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Summary
Economic reforms in China have changed the national income structure, making households become
the biggest sector to provide funds through the banking system to corporate finance. But because
these capitals were not efficiently allocated, private companies with high ROE suffer from the lack of
capital for expansion, while un-efficient state owned companies are accumulating bad debts due to low
rentability.
The shareholding system introduced in early 1993 aimed to solve the ownership problem. However,
more than 50% of the shares remained in the government's hands, which did not allow the functioning
of corporate control, leaving place for insider management command without any consideration to the
shareholders. The lack of independent auditing and accounting standards coupled with a weak
disclosure system cannot give investors confidence in the credibility of financial reporting. Therefore,
stocks are not picked by the company's earning power and value but traded based on rumors or
misleading illusions.
In order to improve the allocation of resources, it is indispensable to organize the capital market. The
privatization of government owned corporations, creating investors bearing risks, and selecting efficient
managers would solve the problem of un-efficient resource allocation. Stockholders are the owners of
the corporation. So, a reasonable investment cannot be achieved if a fully disclosure of the company is
not made by the managers as consignees.
China has made an effort to bring Chinese GAAP closer to IAS and improve its disclosure system. The
success of capital markets depends on the quality of disclosure to the investors providing the capital.
Without investors' confidence, the market cannot allocate capital efficiently. To foster investors'
confidence in listing companies and stock markets, China shall put forward privatization and improve the
quality of accounting standards to make sure that all shareholders are treated equally, and reporting
does not vary depending on the nature or sophistication of the investors.
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