services offered by law offices in China can vary
greatly. The issue of a satisfactory legal opinion by
the underwriters' Chinese lawyers in respect of the B
share offer is invariably a condition precedent to the
underwriting agreement.

3.3 Marketing B shares

(a)

Chinese restrictions regarding investors

According to both the Shanghai and Shenzhen legislation
on B shares (61), B shares may only be subscribed by and
traded among overseas investors. Overseas investors are
defined as (i) foreign legal and natural persons, (ii)
Hong Kong, Macau and Taiwanese 1legal and natural
persons, and (iii) others approved by the authority-in-
charge (i.e. People's Bank of China).

The first category of investors includes individuals
with non-Chinese passports and companies corporated
outside China. It would not include wholly foreign-
owned enterprises established in China by foreign
investors, but would include Chinese-invested companies

established in Hong Kong.
The second category has been included for political and

practical reasons - Hong Kong, Macau and Taiwan are
considered as part of China and thus do not qualify for
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the "foreign" qualification of the first category,
however individuals and companies in Hong Kong and
Taiwan are likely to be one of the major sources for
investment in B shares. It is not clear whether a
Chinese passport holder resident in Hong Kong would
qualify in this category.

The third category reflects a very common catch-all
provision in Chinese legislation, as it allows the
authority-in-charge (the People's Bank of China) to give
permission on a case by case basis or to particular
categories of investors that do not fall within the
first two categories. For example, 1if a Chinese
underwriter was not able to sell all B shares assigned
to it under an underwriting agreement, it would need
permission of the People's Bank of China to purchase
them in its own name (as it does not qualify under the
first or second categories) (62).

Selling restrictions in overseas jurisdictions

It is likely that the main demand for Chinese B shares
will be in those jurisdictions from which the bulk of
foreign direct investment in China has originated over
the past decade. The main target jurisdictions for
marketing B shares are therefore likely to be Hong Kong,
the United States, Japan, the European Community,
Taiwan, Singapore and other South East Asian nations
with large Chinese communities. Each of these
jurisdictions will have its own particular restrictions
on marketing foreign securities.

Hong Kong has played a special role in foreign direct
investment in China. Over 60% of such investment has
originated from Hong Kong, and its share exceeds 80% in
the case of Shenzhen and Guangdong (63). In respect of
B shares, Hong Kong is likely to play an even more
important role. Almost all merchant bankers, securities
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brokers, accountants and lawyers involved in Chinese B
shares have worked through their Hong Kong offices.
International funds which will invest in B shares are
likely to be channelled through Hong Kong given its lack
of foreign exchange contrels, the efficiency of its
banking and business infra-structure and the support
services which have already been established there in
respect of B shares. Hong Kong also has the advantage
of being a bilingual Chinese and English business
community, located close to Shanghai and Shenzhen in the
same time zone.

It is therefore extremely 1likely that international
underwriters will seek to market B shares through Hong
Kong, if not to Hong Kong institutions then through the
Hong Kong offices of international institutions. This
has indeed largely been the case to date. It may
therefore be worthwhile to consider for a moment the
marketing restrictions that exist in Hong Kong and which
will apply to the marketing of B shares.

A document offering securities to the public in Hong
Kong is treated as a "prospectus" that must comply with
the requirements of the Hong Kong Companies Ordinance
and be registered with the Registrar of Companies in
Hong Kong (64). These requirements are very strict, and
there are differing views as to whether it would indeed
be possible to prepare a prospectus for a Chinese
company which complied with those requirements. At this

stage, it is still an open question.

The Company's Ordinance does, however, contain an
important exception in respect of companies corporated
outside Hong Kong where the offer is 1limited to
"professional investors" (i.e. persons whose ordinary
business it is to buy or sell shares or debentures,
whether as principal or as agent) (65). It should be
noted that the definition of "professional investors" is
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very narrow and would not cover high net-worth
individuals or the typical commercial or industrial
companies with funds to invest. Because the demand
among "professional investors" in Hong Kong for B shares
has far outstripped supply, underwriters have not been
under any pressure to offer B shares more widely and
have generally relied on marketing wunder this

"professional investor" exception.

B shares will soon be marketed in Hong Kong by way of
collective investment schemes such as unit trusts. A
number of these funds have already been announced (67),
and at least one has been authorised by Hong Kong's
Securities and Futures Commission (68). These funds are
likely to remain a major source of "professional
investor" subscribers for B shares for some time to come
and, through the funds, will allow individuals to
participate in B shares.

A number of private funds have already been actively
investing in Chinese joint ventures for several years
(69), and some of these have expressed the intention of
directing a portion of their available funds into B
shares. One such fund, China Assets (Holdings) Ltd.,
which was established in 1992 with the purpose of
investing in Chinese companies in order to prepare them
for going public, has already been listed on the Hong
Kong Stock Exchange (70).

Well before it became possible to invest in B shares,
investors were able to buy a number of shares which were
essentially China risk on the Hong Kong Stock Exchange.
Although these companies are incorporated in Hong Kong
(or a jurisdiction of convenience such as the British
Virgin Islands) and have their management located in
Hong Kong, all or a substantial portion of their assets
and production facilities are located in China. Almost
all of these are export orientated (71).
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Officials of the Hong Kong Stock Exchange have publicly
stated their view that the Exchange has an important
strategic role to play in raising capital for securities
markets within China (72). A China Study Group has been
established to investigate the possibility of listing
Chinese companies in Hong Kong. Now that China has
clearly adopted the concept of B shares to facilitate
foreign investment in Chinese companies, there is a
strong possibility that the Hong Kong Stock Exchange
will develop a regulatory regime to allow the listing of
B shares in Hong Kong.

4. Investment risks

International underwriters of B shares are not particularly
concerned with long-term risks of investing in B shares. So long
as they can sell all the B shares which they have underwritten and
have adequately protected themselves in the marketing documentation
(by way of bold warnings as to the risks of investing in B shares),
they need not concern themselves further about the longer term
risks. Investors take a different view of course. They will be
primarily concerned with the marketability of their investments but
will also consider carefully the risks involved in subscribing to

B shares.

The risks faced by investors in B shares could be considered of two
types: "external" and "internal". "External" risks are the types
of risks which exist in the political, economic, 1legal and
regulatory environment in which the company operates. "Internal"
risks are those which are directly associated with the company
(including standards of management, accuracy of accounts and the
rights of shareholders set out in the company's constitutional

docunents) .
4.1 "External" risks

(a) Political and economic

- 23 -



(b)

(c)

Not only have political changes in China over the past
15 years been accompanied by direct econonmic
consequences (73), but even the rumours of power
struggles in Beijing have directly affected the Hong
Kong share market and can be expected to affect Chinese
share markets in the future. Despite the introduction
of a number of market mechanisms into the Chinese
economy, central planning and the state sector still
dominate the economy, which gives the central government
tremendous power to intervene in particular sectors of
the economy and to accelerate or decelerate economic
growth (74).

Legal

As pointed out in Section 2.2 above, China's legal
framework in respect of companies limited by shares and
securities is still in the early stages of development.
There are no national companies or securities laws, and
all local legislation in Shenzhen and Shanghai
concerning securities is very new and untested. While
more legislation can be expected in this area in the
near future, there is no guarantee that it will contain
provisions protective of the position of minority B
shareholders. Chinese law tends to implement the policy
of the state and the communist party rather than provide
legal recourse for individuals or minorities.

Regulatory

The authority~in~charge of the Chinese securities
markets, the People's Bank of China, is an unknown
quantity when it comes to the regulation of securities.
Many observers have been surprised by the very different
attitude of the Shanghai and Shenzhen branches of the
People's Bank of China. Traditionally, Chinese
government organs such as the Peoples' Bank of China
have not hesitated to intervene in commercial matters,

- 24 -



(d)

(e)

and if its recent actions in respect of the first joint
venture whose A shares were 1listed in Shenzhen,
Champaign Industrial Co., Ltd., is anything to go by, we
can expect an activist regulatory authority in China
(75) .

Market

Currently, it is difficult to describe the B share
markets in Shanghai and Shenzhen as true '"markets"
because there are so few B shares available for trading
(only one in Shanghai) and demand outstrips supply by
such a huge margin and because intervention by the
regulatory authorities has had such a major effect on
prices. Prices of B shares on the Shenzhen Stock
Exchange rose by over 40% in one week in early 1992
following the publication in the national press of
encouraging comments by Deng Xiaoping on economic reform
(76) . In May 1992, the Shanghai share price index
doubled in one day following the lifting of limits on
the allowed daily price fluctuation of A shares, and
later dropped 20% in two days after ‘'collective
investment schemes" were banned by the People's Bank of
China (77). In such circumstances it is difficult to
see a "market" in the true sense of the word developing
for B shares in the next year or so.

Taxation

Chinese income tax laws apply to specific types of
enterprises. One law applies to foreign invested
enterprises (78), another to private enterprises (79),
another to state enterprises (80), and so on. No income
tax law has been adopted in respect of companies limited
by shares. Senior officials of the State Tax Bureau
have stated publicly (81) that the income tax rates of
companies limited by shares will remain the same as
those imposed on their predecessor enterprises, unless
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there is a change in status to or from that of a foreign
invested enterprise (i.e. one in which 25% or more of
the registered capital is comprised of foreign
investment). Therefore, a company limited by shares
established by way of conversion from a state enterprise
will be subject to a 55% income tax rate if B shares
comprise 1less than 25% of its registered capital,
whereas if B shares comprise more than 25% of its
registered capital it will be taxed at the standard
national rate for foreign invested enterprises of 30%
(which may be reduced to 24%, 15% or 10% depending upon
its location and the nature of its operations).

Chinese income tax laws clearly provide for the taxation
of dividends and other income such as capital gains
earned by non-resident foreign companies and individuals
within China (82). However, senior officials of the
State Tax Bureau have stated that such income will not
be subject to tax for the time being (83). Such
statements should be treated with caution as they are
not consistent with the text of Chinese tax legislation
and B shares are still considered very much as an
experiment and it is open to the Chinese tax authorities
to change their policy on this matter at any time.

What is clear, however, is that stamp duty will be
levied on each party to the transfer of shares at the
rate of 0.3% of the transfer price (84).

Foreign exchange

The Chinese currency, the Renminbi, is not freely
convertible and investors in B shares will rely upon the
ability of the companies in which they invest to
generate foreign exchange in order to pay dividends.
Although it has been suggested that companies which have
issued B shares will be able to use the foreign exchange
adjustment centres (the so-called "swap centres") in
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Shenzhen and Shanghai to convert Renminbi into foreign
exchange for dividend remittance purposes, this is
clearly not the policy of the People's Bank of China,
and if there was a shortage of foreign exchange on these
swap centres in the future, there is no guarantee that
it would be possible to convert Renminbi dividends into
foreign exchange for remittance overseas.

Insolvency

Despite the existence of various laws that address
insolvency at the national and 1local levels (85),
China's record in handling insolvency leaves much to be
desired. Far from being an orderly winding-up of the
affairs of the enterprise, foreign investors have been
confronted with 1long delays and difficulties in
persuading the Chinese authorities to require a
liquidation and distribution of the assets of their
investments in China. As a practical matter, investors
in B shares should not expect to receive anything in the
event of the insolvency of the company in which they

invest.

4.2 "Internal" risks

(a)

Management and decision-making

This is perhaps the biggest risk that faces any foreign
investor buying Chinese B shares. Many investors do not
appreciate that Chinese companies are not run 1like
companies in the West. Chinese managers are used to
running their companies in order to meet state plans
rather than maximise profits. Indeed, until the mid-
1990s, the general manager of a Chinese enterprise
reported to the party committee, whose main function was
to ensure that the policies and economic plans of the
communist party and the state were carried out. It was
only in 1986 when regulations were adopted on the role
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(b)

(c)

of the general manager and workers congresses in state
enterprises (86) that the main responsibility for
running the commercial affairs of an enterprise was
clearly placed in the hands of its general manager.
This legacy 1is perhaps the main feature that
distinguishes the management of a company limited by
shares from an equity joint venture or cooperative joint
venture in China (whose management is based essentially
on Western models).

puties of directors and officers

As far as the author can ascertain, there are no well
defined duties of directors and officers of companies in
China that could be equated to fiduciary duties under
common law (i.e. the requirement that directors and
officers exercise their powers for the benefit of the
company and not put themselves in a position where their
duties to the company and their personal interests may
conflict). It is for this reason that Hong Kong law,
for example, prohibits loans by a company to its
directors (87). Chinese law provides for criminal and
administrative sanctions against those who commit
"economic crimes" and act frandulently (88), but it does
not appear to have developed standards of conduct in
situations which are not considered c¢riminal for
directors and other company officers.

Disclosure

Requirements to disclose information about 1listed
companies are designed to protect investors by allowing
them to making informed investment decisions. As
pointed out above (see 3.1 (a)) Chinese companies have
displayed a degree of resistance to disclosing
information when they first issue B shares, and have
sometimes only released relevant information when
international underwriters have made it clear that they
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(e)

would not release funds raised from the B share offer
until such disclosures are made. B shareholders will
not have such leverage in extracting information from
the company in the future, and it remains to be seen
whether the Chinese regulatory authorities will
conscientiously pursue disclosure requirements.

Shareholders' participation

Directors and managers of Chinese companies have never
had to answer to shareholders in the past. They have
had to balance the interests of communist party
committees, departments-in-charge and workers'
congresses, but it is unlikely that any of these would
have the degree of financial self-interest and disparity
of views characteristic of shareholders. The Shenzhen
Company Provisions (89) and all articles of association
seen by the author provide that the general manager of
a company is appointed and removed by the board of
directors, and the directors are appointed and removed
by shareholders' general meetings. The accountability
of directors and the general manager to shareholders and
the rights of shareholders should be spelt out in detail
in companies' articles of association. Although the
basic rights of shareholders are quite standard, actual
provisions on such matters as the right to attend
shareholders' meetings (which is commonly subject to a
minimum shareholding) and to call interim meetings of
the shareholders' general meetings, differ from case to

case.

Accounts

As noted above, standards of accounting in China differ
from international accounting standards (90). While
international accountants are always involved in
reviewing and auditing a company's accounts on their

initial public offering of B shares, it is not clear
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whether or not they will be required by the People's
Bank of China to audit all future years' accounts. Some
underwriters have insisted that such a requirement be
included in a company's articles of association, but
this has not been the universal practice. Whether or
not companies limited by shares that are listed in China
will maintain their accounts in accordance with
international accounting standards is a matter which can

only be tested over time.

5. Conclusion

In conclusion, the introduction of B shares is perhaps the most
significant development in China's utilisation of foreign capital
since the decision was made in 1978 to accept foreign direct
investment and loans from international lenders. In typical
Chinese fashion, companies limited by shares have been established
and B shares have been issued to foreign investors in the context
of a rudimentary legal framework, which still has large gaps.
Nevertheless, international demand for B shares appears capable of
taking up all of those which are likely to be issued in the near
future. While the "external" political, economic, legal and
regulatory risks associated with B shares are substantial, perhaps
the biggest risk is an "internal" one (and one which does not
present the same degree of risk in the case of foreign direct
investment in joint ventures), and that is one of management ~ it
is not clear whether listed Chinese companies limited by shares
will be able to throw off the legacy of state planning and
communist party control in favour of the profit motive, which will
be necessary if Chinese companies are to continue to attract
foreign investors.

Stuart Valentine
Clifford Chance
June 1992
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Trading, Clearing and Settlement
of Chinese "B" Shares

Andrew Tong
Director, Institutional Services
Standard Chartered Equitor Group

The securities market in China is represented by two exchanges, Shanghai and
Shenzhen. Shares are traded in two categories, viz, "A" and "B". Trading of "A" shares is
limited to Chinese nationals over 18 years of age. However, Hong Kong, Taiwan and other
overseas Chinese are not eligible to buy "A" shares. They are classified into the second
category which is designed for foreign investors. In Shanghai, a more developed bond market
also exists, while Shenzhen has a larger pool of "B" shares available for the investing
community. The following table provides a snapshot of the "B" Share market as of 15th
May, 1992.

As of today, there are six "B" share issues traded in Shenzhen, but it is anticipated
to increase to 20 by the end of this year generating over US$100 million of capital. In two
years time, the market expects a total of 150 issues will be listed in both exchanges. The
current market capitalization amounted to approximately US$2 billion, which 1s exactly the
same size that of the Indonesian market 3 years ago. Given a stable political environment and
more radical enhancements to the regulatory framework, it is not surprising to see that the

Chinese securities market will top the Indonesian market in a few years time.

Trading of "B" shares are divided into two sessions. The first session starts at 9:00
and finished at 11:00, whilst the second commences on 2:00 and the market ends at 3:30.
Trading in the Shenzhen market is in board lot of 2,000 shares, whereas, the Shanghai
market varies from 10 to 100 depending on the issue. Transactions are automatically matched
by the exchange’s central computer following the "three best" principles i.e. best price, best
time and best sequence. Share prices are quoted in RMB and settled in Hong Kong Dollars
for the Shenzhen market and US Dollars in Shanghai. In addition, "B" share order must be

routed through brokers authorized by the People’s Bank of China. In Shenzhen, there are 18,



5 local and 13 foreign. In the case of Shanghai, only 3 foreign brokers have been authorized
todate. Investors must note the requirement that short-selling is strictly prohibited in both
markets. Cross trading and transfer of beneficial ownership must be handled as a normal

trade through the exchange.

The clearing system for "B" shares is specially designed to reduce settlement
nightmares and provides maximum protection to foreign investors. First of all, the settlement
structure follows most of the recommendations made by the Group of Thirty. Trades are
settled on T+3 in a scripless book-entry fashion. In addition, transactions are pre-matched
electronically prior to settlement date. Standard Chartered also facilitates borrowing and

lending of securities to cover technical failures.

At this stage, clearance and settlement of Shenzhen "B" shares is handled by 3
international banks. Currently we clearing approximately 25% of the "B" share market
capitalization. In fact, Standard Chartered as a Group was involved extensively in the
development of the "B" share market by underwriting the largest number of issues through
Standard Chartered Asia, placing and broking in the primary and secondary market through
Chin Tung Securities, and offering clearing and settlement services through our Shenzhen

Branch.

The following diagram shows the entities involved in the settlement of Shenzhen "B"

shares.

The clearing bank acts as an intermediary between the investors and the stock
exchange. It also plays the role of a transfer agent on behalf of the central registrar. Clearing
members are restricted to authorized brokers and licensed banks in Hong Kong with a
custody business of not less than US$2.5 billion. Sub-accounts are maintained by investors

below the clearing members for the purpose of registration.

An investor who wishes to deal in "B" share will have two alternatives in placing an

order. He or she can go direct to the local broker in Shenzhen or phone up the foreign



broker in Hong Kong. In any event, the foreign broker must execute the order through an
agent broker in Shenzhen since they are not members of the stock exchange and, therefore,

not accessible to the computerized trading system.

All brokers must send their settlement instructions to the Clearing Bank prior to noon
on T+1. The Stock Exchange will also provide the day’s trading information to the Clearing
Bank for the purpose of computer matching. It should be noted that the exchange’s record
is final and irrevocable. Therefore, if a dispute occurred between brokers, the transaction
will still be settled on T+3 following the exchange’s data. At around 5:00 p.m. on T+ 1,
the Clearing Bank will inform the brokers of their settlement positions and advise the SSE
of any deals that are unmatched.

The brokers must agree with the discrepancies among themselves in line with the
stock exchange’s record, and despatch amendment instructions to the Clearing Bank no later
than T+2 3:00 p.m. After that, the Clearing Bank will re-match the trades and produce a
Final Settlement Report for the brokers.

On T+3 around noon time, the Clearing Bank will settle cash and securities through
a book-entry system. In addition, a magnetic tape containing shareholders information will
be produced and delivered to the Central Registrar on T+4 11:00 a.m. for the purpose of
updating the official record.

Many investors have asked me the question as to how shares are registered. As
required by the regulation, shares must be registered into the name of the ultimate
beneficiary. This means that using nominee companies as register shareholders is not
allowed. In the case of a Trustee Company, there are two alternatives for registration; under
the name of a fund of the trustee company itself. In the latter case, the trustee company must
be conscious of the fact that total holding under it’s name must not exceed 5 % of the issued
capital of the company. Otherwise, prior approval must be obtained from the People’s Bank
of China, in the case of Shanghai, and exception report must be submitted to the regulating

authorities for the Shenzhen market.
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