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Abstract

Literature suggests two distinct paths to stockketidevelopment: an approach based
on legal protections for investors, and an approaealsed on self-regulation of listed
companies by stock exchanges. This paper tracemGlattempts to pursue both
approaches, while focusing primarily on the roldlué stock exchanges as regulators.
Specifically, the paper examines a fascinatingungtudied aspect of Chinese securities
regulation—public criticism of listed companiesthg Shanghai and Shenzhen
exchanges. Based on both event study methodotabgxdensive interviews of market
actors, we find that the public criticisms havensiigant effects on listed companies and
their executives. On both exchanges, significhnbamal stock price returns occur in
response to corporate disclosure of the underlymgconduct giving rise to the
criticisms, as well as in response to publicatiofghe criticisms themselves. Interviews
suggest that the impact of the stock exchangeisntis extends beyond the stock market,
as banks and bank regulators make use of the samdtta for their own purposes. We
evaluate the role of public criticisms in China\gdving scheme of securities regulation,
contributing to several strands of research onrible of the media in corporate
governance, the use of shaming sanctions in cotp@avernance, and the importance
of informal mechanisms in supporting China’s ecoicognowth.

Introduction

Developing a robust, well regulated securities raaik one of China’s biggest
institution-building challenges today. Althougletstock market has grown considerably
in size and stature in its short history, by margasures China has considerable distance
to travel before it can claim to possess a truhcfional capital market. The creation of a
liquid, transparent, and well regulated securitesket will be crucial to the efficient
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pricing and allocation of capital and the growtlpadmising companies in the future. It
is also critical to the sound investment of Chireril®rmous private savings.

Academic literature suggests two distinct pathhi®goal. The law and finance
literature advanced by La Porta et al. (“LLSV”) gegts that stock markets grow in the
presence of strong legal protections for investotBecause a good legal environment
protects the potential financiers against exprojomaby entrepreneurs, it raises their
willingness to surrender funds in exchange for gées, and hence expands the scope of
capital markets® Many subsequent studies, including those focosedeveloping and
transition economies, have advocated high quaktiessupplied regulation as the key to
healthy stock market developmént.

A second line of literature focuses on the rola private actor—the securities
exchange—as the provider of investor protectiordaddor stock market growth. John
Coffee, for example, argues that well before thespge of the federal securities laws in
the 1930s, the United States enjoyed large anddlsgcurities markets because the New
York Stock exchange created rules that providedstor protectiofi. Taking this claim
a step further, other scholars have argued thek gxchanges are not only the first
historically, but also thenost effectiveegulators of stock market disclosure and
behaviorr The argument is that stock exchanges, whichygieally owned by their
members, have strong incentives to adopt rulestieat the needs of investors. One
commentator recommends “countries that are atosedo square one—those without an
established system of securities regulation”—sheselibusly consider giving “a large
portion of regulatory power to securities exchar§es

China’s unique political and institutional infrastture makes straightforward
application of either strand of this policy advaifficult. Political obstacles and
weaknesses in basic law enforcement infrastructomstrain the legal approathAt the
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same time, China’s two stock exchanges are nopemtdent of the state and lack
significant autonomous regulatory authority, underng their capacity as self-
regulatory organizations. Notwithstanding thesstatles, China has pursued both legal
enforcement and the self-regulatory function ofgteek exchanges as integral parts of
its capital market developmental strategy. Nopssingly, the results to date have been
mixed. China’s stock market has grown to be thalftivlargest in the world on the basis
of market capitalization, but it remains underdepeld in view of China’s economic heft
and potential, and it suffers from serious probl@igaud, poor disclosure, inefficient
pricing, and weak enforcement.

Thus far, the legal approach to stock market regulan China has received most
of the academic attentidhin this paper, we focus on the role of the stexghanges as
providers of investor protection. We explore aeldwt unstudied form of securities
regulation in China—public shaming sanctions implose listed companies by the
Shanghai and Shenzhen Stock Exchafgége have data on public criticisms of listed
companies imposed by the Shanghai and Shenzhek Btobanges from 2001-2006.
We combine event study methodology with qualitatigsessments of data and
interviews of market participants and regulatorsstplore the impact of the public
criticisms on sanctioned firms and directors.

Our paper is related to several different strasfdesearch. In addition to the
literature, just discussed, on stock market devetan, the Chinese case contributes to a
small body of literature on the use of shaming tans as a corporate governance tdol.
To date, that literature has focused almost exadlysion the United States. But the
United States, with its relatively efficient stoglarket and comparatively robust set of
corporate and securities law enforcement institigtionay not provide the best
environment in which to consider the effectivenafsieputational sanctions on corporate
behavior. China, with a comparatively underdevetbfegal system, may offer a better
setting in which to examine the role of reputatisanctions in corporate governarice.
Indeed, recent research has emphasized the rad@utational mechanisms in
buttressing poorly developed formal governancetuigins to support economic growth

8 See, e.g., Walter Hutchens, Private Securitiggdtion in China: Material Disclosure about China’s
Legal System?, 24 U Pa. J. Int'l Econ. L. 599 (2003
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in China? Exploration of the use of stock exchange critiisn China also contributes
to a nascent literature on the role of the medigoiporate governance generdifyAs

we will show, domestic media coverage of the sanstiof affected firms and individuals
serves as an important mechanism of disciplinequaatly in the Chinese context.
Finally, our research is broadly consistent witheamerging scholarly view which
identifies devolution of authority, regulatory pogntrism, and experimentation as key
features of China’s process of legal institutionlding to date.

Part | sets the stage for our discussion by dasgristock market development in
China on a comparative scale, outlining the staksrt thus far to build a regulatory
environment for capital markets in China (includbgh legal and stock market
approaches), and assessing the limitations of déygseaches to date.

Part Il explores the use of public shaming sanstioy the stock exchanges as a
means of improving corporate governance in Chiwa present data on public criticisms
of companies and individuals imposed by the Shargtd Shenzhen Stock Exchanges
from 2001 through 2006. We examine the extenthiclvuse of public criticisms
represents a delegation of regulatory authorityheyChina Securities and Exchange
Regulatory Commission (CSRC) to the stock exchgryes consider the possible
emergence of regulatory competition between thaaxges.

In Part Ill, we attempt to discern the effect af fhublic criticisms from a variety
of different perspectives. We examine the effé¢he criticisms on stock price,
financing options, and the reputation of individeakcutives as well as the corporation
itself. Our analysis suggests that public crititssdo matter to a variety of constituencies
in China. Moreover, other Chinese regulatory achave begun using the public
criticisms as a touchstone around which to builehgl@mentary monitoring devices for
firms. These findings strongly suggest that siaaghange criticisms, although largely
ignored in prior literature on China’s securitiearkets, have become an important tool
for combating malfeasance in China’s securitiesketsr

In Part IV, we evaluate the use of shaming sanstas a regulatory tool in the
Chinese context, and tie the specific experieneenéxed here into a larger picture of
corporate governance reform and legal developnme@hina. The use of shaming
sanctions by the stock exchanges fits a largem@ven) pattern of experimentation and
decentralized enforcement that has taken root €iindea’s economic and legal reform
period began in the late 1970s. Our researchnsisent with the general findings of
other scholars who have emphasized the use oiomdhr reputational mechanisms as
informal supports for China’s economic developmentr study, however, provides a
concrete and contextualized example of a reputaltimechanism to support economic
activity in capital markets. We also show thatr@s stock exchanges, despite their lack

2 Eranklin Allen, Jun Qian & Meijun Qian, Law, Fine® and Economic Growth in China, 77 J. Fin. Econ.
57 (2005).

13 Alexander Dyck & Luigi Zingales, The Corporate @avance Role of the Media, NBER Working Paper
No. 9303 (Oct. 2002); Alexander Dyck, Natalya \falea & Luigi Zingales, The Corporate Governance
Role of the Media: Evidence from Russia, workinggra(June 2006).



of independence from the state, may emerge as tangactors for strengthening
oversight over China’s listed companies. Suchrotiet devolution of authority may be
crucial to the continued strengthening of legatitngons in China, just as it has proved
an important determinant of China’s economic sucteslate.

I. China’s Stock Markets: Regulatory and Developmetal Strategies

As noted above, there is now a large body ofditee on stock market
development. Generalizing from this literature,fimel consensus on several key points.
Law matters to stock market development, althoughda not know under precisely
what conditions or even precisely what constittige®d” law for this purpose.

Moreover, private initiative also matters, commoinlyhe form of self regulation of
members by the stock exchanges, but perhaps atke form of investor litigation.

In this Part, using these key points of consenstisaime the discussion, we
briefly describe the development of China’s stoakkets to date. The picture that
emerges is entirely consistent with the literatarenarket that has grown significantly in
a relatively short time under a dual strategy ghledevelopment and self-regulatory
initiative,** but one whose functions and linkages to the laegenomy are still
problematic and shallow, plausibly due to the sewenfines within which the dual
strategy has been pursued in the Chinese congait.A provides an overview of
Chinese stock markets in comparative perspectigt B outlines attempts to regulate
these markets by statute and investor-initiatégkliton. Part C sketches the self-
regulatory activities of the stock exchanges.

A. Two Snapshots of China’s Stock Markets

China’s present stock exchanges were formally agat@and established in late
1990. Their founding came just over a decade #feprocess of economic
liberalization began® This context is important in understanding why éxchanges
were established. One major purpose in creatieg@xichanges was to tap private
savings to fund state-owned enterprises (SOEsthwiliere in the process of being
restructured® SOE listings were viewed from a predominantlyelepmental
perspective—financing local industry, raising fiseaenues, and fueling the ambitions
of local officials!’ Another rationale was to stimulate investmentisgent among the
public!® Standard rationales for creating a stock markétanting the most promising

14 Or at least what could reasonably pass as selfatgy initiative under existing political and kg
constraints.

!> The Shanghai Stock Exchange was established oarimer 26, 1990 and the Shenzhen Stock Exchange
was established on December 1, 1990. (pe//www.sse.com.cn/sseportal/ps/zhs/sjs/sliBhanghai)
andhttp://www.szse.cn/main/aboutus/bsjs/t{§henzhen).

16 Kenneth Dam, The Law-Growth Nexis 260 (2006).

" Stephen Green, Equity Politics and Market Instng: The Development of Stock Market Policy and
Regulation in China, 1984-2003, at 10.
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investment opportunities in the economy and fatihig secondary trading of shares—
appear to have ranked relatively low among the gowuent’s list of priorities.

At their inception, the stock exchanges were fodraenon-profit membership
organizations. They were supervised by the twallgovernments with some oversight
by the local branches of the People’s Bank of CRRBOC), the central bank. The
inconsistency of local regulation and inadequacsugfervision, which generated some
high-profile problems, led to the creation of theifa Securities Regulatory Commission
(CSRC) and greater centralization of authority dierexchanges in 1992. For the next
several years, authority was unevenly distributedrag local officials and a variety of
central government agencies, including the CSREPBOC, and the Ministry of
Finance. It was not until 1997 that oversightha €xchanges was centralized in the
CSRC.

Throughout the 1990s the Shanghai and Shenzhemeyet competed to attract
new listings'® In September 2000, the Shenzhen Stock Excharspesded new listings
in order to prepare for the creation of a boardméll and medium enterprises. Reports
stated that Shanghai and Shenzhen had competgtfoght to host the new board
focused on small, high-growth and high-tech comgmniShenzhen prevailed, but only
after giving up the right to list larger compant&s From late September 2000 through
May 2004, virtually all new A-share listings in @laiwere on the Shanghai Stock
Exchangé?

In May 2004, the CSRC, with approval of China’st&t@ouncil, formally
approved the creation of the Shenzhen Stock Ex&susgnall and Medium Enterprises
Board (SMEB). New listings on the SMEB commenaedune 2004. As of February
2007, a total of 111 companies had listed on th&BMIn principle, since June 2004 all
small and medium companies have listed in Shenzileite larger companies have

19 Shenzhen: Ni bei shei paogi [Shenzhen: who ddype], People’s Daily Online, Nov. 17, 2002; Jin
Xinyi, Zhu sanjiao shidiao jingzheng li le ma [Hhe Pearl River Delta lost its competitivenessly 28,
2003; Jinrong yanshengpin shichang tongyang Xiy@aheng [The market for financial derivative
products also needs competition], Jinrong Shibauafice Times], Sept. 4, 2006.

% Chuangye ban hechu chuangye? Jing Hu Shen zt#mea@y “ban” da zhan, [Where will the start-up
board be started? Beijing, Shanghai and Shenzhgin thee battle for obtaining the “board”], Beijing
Qingnian Bao [Beijing Youth News], Nov. 18, 200(hi@&ngyeban, xia yi bu [Start-up board, the next
step], Nanfang Zhoumo [Southern Weekend], Jun®062 Shenzhen also successfully resisted efforts t
merge the two exchanges. 1999 Yimao zhi bian Shenhiizheng (2) [A heightened battle between the
Shenzhen and Shanghai Stock Exchanges in 1999 (2)],
http://book.sina.com.cn/nzt/soc/shenzhenshijias&ll; Jiaoyi suo cong junheng fazhan zouxiang
jingzheng [Stock exchanges go from balanced dewatop to competition],
http://www.shlottery.gov.cn/epublish/gb/paper1240Q0222/class012400011/hwz174787 htm

2L Since September 2000, the Shenzhen Stock Exclysmgeally suspended the listing of new A-shares in
order to prepare for the establishment of the-siatboard. See, Duan Hongyan, Diwei Xueruo, Gongne
Ruohua, Zanting Shenjiaosuo Xingu Shangshi Dui Shem Zhengquan Shichang Yingxiang Yanjiu
[Position to be Weakened, Functions to be ReducBa@search Concerning the Impact on the Shenzhen
Securities Market Caused by the Suspension of igteny of New Shares on the Shenzhen Exchange],
Zhongguo Jingying Bao [China Business Newspapargust 29, 2002, available at
http://www.people.conhttp://www.people.com.cn/GB/jinji/36/20020829/81 GAtm.




listed in Shangh&? While there do not appear to be fixed thresholdsirdjuishing the
size of listings on the two exchanges, in gen&hgnghai-listed companies tend to be
larger, more prominent, and have more connectiossate ownership than those listed in
Shenzhen. As of January 2008, there were a tb&®companies listed in Shenzhen
and 840 listed in Shanghdi.

Today, Chinese stock markets look extremely impvesgparticularly given their
short history. A snapshot of the current size—asasuared by several widely used
metrics—is provided in Table 1.

INSERT TABLE 1 HERE

As Table 1 indicates, by the end of 2005, Chintdslsmarkets were the twelfth
largest in the world by market capitalization,ddnth largest by total value traded (a
more accurate measure of their true size, givetntlogst shares of public companies in
China are only now becoming tradable as a resuttfofms undertaken in 2005 and
2006), and tenth largest by number of listed congganTable 1 thus lends support to the
conclusion of other observers that China has dalkinvcomparison to other transition
economies in terms of stock market developmengaast as measured by these standard
indicators®* Nonetheless, the market is still not commensuitte China’s huge size
along many other economic dimensions such as foreggerves, trade surplus, private
savings, and so on.

But these data may convey a rather misleading i@icitithe market. The
companies listed on the Chinese stock exchangesrak relative to listed firms in other
markets, even other transition economies such ascdland Brazil. For example, China
ranks thirty-second in the world in terms of averaige of listed companiés.

Moreover, the state or state affiliates controlul&)% of the companies listed on the
Shanghai and Shenzhen stock exchanges, despfecthibat much of the tremendous
growth in the economy has been generated in thatersector, not the state sector.

22 Shenjiaosuo wuyue tuichu zhongxiao giye ban yinghen zhuban shichang baochi juli [The small and
medium enterprises board that the Shenzhen Stoctage will launch in May will maintain separation
from the main board], Zhonghua Gongshang ShibainfCBusiness Times], March 30, 2004. A 2006
report in theChina Securities Journatated that the standard for determining companibe listed on the
SMEB “is still awaiting clarification,” and that ¢hsize of companies listing on the SMEB has been
gradually increasing. Zhonggong guoji shoufa gushuangzhongxiao ban gongsi jilu [The size of
CAMC's initial offering is a record for the smalhd medium enterprises board], Zhongguo Zhengquan
Bao [China Securities Journal], May 30, 2006. Soww listings in Shenzhen post-2004 have exceeded
the size of certain listings in Shanghai duringshme period. The general trend, however, is failem
gé)mpanies to list in Shenzhen and for larger congsao list in Shanghai.

4 See Katharina Pistor & Chenggang Xu, GoverninglSMarkets in Transition Economies: Lessons
from China, 7 L. & Econ. Rev. 184 (2005).

% |t is worth noting that China has far fewer lisepanies (1384) than the major developed ecorsomie
such as the U.S. (5231), or the other large triamsgtconomy today, such as India (4730).



By other measures, China’s stock market appearsidenably more marginal.
For example, the ratio of external capital to GNR6% in China (using only the value
traded part of the stock market rather than totalket capitalization) versus 40% in a
widely used (“LLSV”) average. As of 2005, bank dsjts were about 18 times larger
than stock market capitalization as a percentagef®>° The ratio of IPOs to
population is 0.05 in China versus 1.02 in the LL&8Mrage. As one group of
researchers concludes, “[bJoth the scale and velatnportance (compared with other
channels of financing) of China’s external marlas not significant® To be sure, the
market is gaining in importance as a mechanisnogdarate finance and a means to
channel China’s huge private savings. But theseldpments are very recent; their
sustainability has yet to be proven.

INSERT TABLE 2 HERE

China’s stock markets suffer from serious problémas limit their role in the
economy. For example, listed companies in Chxingbé low variation (high
synchronicity) in firm-specific stock returAsuggesting that the stock market does not
allocate capital efficiently. Consequently, resbars conclude, “Russia and China,
among all transition economies with substantiatlstoarkets, have been least successful
at fostering functionally efficient stock markefS."Chinese stock markets are also
believed to be inefficient in pricing capitil.In its short history, the Chinese stock
market has been beset by scandals. In the pedi@@ tb 2003, a sharp market decline,
there was widespread false accounting and mislgatigtiosure among listed firms, and
several major scandals, including some of the &rligged companies in China.
Accounting fraud, market manipulation, and poocldisure were seen as widespread in
the early years of the markets, and remain protiertaday>"

For most of the stock markets’ short history ungéity recently, these problems
worked to limit the number of investors in the netrklong with the importance of the

% |nvestment Perspectives 14 (July 2005).

" Franklin Allen, Jun Qian and Meijun Qian, Law, &ite, and Economic Growth in China, 77 J. Fin.
Econ. 57, 73 (2005).

% See Art Durnev, Kan Li, Randall Morck & Bernard 0w, Capital Markets and Capital Allocation:
Implications for Economies in Transition, 12 Econcsrof Transition 593, 595-96 (2004) (comparing the
U.S., “a more functionally efficient market,” witbhina, “a more functionally inefficient market” wige
functional efficiency refers to the ability of ask market to allocate capital to its highest valses); see
also Merritt B. Fox, Art Durnev, Randall Morck & Beard Young, Law, Share Price Accuracy, and
Economic Performance: The New Evidence, Fig. 3(ldy of 40 countries, showing China with the
second to highest level of stock return synchréyieia measure of share price accuracy, with highesls
meaning less accuracy).

2 Art Durnev, Kan Li, Randall Morck & Bernard Youn@apital Markets and Capital Allocation:
Implications for Economies in Transition, 12 Econcsrof Transition 593, 623 (2004).

30 See Dongwei Su, Chinese Stock Markets: A Resésaciibook 88 (2003) (random walk null
hypothesis is strongly rejected using variancerasts of Chinese market, suggesting inefficiency)

31 See, e.g. Zhiwu Chen, Capital Markets and Legael®ment: The China Case, 14 China Econ. Rev.
451, 459 (2003) (noting widely known accountinguftaand market abuses).



stock markets in China’s experiment with capitalisis one observer put it several
years ago, “[ijn economic terms, the impact of @grstock market on the real economy
and society as a whole has been marginal?. Although the market boomed in 2006-07
and drew in many new investors, the recent trempears unrelated to a surge in investor
confidence in the structure of the market. In §Hohina’s “newly established Shanghai
Stock Exchange and Shenzhen Stock Exchange...aréngrawsize and volume, but
their scale and importance are still not comparebher channels of financing, in
particular the banking sectot>”

Thus, China’s stock market development to dategmtssa decidedly mixed
picture—it is a large market, but one that doesyebplay a meaningful role in pricing
and allocating capital in the Chinese economy,@adrly for firms unconnected to the
state. In the next sections, we will see thatthiised picture is precisely the result to be
expected based on China’s uneven pursuit of thed lggproach and the self-regulatory
approach.

B. The Legal Approach

Given the developmental rationale for the estabiisiit of the exchanges, it is not
surprising that investor protection did not recaivech attention in the early years of
China’s stock market. Almost a decade of operabhpthe stock exchanges passed
before the legal system began to respond in a camepsive way to investor protection
concerns. A Securities Law was enacted in 1898he law gave the CSRC clear
regulatory authority over the stock exchanifeShe law expressly prohibited disclosure
of false information, insider trading, and marketmpulation, but did not in practice
permit investor lawsuits This new legal environment was stress-testedtigtagter it
was put in place, when a serious market declirg901 brought numerous lawsuits
against listed companies. Initially, the Suprereepgte’s Court (SPC) instructed lower
courts not to hear the suits, no doubt reflectioigcerns about institutional competency.
In January 2002, however, the SPC issued a guaphoviding that investor sulits for
misleading disclosure could be brought, provideddbmpany had been administratively
sanctioned for false disclosure by the CSRC. Assghbent SPC regulation in 2003
permitted suits also in cases where the companyeead punished for false or
misleading disclosure by other administrative depants or found liable in a criminal

32 Zhiwu Chen, Capital Markets and Legal Developm&he China Case, 14 China Econ. Rev. 451, 453
(2003).

% Franklin Allen, Jun Qian & Meijun Qian, Compari@inina’s Financial System, unpublished working
paper.

3 Prior to 1998, the securities market had been mueeeby a series of regulations, most significatitsy
Provisional Regulations on the Issuance and Traglir@gcurities.

35 The 2005 Securities Law continues this authoriytisg that the CSRC is to “carry out supervisiod a
administration of the securities market” and igressible for investigating and punishing any viigias of
the securities laws. Arts. 178 and 179.

3 Whether or not the 1998 law authorized civil laitsis a topic that has generated disagreementlért
63 of the 1998 law stated that individuals and canigs who committed misrepresentation should pay fo
any resulting harms- strongly suggesting thatdiiign could be used. In practice, however, coudsdt
view this provision as authorizing civil lawsuitshinese scholars have argued that the courtsfuring

to accept such suits, were ignoring the law.



proceeding. The 2003 regulation also authorizés sthere individual company
officiag, but not the company, had been admintistedy sanctioned or convicted of a
crime:

The CSRC uses three primary tools to punish listedpanies. First, for lesser
infractions, the CSRC may issue reprimands calbedréction orders,” in which a
company or individual is told to correct certairnbeior>® Crucially, however,
correction orders are not formal administrativecsams and thus do not make target
companies eligible for civil lawsuits under the SRng discussed above. Second, the
CSRC issues more serious administrative sancti@isiay take the form of formal
warnings or fineg® Fines for companies range from 300,000 to 600y2GMH
(approximately $40,000-$77,000); individuals arbjsat to fines ranging from 30,000 to
300,000 yuan ($4,000-$40,008) As discussed above, companies subject to
administrative sanctions relating to informatioealibsure are also subject to potential
civil liability. Third, individuals who commit seyus violations may also be barred from
participation in the securities markets and fromvieg as a senior manager or director of
a listed compan$/*

INSERT TABLE 3 HERE

Table 3 shows the number of formal administrateections issued by the CSRC
from 2001-2006. Several points are noteworthystFirom one perspective, the number
of sanctions seems rather modest given the ubiquitlyseverity of the problems with
false accounting, insider trading, and inaccur&eldsure in China’s stock markets. The
institutional and political constraints within whithe CSRC operates seem apparent in
these rather small numbers. On the other harsirdigulatory activity must be viewed
within the developing country context, and consden light of the youth of the
institutions involved. Second, the last row of takle, showing the number of sanctions
for misleading disclosure, is the number of comeanihat are eligible to be sued by
investors under the SPC’s 2002 and 2003 guidelines.

The difficulties of the legal approach are highteghby our data. As can be seen
from the last row of the table, during the five-ypariod eighty-seven companies were
“suit-eligible” under the criteria specified in tiC guideline. An additional twelve
companies were suit-eligible because they weretisarec in 2000, and thus came within
the two-year statute of limitations that the SP@lgshed when it first authorized such

3" The 2002 SPC Guideline was silent on this issueractice, the CSRC rarely disciplines corporate
officials for misrepresentations without also s@ming the company.

% The CSRC technically may also issue reprimandsred to as “notices of criticismtangbao piping It
does so only rarely, and such notices do not apgpdag a key regulatory tool of the CSRC.

39In most cases companies or individuals are bogudfiand warned; in a small number of cases the CSRC
has imposed either only a warning or only a fine.

0 Securities Law art. 193.

1 Securities Law art. 233. Further details regagdinlividuals subject to bans are set forth in the
Zhengquan shichang jinru guiding [Regulations onsban market entry], CSRC, July 10, 2006. Market
bans are not technically considered to be admatiger sanctions. In practice, however, individwab are
banned are also subject to administrative sanctions
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suits in 2002. Thus a total of ninety-nine comparhave been suit-eligible as a result of
CSRC administrative sanctions. Some additionalpaomes sanctioned by the Ministry
of Finance or held criminally liable in this periagtre also suit-eligible. Complete data
on these sanctions are unavailable, but Chinesgelawvho have represented plaintiffs
in investor fraud suits estimate that approximatesgnty additional listed companies are
suit-eligible as a result of criminal judgmentaMinistry of Finance sanctions. Thus, the
total number of suit-eligible companies appeatsad@pproximately 120. According to
our analysis and to plaintiffs’ lawyers, roughlyemty companies have in fact been sued
in this period* A sue rate of about seventeen percent may iyit#&iike some readers
as high, but recall that in order to be suit-eligjla company must haadreadybeen
administratively or criminally sanctioned for miaténg disclosure. Because the factual
finding of wrongdoing has already been made, iotheecovery should be
straightforward: plaintiffs must show that they wdvarmed by the fraud, which is
determined on the basis of whether plaintiffs tefldres at a certain point. Thus, put
differently, although CSRC-sanctioned companiesldiappear to be easy targets for
investor lawsuits, approximately eighty-three pata# the eligible target companies
have not been sued.

Interviews with plaintiffs’ attorneys suggest tima&ny suit-eligible firms have not
been sued because the prospect of recovery isystogbmall to justify the expense,
time and effort required to bring suit. Doctrildistacles and uncertainties, the lack of a
class action mechanism to aggregate claims, lagalritism in the courts, uncertain
enforcement prospects, political pressure, andladéassets against which to collect a
judgment from an erstwhile defendant corporatidnvalk to diminish the viability of
the legal system as a means of protecting investordy a handful o€ases thus far have
resulted in a judgment in favor of plaintiffs; aaimumber have also settled.
Comprehensive data on such outcomes are not alkail@me 2006 media report stated
that fourteen cases had resulted in judgmentsttersents; lawyers say that only a few
cases have resulted in court judgments orderingoeasation to plaintiffé> Many of
these judgments and settlements have yet to becedfcand other cases are languishing
in the courts without any apparent progress tovagrigment.

China’s use of the legal approach is not limitedde of sanctions against
offenders. Over the past decade, the CSRC has dtoksonstruct a system of ex-ante
regulations, for example by imposing limitationsran-arms-length transactions or by
requiring information disclosure. There has alserbiévely debate in the Chinese
financial media regarding a range of options feerggthening the legal approach. Yet
there appears to be widespread agreement thegsitds of yet, the legal approach has
failed to address the widespread problem in Chicafstal markets.

*2 There is no comprehensive source of data on d#esgs Data on the number of companies sued isdas
primarily on review of Chinese media reports, and heen confirmed by conversations with both giéént
lawyers and Supreme People’s Court officials.

3 Lu Zhou, Shouli kuaiji shiwusuo bei panfa [Thesfijudgment penalizing an accounting firm], Beijin
gingnian bao [Beijing youth daily], Aug. 3, 200&aglable at
http://www.p5w.net/news/gncj/200608/t451328.htm.
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These problems with the legal approach to invgstotection may account for the
fact that China’s stock market is still relativeigderdeveloped and insignificant to the
economy as a whole. Research by Franklin Allena@nduthors supports this
conclusion** Comparing China’s investor protections and extkfinancial market
development to those of 49 other countries, theg fhat China appears in the bottom
left corner of the matrix (weak investor protecgéand comparatively small capital
market) together with Mexico and Indonesia. Horomné and Singapore appear in the
extreme upper right hand corner (strong investotgations and comparatively large
capital markets), with the UK and the US in the sasgion®

C. The Stock Exchanges as Self Regulatory Organization

As noted in the Introduction, the legal approachapital market development
does not appear to be the only successful appreébley as a historical matter or from a
theoretical perspective. Stock exchanges may lieplaeed—perhaps even optimally
situated—to provide investor protections. Thedtare on stock exchanges as
regulators, however, rests on the assumption liea¢xchanges are private, member-run
organizations, an assumption that does not hol€fana. As noted above, although the
Shenzhen and Shanghai exchanges were initiallynarga@ as member organizations
overseen by their respective local governmentsesi®97 they have been under the
direct oversight of the CSRC. The first securiteas defined the exchanges as legal
entities without profit motive established by Ch:&tate Council for the purpose of
trading in securitie§® This regulatory re-structuring had important ef§eon the self-
regulatory authority of the exchanges. The CSRE{he exchanges, has the power to
appoint and remove major stock exchange persomoglding the general manager.
Until 2006, the CSRC approved the listing of segsion the exchanges, and effectively
retained exclusive authority to de-list firffs Although the exchanges were legally
charged with supervising information disclosurdibted firms, they lacked formal
investigative and sanctioning power. As one contatenobserved, “[t]he paramount
influence of the CSRC's interventionist role in geties regulation has overshadowed
the capacity of [China’s] stock exchanges to pcactheir self-regulatory role as
mandated by law*®

In theory, the 2005 revision of the Securities Llmaved the exchanges a step
closer to actually performing a self-regulatoryerolTwo changes are significant. First,
the law gives the exchanges the power to accepigss temporarily suspend trading in
securitie§® and to de-list companié8. Second, the law now expressly defines China’s

“ See Allen et al, supra note _.

**1d. at 75.

61998 Securities Law, art. 95.

471998 Securities Law, arts. 55-56. Article 57w 1998 Securities Law stated that the CSRC could
delegate such power to the exchanges.

“8 Chenxia Shi, Protecting Investors in China throMylitiple Regulatory Mechanisms and Effective
Enforcement, unpublished working paper, at 223-24.

9 Securities Law 2006, art. 55.

%0 Securities Law 2006, art. 56. The new law alsonits the exchange to establish listings requiremen
that are higher than those set by the Securiti@s Lla addition to specifying certain conditionsden
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stock exchanges as self-regulatory organizatibr@ommentators and exchange officials
have pointed to the change as signifying that Kub&nges are no longer state entities,
and that the exchanges are moving towards greaten@my from the CSRE In

practice, however, the exchanges continue to biesuio the authority and control of the
CSRC, with senior officials at both exchanges apeai by the CSRE

Although the self-regulatory capacity of the twalkanges is a work in progress,
they have been proactive in carving out a roléliemselves within the narrow political
and institutional space provided them by the st&erhaps not surprisingly, few
observers have paid close attention to these sfflatusing instead on the much higher
profile legal approach pursued by the CSRC andagwilitigants’* But as we will see, in
overlooking the enforcement role of the exchangbservers have missed a novel and
potentially important experiment in capital markegulation through reputational
sanctions. We turn now to an exploration of thigeziment.

which trading may be suspended or a company malelisted, the Securities Law also states that the
exchange may specify in its listing rules othematiions in which a company may be delisted or have
trading suspended. Article 60 of the Securitiew Igives the exchanges the power, under certain
circumstances, to temporarily suspend trading imdispand article 61 grants the exchanges similaepo
to delist companies’ bonds. Securities Law&0®t.61. The provisions, however, do not grantreisan

to the exchanges to specify additional conditi@agling to suspension of trading in bonds. This may
reflect the fact that China’s bond market is fragted, with only some forms of bonds being tradedhen
stock exchanges.

*1 Securities Law art. 102. The revised securities dlso states that administrative review of deaisito
suspend trading or to delist companies shall beledrby a body established by the exchanges. Thus
under article 62 the new law stock exchange dewssio delist or suspend trading in shares or banels
not subject to review by the CSRC. Securities laaticle 62. Prior to the new law, administratieeiew
of decisions to suspend or delist shares was hahgi¢he CSRC. Zhongguo Zhengquan Jiandu Guanli
Weiyuanhui Xingzheng Fuyi Banfa [CSRC Methods onmiistrative Reconsideration], Jan. 1, 2003, art.
7. A third potentially significant change is the isgion of a reference to the exchanges as “noritgrof
Thus in theory exchanges could be restructuredfartprofit organizations.

*2Seee.g., Xin Zhengquan Fa Xiafang Quanli Jiaoyishimian xingu shenhe deng san wenti [New
Securities Law Delegates Power, Exchanges to desgtly with examination and verification of new
stocks and three other questions], available at
http://finance.sina.com.cn/stock/t/20051102/1435283.shtml; “Zhengquan Fa” xiagai jiang gei
shichang dailai xin lihao [“Securities Law”] rewisi will bring new advantage to the market], avd@adt
http://news.xinhuanet.com/fortune/2005-10/29/cont8@98917.htm; Xin “Zhengquan Fa” wanshan
zhengquan shichang jianguan zhidu de fali jiedugpuudential explanations of the improvement @f th
oversight system of the securities market fromrtbe “Securities Law”], Zhengquan Shibao [Securities
Times], available at http://www.hbgufen.com/nhbgufdgqtgzx/Article_Show.asp?ArticlelD=1799;
Wanquan jiedu “Zhengquan Fa” Xiuding An [A completelanation of the revision of the “Securities
Law"], available at http://www.xsdzq.cn/xsd/pubiidbDetail.jsp?classiD=123297&infolD=5585991.

%3 Interview 2006-1; Interview 2006-68; see also Xlrengquan Fa chutai zhi hou [After the new
Securities Law comes out], Liaowang Dongfang Zhouastern Outlook Weekly], available at
http://news.sina.com.cn/c/2005-11-09/10098250523Uglfreporting on arguments that the law makes no
substantive changes to the division of authoritydleen the CSRC and the exchanges, in significamt pa
because the CSRC continues to select the exchaseyast officials).

> Interestingly, the most extensive treatment ofgthklic criticisms in the English-language literatu
treats them as indistinguishable from CSRC (govemtjrsanctions, rather than as a self-regulatory
initiative of the exchanges. See Gongmeng Cheahddl Firth, Daniel N. Gao, & Oliver M. Rui, 24 J.
Accounting & Pub. Pol. 451 (2005).
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II. Public Criticisms by the Stock Exchanges

In this Part of the Essay, we examine public dstits by the stock exchanges as a
regulatory tool in China. In Part A, we providengarehensive data on the number of
companies and individuals criticized by the Shanghd Shenzhen stock exchanges
from 2001-2006. In Part B, we query whether th@gecisms represent a delegation of
regulatory authority from the CSRC to the stockiexwes. In Part C, we analyze the
guestion whether the data reflect a nascent forregiflatory competition between the
Shanghai Stock Exchange and the Shenzhen Stoclaigeh

The stock exchanges have four primary regulatavistat their disposal. In
ascending order of severity, they are oral warnitegters of oversight and supervision,
notices of criticisms, and the focus of this aetielpublic criticisms” In addition, the
stock exchanges may deem individuals to be undaitatserve as senior managers or
directors of listed companies; the exchanges m&y @lder companies to remove their
company secretari€8. Only public criticisms and declarations of unahitity for office
or orders to remove secretaries are made pub&dess severe sanctions are considered
to be non-public “internal oversight measurgs.”

The use of public criticisms as a regulatory dewigehe Chinese exchanges is an
example of extended institutional borrowing. Thaagbice of publicly censuring listed
firms and directors originated in the London Stésichange. It was extended in the

®5 We translate the Chinese term for the sanctigosgkai gianzeas “public criticism.” Other writers in
English have translated the term as either “putsicsure” or “public condemnation.” Although “pidbl
censure” is perhaps a more literal translatiorhef€hinese, we use “public criticism” because iteno
effectively conveys the intended reputational éfexf such sanctions. The exchanges only stastednig
public criticisms in 1999. Wu Zhipan, Zhengquamjisuo chuli quan wenti yanjiu [Research into
questions regarding the sanction powers of stockanges], available at
http://www.sse.org.cn/UpFiles/Attach/1903/2005/@412:05348750.doc

5 Warnings are generally issued for only minor iofiens. Oversight Letters are slightly more sesjdaut
are still relatively minor notices to companiestthppear primarily designed to elicit further infaation
from companies regarding unusual arrangementstivitees. Notices of criticism are more seriousda
are one step short of a public criticism. Of thiesser forms of oversight measures, Letters ofr Syt
are by far the most common: the Shanghai stockamgsissued 716 such letters in 2006, althoughian p
years the highest total number of such letters¥@s The number of oral warnings and non-public
notices of criticism issued by each of the two exaes has generally been a few dozen per year.

" Notices of criticism, otongbao pipingthe second most serious step the exchangesgakesalisted
companies, are generally not made public. In scases, however, the exchanges have made suchsotic
public, or companies have disclosed the fact ey have received notices of criticism. News repalso
from time-to-time carry details of such non-puldanctions. Interview 2006-77.

In addition, although Notices of Criticism from tB&anghai Stock Exchange are distributed only
to the company or individuals being criticized, Blgenzhen Stock Exchange distributes Notices of
Criticism to all listed companies. Interview 2008-@ he rationale for informing other companies ape
to be that doing so will help the overall functiogiof the market by informing all companies of tiges
of conduct that are being punished. Exchangeiaffidefend the practice of notifying other comjgani
but not the public on the grounds that they arelfaregulatory organization, and are simply makatlger
members of the exchange aware of the misconduwty &lso contend that such conduct is not genesally
serious as to be of interest to investors.
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Financial Services and Markets Act, under whichRB& may publicly censure any
director knowingly involved in a breach of the #t@xchange listing rules. The censure
provisions supplement more formal penalties that beaimposed for violation of the
listing rules and Companies Act. The Hong KongcBtiexchange borrowed the practice
of issuing public criticisms from the London Std€kchange. The two Chinese stock
exchanges, in turn, modeled their practice on Hoémigg. The effect of public criticisms
as regulatory devices in London and Hong Kong lea$aen systematically examined.
Some scholars, however, have argued that the ugdioisms by the Hong Kong Stock
Exchange has contributed to comparatively low lewe¢lprivate benefits of control
among Hong Kong-listed firnts.

Although the listing rules of both exchanges madkarcthat violations may
subject companies to internal or public sanctitims,conduct that will result in each type
of sanction is not made public. The listing rulebjch were first adopted in 1998 and
revised repeatedly thereaff@rcontain only vague language regarding the circantsts
in which the exchanges may issue public or intesaattions against listed companies.
In general, the listing rules state that the exgkearmay issue non-pubic or public
sanctions against listed companies depending othehthe offending conduct is minor
or serious. Similarly, the listing rules statetttiee exchanges may deem an individual
unfit to serve as a director, supervisor, or semanager of a listed company, but provide
no details as to the conduct that will result inlsa determination.

The lack of detail in the listing rules leaves asige discretion in the hands of
the exchanges in determining whether companiesdh@usubject to public criticisms or
other measures. The Shenzhen Exchange has takensseps to establish clearer
standards. Thus, for example, in 2005 the ShengEkehange issued th&uidelines for
Directors of Listed Companigw/hich specify circumstances where an individuaiyrbe
deemed unsuitable to continue to serve as a diredtoese include having been subject
to two public criticisms or three notices and citims within the prior three yeas.The
Shenzhen Exchange also maintains internal, nongsiiaindards that determine whether
particular conduct will result in a public critiasor a lesser form of reprimand. The

%8 Alexander Dyck & Luigi Zingales, Private BenefitsControl: An International Comparison, National
Bureau of Economic Research Working Paper No. §20Q1); Dyck & Zingales, The Corporate
Governance Role of the Media, supra note 13.

%9 The Shanghai and Shenzhen listing rules wereiigrin their substantive provisions from 2001 @08
— reflecting the fact that the rules are drafteddnsultation with, and are approved by, the CSRte.
repeated revisions to the listing rules have tendesrengthen the exchanges’ oversight powersiding
more specific requirements regarding disclosurggabibns and greater emphasis on making disclosed
information available to investor. In additionyicais revisions have emphasized the exchanges’ self
regulatory authority, and have sought to sepaheexchanges from the CSRC. For example, earlier
versions of the Listing Rules had stated that #whanges could refer serious cases of miscondubeto
CSRC,; such language was omitted in revisions ma@@05. Earlier versions of the listing rules petead
the exchanges to issue fines. In practice, howehey rarely, if ever, did so.

% Art. 41. Other circumstances giving rise to a barserving as a director include a finding that th
individual has insufficient time to dedicate to quany business, being subject to two public critics
from the CSRC within three years, serious derelictif duty or misuse of position, or causing sesiou
harm to the company or the interests of publicethalders.ld. The Shanghai Stock Exchange does not
appear to have adopted similar rules.
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standards specify certain types of misconductwliatutomatically give rise to a public
criticism®® For other forms of misconduct, including failucedisclose certain related-
party transactions or failure to disclose loankan guarantees, the Shenzhen
Exchange’s standards look to whether or not theevaf the transaction equaled a
specified percentage of the company’s registerpiatar net assef€.Shenzhen
Exchange officials state that their decision nantike the standards public is due to the
fact that the Chinese market “is not sophisticétetficials are concerned that if
companies were aware of the specific standardg,nttight manipulate their disclosure
so as to avoid sanctiofi. Exchange officials note that in most cases cangsaare
required to disclose transactions that fall belbe/percentage thresholds as well as those
that exceed the thresholds—only the sanction,hetlisclosure obligation, turns on the
size of the undisclosed transactfén.

By contrast, in interviews, Shanghai Exchange @fécdid not mention the
existence of standards similar to those in Shenzleteed, some Shanghai Exchange
officials note and complain about the lack of clpaovisions governing the conditions
under which companies may be sanctioffe@he extensive discretion vested in the
hands of the exchanges in making determinationgdeet serious and lesser misconduct
may allow the exchanges flexibility in combatingu®rms of misconduct. But such
discretion also suggests that other consideratinokiding external pressure, may play a
role in determining whether a company receivestdipariticism of a lesser form of
reprimand®

A. Data on Public Criticisms

Table 4 sets forth the number of public criticisssuied by both exchanges from
2001-2006. As the Table shows, the Shanghai $#&ckange issued a total of 109
Public Criticisms between 2001 and 2006. The exghassued sanctions against 89
different companies. Sixteen companies recew@ddublic criticisms; one company
received thred’ In addition, eight companies that received putditicisms (including
three that were criticized twice) were subsequethelysted from the exchange, although
not necessarily for the same conduct. During #meesperiod, the Shenzhen Stock

&% Interview 2007-1.

%2 Interview 2007-1; Interview 2007-5; Interview 2007

% Interview 2007-5.

% Interview 2007-5. Officials also state that fréime to time they may adjust the standards, and tha
making specific thresholds public might make sudjustments more difficult.

% Interview 2006-72.

%It is procedurally easier for the exchanges toédssser sanctions than more serious ones. Img8ha
for example, individual departments within the exefje may issue Oral Warnings and Oversight Letters
without approval of senior stock exchange officalgside their departments. Most are issued by the
Listed Companies Department. Interview 2006-B8th notices of criticism and public criticisms are
prepared by individual departments, generally isted companies division, but then must be appriyed
the Stock Exchange Council, which includes dirextifrthe exchange and also department heads frem th
exchange. Interview 2006-68.

®” Multiple sanctions against a single company refiealtiple instances of misconduct. The exchanizes
not criticize a company twice for the same condalthough companies frequently have multiple protse
— and uncovering one problem may lead the exchatogdiscover others. Interview 2007-4.
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Exchange issued 149 public criticisms, againstdifférent companies. One company
was publicly criticized four times; three were galyl criticized three times; and twenty
were publicly criticized twice. Eleven of the coampes that received public criticisms
were subsequently delisted, including one thatbesh criticized three times and one
that had been criticized twice.

INSERT TABLE 4 HERE

Sanctions are issued by the exchanges for derdift reasons: false or
materially misleading disclosure, inaccurate og [atofit forecast, failure to make timely
disclosure of major corporate matters, failurendertake approval procedures for
related-party transactions, failure to issue pecioelports on time, and failure to carry
out other legal obligations. Both exchanges iskaemajority of their criticisms for
failure to make timely disclosure of major corperatatters (thirty-four percent of the
total criticisms issued by Shanghai; thirty peragfithe total for Shenzhefl§. About
twenty percent of the criticisms at both excharagesissued for failure to make timely
amendments to profit forecasts or for frequent gearto forecasts. Exchange officials
noted a trend toward putting more emphasis onalsicé in recent years, in particular
information relating to loans and loan guarantsssged in the pa&t.

INSERT TABLE 5 HERE

%8 The following table lists the frequency with whiearious types of criticisms are issued by the
exchanges over the period 2001-2006. Many sarscponish companies for multiple cases of misconduct
In such cases, the table counts a reason as anfmgeef the total number of reasons given for the
criticism (e.g., a company that is sanctioned &séd disclosure and for failure to issue schedrdpdrts
on time is counted as .5 in each category). Theddtal number of companies sanctioned for each
category of wrongdoing is in fact higher than iradéd in the table below:

Reason for Sanction Shanghai Shenzhen
1. .False quormgtion Disclosure or 74213 (7.30%) 1241/12 (8.11%)
seriously misleading statements
2. Profit forecast not accurate or not timely

(generally_fall_u_re to amend forecasts in %1+1/3 (19.57%) 30+1/4 (20.30%)
cases of significant discrepancy or frequen
changes to predictions)

3. Failure to timely disclose major

37 (33.94%) 44+3/4 (30.03%)
corporate matters
4. Failure to carry out approval proceduresl7 (15.60%) 24+5/12 (16.39 %)
for related-party transactions ) )
5. Failure to issue scheduled reports on o o
time 23 (21.10%) 26 (17.45%)
6. Failure to carry out other legally- 3 (2.75%) 114112 (7.72%)
required obligations ' )
Total, 2001-2006 109 149

% Interview 2007-29.
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In the majority of cases in which the exchangessaned listed companies, they
also sanctioned individual8. Between 2001 and 2006, the Shanghai Stock Exehang
sanctioned 782 individuals; the Shenzhen Stock &xgé publicly criticized 876
individuals. In a small number of cases the exgkaracted against only individuals, not
listed companies. Shanghai issued three sancicisidns against individuals only,
covering six individuals. Shenzhen issued tenipudsiticisms against individuals only.

INSERT TABLE 6 HERE

As Table 6 shows, executive directors were thetiinequent target of sanctions,
followed by supervisor§' Independent directors were targeted for sandéiofess
often, although this appears to be an artifachefrelative newness of the institution.
Most companies in China have only recently adddeépendent directors to their boards.
In fact, the exchanges appear to be increasinglitiszing the roles of independent
directors: of the forty Shenzhen Stock exchangetsars against independent directors,
ten were in 2005 and twenty-eight were in 2006.

More severe than issuing a public criticism agaamsindividual is a stock
exchange determination that an individual is ulafiserve as a director, supervisor, or
senior manager. The exchanges have used this ppaengly. The Shanghai Stock
Exchange has declared fifteen individuals to bét @mf service, including ten in
November 2006 alone. The Shenzhen Stock Exchaamyebhde only one such
determination/? Shanghai’s dramatic surge in the use of thistaamin late 2006 may
signal a policy of making greater use of this ratpily weapon, although it is too early to
be certain.

B. Delegating Enforcement from the CSRC to thek3fxchanges?

What is the relationship between the respectivaladgry efforts by the stock
exchanges and the CSRC? The public criticism&dby the exchanges largely
complement, rather than duplicate, regulatory &foy the CSRC. Some level of
coordination of regulatory activity between the @S&nhd the exchanges is apparent, but
the exchanges also seem to be operating with 2e@jrautonomy. The motivations for
exchange autonomy, however, are ambiguous.

® Forty of the sanctions in Shenzhen were againgtampanies and not individuals; fifty five Shamgh
sanctions involved only companies.

"L Chinese company law provides for a German-insgstgzkrvisory board as well as a board of directors.
Most commentators are critical of the corporateegnance role actually performed by the supervisory
board in Chinese corporations. See, e.g. Chatm)8earch of an Effective Monitoring Board Model:
Board Reforms and the Political Economy of Corpataiw in China, 22 Conn. J. Int'l L. 1 (2006).

2 |n contrast, during the same period the CSRC ésuarket bans, ranging from three years to life,
against eighty-two individuals. CSRC regulatiopsdfy that the CSRC may ban individuals found to
have committed serious breaches of the law or adtrative regulations from participation in China’s
securities market for periods ranging from threargeo life. Zhengquan shichang jinru guiding
[Regulations on bans on market entry], CSRC, JQ[y2D06. In contrast to CSRC market bans, exchange
declarations of unfitness to serve have no timé.lim
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In most cases, exchange sanctions are separatafdmio not lead to CSRC
punishment. Only twenty-six of the eighty-nine qanies sanctioned by the Shanghai
exchange were also subject to CSRC administratimessphments, of which, only ten
cases involved the same or related conduct. Tine $andency is evident in Shenzhen.
Twenty-seven companies were sanctioned by botBliemzhen Stock Exchange and the
CSRC, of which, only seventeen cases involved @hgesor related conduct. The lack of
overlap in part reflects the fact that many oféehange sanctions are for conduct that is
not serious enough to lead to CSRC acffoMoreover, the exchanges sometimes do not
criticize a company if it has been or will be sameed by the CSRC for the same
conduct’*

The exchanges are not required to notify the C8Rd&cisions to criticize
companies prior to doing so, and in most casesxtbkanges do not consult with the
CSRC prior to taking actioff. In serious cases, however, the exchanges coitfetive
CSRC prior to taking actio’® The exchanges do inform the CSRC of both public
criticisms and of the non-public notice and critiois after they are issuéd.

Exchange officials claim that they are largelyosn@mous in their decisions to
sanction, but in practice the relationship maydaewhat more complex. In some
cases, the exchanges coordinate their activitigstve CSRC’® Sometimes misconduct
first comes to light through exchange criticisne tBSRC then follows up and eventually
decides to sanction the comparfiédn others, misconduct is first uncovered by theal
branch office of the CSRC and then reported teettahanges for sanction. In sensitive
cases, the CSRC may instruct the exchanges net iolved® Despite the theoretical
independence of the exchanges from the CSRC uhdereiw securities law, in practice
the exchanges’ roles continue to be both coordihaith and subject to oversight from
the CSRC.

As a matter of regulatory strategy, exchange sangtnave some significant
advantages over CSRC actions: the exchanges ¢jgraka action within a few months
against companies that violate the listing rulespstimes they act within a few days of
discovering misconduét. By contrast, it is common for CSRC punishmentsedssued
two or more years after the wrongdoing occurfédret some argue that the CSRC is

3 Similarly, oversight letters and oral warnings eetly relate to violations of exchange rules, earely
involve overlap with CSRC regulations. Intervie@0B-68.

" Interview 2006-68.

> Interview 2007-1. As noted above, prior to 2006 listing rules explicitly stated that the exchesig
could refer serious cases to the CSRC.

® Interview 2006-7.

" Interview 2007-5.

8 Interview 2006-72.

9 Interview 2006-7; Interview 2007-6.

% Interview 2006-68.

81 Exchange officials state that it is rare for mtiv@n six months to elapse from the time the exglan
uncovers wrongdoing to the time they issue a samcénd that they frequently issue public criticssm
within one or two months. Interview 2007-5.

8 The CSRC is perceived as moving slowly in its §aning activity. Interview 2007-5.
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encouraging a greater role for the exchanges irsee@g listed companies in order to
reduce its own rol& According to such arguments, the CSRC is overedyk also
often comes under extensive external pressureortake actions against listed
companies. Encouraging the stock exchanges togpimgater role may deflect some of
the pressure. Some lawyers argue that encourdiggngxchanges to play a greater role
also allows companies to be sanctioned withoutriog the risk of civil litigation, as
exchange sanctions cannot serve as a basis fosgits brought by shareholders, or the
even more severe reputational effects that migtaviorom CSRC sanctions. This view
is not uniformly held, however, in particular besauivil liability is not yet a major
concern for most listed companies.

Data for the years 2001 to 2006 reported in Taldaggest that the frequency
with which the exchanges impose public criticismas fluctuated from year to year,
generally ranging from ten to twenty-five a ye@fficials with both the Shanghai and
Shenzhen Exchanges, however, state that in reeans poth exchanges have moved
toward stricter standards governing public criticss and stricter application of their
rules® Officials comment that the exchanges and the etate placing greater
attention on sanctiorf8.This reflects a general trend in the PRC capitaikets:
regulators and investors alike are paying morenatte to the fundamentals of corporate
governanc&® Exchange officials state that in recent yearspamies are clearly taking
the risk of being sanctioned far more seriouslyttrey did in the past.

Table 4, viewed in tandem with Table 3, does ne¢akéany obvious trend toward
reduced CSRC oversight in favor of the exchanddwe CSRC issued a total of 199
sanction decisions between 2001 and 2006, witlgla dii 49 in 2004 and a low of 17 in
2002. Of these, a total of 87 sanctions relatetigolosure problems, with a high of 27
in 2004 and a low of 6 in 2002. The data, howedlennake clear that the CSRC is
targeting only a small percentage of the compaaesindividuals publicly criticized by
the exchanges, suggesting that the public critisiane complementing CSRC
enforcement.

In conclusion, the CSRC seems to be encouragingxtiganges to play a greater
enforcement rol&® but the reasons for doing so are ambiguous. ytmespart of a
regulatory strategy to maximize sanctioning capyeaaitd improve compliance with
disclosure obligations, by granting greater autoptorthe exchanges. An increased role
for the exchanges may also reflect the real diffies the CSRC faces in its attempt to
address the myriad of problems in China’s securitiarkets: the CSRC may not be able
to tackle all disclosure issues, even if wantedd®o. An additional motive may be the

8 Interview 2006-61; Interview 2007-35.

8 Interview 2006-63; Interview 2007-1; Interview 208.
8 Interview 2007-5.

8 |Interview 2007-35.

87 Interview 2007-1.

8 |nterview 2007-1.
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desire to insulate the CSRC from the influencearhpanies seeking to block the
imposition of administrative punishments, in parc relatively minor one¥

C. Regulatory Competition Between the Stock Exgden

Whatever the larger forces driving the use of udriiticisms by the exchanges,
the data suggest that Shanghai and Shenzhen dailizat this form of self-regulation to
the same extent. Shenzhen has issued more santtteanShanghai, despite having
significantly fewer listed companies. In fact,aapercentage of listed firms, in any given
year and over the six year period, the Shenzhertk$&®rchange has issued about twice as
many public criticisms as the Shanghai Stock Exgkah

The frequency with which public criticisms are isdiby the two exchanges may
simply be endogenous to the firms listed on thénarges. Shenzhen lists comparatively
smaller firms than Shanghai, and small firms areentiely than large firms to be
sanctioned for fraud by the CSRC and stock exctatigghis could be because smaller
firms may have weaker governance practices thatatger firms, resulting in the
issuance of more sanctions. Shanghai Stock Exehatfigials (unsurprisingly) offer
this explanatiori? Alternatively, larger firms may be more politiyainsulated from
criticism than smaller firms. Unsurprisingly, Skzéen stock exchange officials favor
this explanatior?®> Data from CSRC sanctions provides some suppothéShanghai
argument: during the period under study, the CS#30dd administrative sanctions
stemming from false or misleading disclosure agdorsy-three Shenzhen-listed
companies versus forty Shanghai-listed firms, degpie fact that far more companies
are listed in Shanghat. Yet such data can also be interpreted to supiperShenzhen
view: the CSRC may shy away from punishing powectuhpanies listed in Shanghai.
As we discuss further below, both exchanges samgtivate companies more often than
state-owned companies, despite private compani&sgiap a minority of all listed
firms. This fact, however, can likewise suppother view: private firms may be less
politically connected than state-owned firms, &yt many also tend to have weaker
governance.

8 Interview 2007-1; Interview 2007-6. This suggestibowever, may be undermined by the fact that the
CSRC still maintains the ability to dictate outcane the exchanges. Thus in more serious cases
companies will still seek to influence the exchanlgg influencing the CSRC. This is particularlyetrfor

the most powerful companies.

% Shenzhen criticizes from 3% to 6% of listed firim given year, and total criticisms equal 28%hef
average number of listed firms over the six-yeargoe Shanghai has consistently criticized ab&atcst
listed firms in a given year, and total criticisomstitute 14% of the average number of listeddiower

the six-year period. Calculated from Table 4.

L Chenetal., supranote .

2 Interview 2006-68.

% Interview 2007-5; Interview 2007-7; Interview 2083. Some Shenzhen officials do, however, also
accept that large state-owned companies, whiclopnatghte in Shanghai, may also have stronger corpora
governance practices than many of the small privatepanies listed in Shenzhen.

* The total is 83, not the 87 reported in Tableeause four sanctions reported there were against
individuals only.
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The difference, however, may also represent difiteregulatory strategies by the
two exchanges, reflecting the competitive positiohthe two organizations. The
Shenzhen Stock Exchange has long been regardbd agéker sibling of the Shanghai
Exchange. Although the two exchanges do not coenglieectly for listings in most
cases, in a larger sense both exchanges are cogpeth Hong Kong and Singapore for
listings, particularly over the long-term, and tliasrevenue resulting from listings. The
Shenzhen Exchange’s more aggressive regulatorpa@pmay be part of an attempt to
distinguish itself from the Shanghai Stock Excharagel to close the distance between it
and its rival. Observers not affiliated with eitlexchange argue that the Shenzhen
Exchange is more aggressive in policing its comgmtiian its counterpart in Shangfrai.
Indeed, Shenzhen Exchange officials assert thgtithee tried to become stricter in their
oversight of listed companies to generate greatefidence in the markéf. The stricter
standards in Shenzhen are reflected not only imtinebers of sanctions issued, but also
in the clearer standards that apply (at leastriaigy) for deciding to issue public
criticisry?s, and in the stricter standards govermimgctors that apply to companies on the
SMEB.

The Shenzhen Exchange’s strategy of stricter eafoent is not universally
viewed as positive for the development of Chin&susities markets given current
institutional realities. Some market actors cléat strict enforcement of rules is
counterproductive and unrealistic at this stag€liha’s development. Regulatory
flexibility, the argument goes, is better suitecttmrent market conditiort8. The
Shanghai Stock Exchange is widely perceived as ffiexible, easier to communicate
with, and more willing to negotiate to resolve geshs than the Shenzhen Exchariye.
The Shenzhen Exchange is perceived as more ruediaclosure-oriented® As one
lawyer argued, “Shanghai has a more practical émdraf reality.°* Strict rules may
enhance the Shenzhen Exchange’s reputation, buathe may scare away some
companies.

Regardless of which regulatory strategy is bettéed to development of China’s
stock markets, the available evidence suggestshbatvo stock exchanges, despite their
limited room for autonomous action, are pursuingieahat different paths toward that
goal. Indeed, the fact that the exchanges are ebngpwith each other at all suggests
that the exchanges have become more autonomdaeasats compared to the recent
past. Such trends also support the impressiortiibaegulatory roles of the exchanges

% |nterview 2006-7; Interview 2007-35.

% Interview 2007-1; Interview 2007-5.

9" See infra

% Interview 2007-30.

% Interview 2007-29.

190 Interview 2007-29; Interview 2007-30; Interview(@034.

198 |nterview 2007-34. The lawyer gave the exampldisélosure requirements regarding related party
transactions, whereby companies are required tdodis transactions beyond a certain size. Asavgdr
explained, one company he represents engagechsattions that exceed this threshold every day, ithu
principle requiring disclosure of each. He assetited the Shanghai Exchange would understand if the
company failed to disclose each individual transa¢twhich the Shenzhen Exchange “would just sancti
you.” Interview 2007-34.
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reflect a conscious effort by the CSRC not onlgétegate authority, but also to
encourage experimentation and innovation. Evetlesabmpetition by State-controlled
exchanges may be a means of fostering multiplecagpes to enforcement.

Ill. Effects

The discussion to this point raises an obvioustoe: should we care? The role
of stock exchange criticisms in the developmer€liha’s capital markets depends upon
their effectiveness. In this Part of the Essayimyéo assess their effect on a range of
market actors—investors, creditors, directors, @her corporate officials, and the
corporate entity itself. Part A discusses compeffgrts to block the criticisms, which
suggests that the companies themselves seek t #w®informal sanction. Part B
applies event study methodology to assess the priak effects of the public criticisms
as well as the corporate disclosure of the undeglynisconduct that generated the
criticisms. Part C examines other possible effetthe public criticisms, including
restrictions on financing, career damage to theviddals involved, and reputational
effects on companies and individuals who are axiid by the exchanges. Part D
summarizes our principal conclusions.

We acknowledge the inherent difficulty of this tagkd concede the necessarily
impressionistic nature of our some of our analysiswever, the discussion that follows
is based on both widely used event study methogaog extensive interviews of
market participants in China. A remarkably corgispicture emerges from our
research: the public criticisms matter, and theytaking on greater importance in the
regulatory scheme.

A. Efforts to Block Stock Exchange Criticisms

One measure of the effects of public criticismthesdegree to which company
officials try to persuade the exchanges not toeshkem. Exchange officials state that
they are frequently subject to pressure from corigsamot to issue sanctioi%. Prior to
issuing a public criticism, the exchanges inform thrget companies of their decision
and permit the companies to reply within a spedifieriod®® However, there are no
procedures governing how responses are to be tahtfleSometimes companies and
individuals try to persuade the relevant departsiahthe exchanges not to issue
criticisms; in other cases they seek to influeteeléaders of the exchang®s.
Companies occasionally use lawyers and legal argtstie lay out a defense, but much
more commonly they rely on relationships and inspardiscussions to persuade senior
officials at the exchanges or the CSRE.

192 Interview 2006-68; Interview 2006-69; Interview(@o1.

103 |Interview 2006-72; Interview 2007-5.

%% |nterview 2006-68.

195 Interview 2006-68; Interview 2006-72; Interview@o1.

1% |nterview 2006-70. Lawyers, exchange officialsl@ampany managers say that it is rare for compganie
to involve lawyers in such negotiations. Intervi2@07-5; Interview 2007-29; Interview 2007-34. Bpi

so, said one CEO, would simply make matters marsete Interview 2007-29. Exchange officials sat th
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Efforts to persuade the exchanges not to issukcperiiicisms are sometimes
successful. In 2005, the Shanghai Exchange igsuiglit criticisms against eighteen
companies. In approximately ten additional casegiever, the exchange dropped
proceedings against companies after the initiafination that it intended to publicly
criticize them'®’ (Figures regarding Shenzhen were not availatéhough officials
claim they rarely change a decision after an initetermination'®® they acknowledge an
occasional change in response to lobbying effdvtest often this takes the form of not
targeting particular directors for public criticisti Shenzhen officials noted that they
have attempted to insulate themselves from sudspre by creating clear internal
standards specifying when sanctions shall be isaretiby vesting the decision to issue
a sanction in a committee made up of officials framariety of departments — and not
only with the leaders of the excharg®.In Shanghai, by contrast, exchange leaders
make the final decision regarding sanctions. A&spnt, there is no mechanism for
appealing exchange sanctions. However, both tekeZten and Shanghai exchanges are
now discussing creating a committee consistingcohange officials and members from
outside the exchanges that would serve as an apipedy for public criticism&™

It is, of course, difficult to discern whether tiechanges drop cases due to
convincing legal and technical arguments or asaltref other forms of influence.
Either form of persuasion might be effective inigeg caseé*?* One perception is that
Shanghai Stock Exchange officials are more sudaept relational influences due to
the larger number of high-profile state-owned conigsilisted theré™® Regardless of
the type or effectiveness of lobbying, the frequyeaied intensity of individual and
corporate efforts to persuade the exchanges toteganctions is compelling evidence
that the targets of public criticisms take themaesly.

B. Share Price Effects

they are unlikely to be influenced by non-legaluangnts — but also acknowledge that they sometimes
cannot avoid other forms of pressure. Intervie@&2@2. One CEO said that companies facing samctio
will first seek to argue their case with lower-rankofficials on the merits, but will not hesitateseek out
more senior officials if necessary to avoid beiagaioned. Interview 2007-29.

97 Interview 2006-68.

1% |nterview 2007-5.

19 This is particularly the case when individuals saow that they objected to the decision or adfiai
resulted in the sanction. Interview 2007-5. Gdfis also said that in some cases companies provide
additional facts that persuade the exchange tleahttial infraction was not as serious as first
contemplated.d.

10 nterview 2007-5.. Senior officials of the excharparticipate in the committee, and thus may exert
some influence on committee votes, but they forynatily have individual votes in committee discussio
Interview 2007-1; Interview 2007-5.

2 Interview 2007-7.

12 nterview 2006-71; Interview 2007-1.

13 nterview 2007-1.
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We attempted to measure stock market reactioretpablic criticisms. Using
standard event study methodoldg§we measured stock price effects of the first gubli
announcement of the public criticism by a stockhnexge, typically by publication in one
of China’s three major securities industry newspsip&Ve measured the cumulative
effects on the securities of all firms listed oe Bhanghai and Shenzhen exchanges
subjected to public criticism for the most serigasegories of misconduct, including
failure to disclose material information and faduo conduct related-party transactions
according to required procedures, over the peri@iil2o 2006 Publication of the
criticisms resulted in negative and significant@iomal returns for both the Shanghai and
Shenzhen exchanges in all specifications of the liat oné*®

We also measured the stock market reaction targtecbmpany disclosure of the
underlying misconduct that eventually resultedhia public criticism. Company

1141 a stock market event study, cumulative abnometairns (CARS) are estimated by summing
estimated abnormal returns over an event windove. ugé the market model to calculate abnormal stock
returns. For the Shanghai Stock Exchange, we iged Share Index to control for the effect of marke
related variation on a given stock return. For$henzhen Stock Exchange, we used the A Share Index.
We examined two event windows: a 3-day event winfidywl] and a 5-day event window [-2,2]. The
estimation window dates from -250 to -7 for theeBr@vent window and from -250 to -8 for the 5-day
event window.

The cumulative abnormal return from dgyo dayr, (CAR(7,,T,))is calculated as:

0
CAR(r,,T,)= Z AR, sum of sample-average abnormal returns througleent window 7, 7,] , in

=)

which AR represents the sample-average abnormal returrieatet?” (Tl ST< Tz) .

N
2. AR,
A — =l
R N
Where,
AR, : company-specific abnormal return of stoct time 7

N : number of stocks in the sample
In the market modelAR , is calculated aAR , = R, =& — B ( R ;). whereR , is the actual stock

return of company attime7 and R , is the market return at time. The parameterd; and 3 are

estimated from the market model
R,T =Crl +ﬂl R],T +£‘i,1’

E(¢,)=0 var( , )= 0o,

5 We excluded from the sample firms for which cortpléata were unavailable, firms that were delisted,
where share trading had been suspended or othetisigayed erratic and unexplained price movements.
The sample was comprised of 68 observations foStienghai exchange and 98 observations for the
Shenzhen exchange.

116 Negative abnormal returns on the Shenzhen exchaegeonly marginally significant using a five-day
event window. We acknowledge the tension betwhendlative statistical strength of the Shanghai
Exchange criticisms vis-a-vis those of the ShenZzByerhange and our conclusion in Part II.C. that the
Shenzhen Exchange appears to be pursuing a stegi@iatory strategy than its counterpart in Shangh
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disclosure resulted in significant negative abndnmeiarns for both exchanges in all
specifications’*” Since the company disclosure occurred, on avedg® days prior to
the Shanghai Stock exchange criticisms and 66.5 pgagr to the Shenzhen criticisms, at
least some of the disclosures were almost certaimignpted by the threat of criticistf

INSERT TABLE 7 HERE

Thus, our findings suggest that the stock exchangeisms prompt disclosure of
information that the market finds meaningful. Maovrer, the market reaction to the stock
exchange criticism itsel—even after the miscondad been disclosed by the
corporation--indicates that the public criticisrmtains new information apart from the
misconduct. We cannot pinpoint precisely what imgarmation investors glean from
the criticism itslef, but we explore several posgibs below. Our interviews suggest
the new information is thatgovernmentaéntity (the stock exchange) has investigated
the corporation and made a finding of miscondutiictvjeopardizes the corporation’s
future profitability. In any event, our resultglinate that investors care about the
criticisms.

Our findings are generally consistent with priardsés, though most findings are
not directly comparable to our own. The only piarglish-language study on stock
price effects of criticisms found negative and gigant abnormal returns to public
criticisms issued between 1999-2003.The findings of Chinese-language studies are
mixed, though most find a significant efféél. Some scholars find that exchange

7\We again excluded from the sample firms for whiomplete data were unavailable, firms that were
delisted, where share trading had been suspendattienvise displayed erratic and unexplained price
movements. The sample was comprised of 87 obsemgdor the Shanghai exchange and 138
observations for the Shenzhen exchange.

18 Of course, we cannot rule the possibility thatseaion runs in the other direction in some or many
cases: namely, that corporate disclosure of badumimprompted a stock exchange criticism shortly
thereafter. But given that the companies in ounga were criticized for failure to make timely clissure
of material facts or failure to abide by relatedtyp&ransaction procedures (not for disclosing badduct
alone), it seems rather unlikely that a large nunafi¢he firms in our sample suddenly—unprompted by
any regulatory pressure—decided to disclose pastbaduct, leading ultimately to a stock exchange
criticism.

19 Gongmeng Chen, Michael Firth, Daniel N. Gao, &®@1iM. Rui, 24 J. Accounting & Pub. Pol. 451,
(2005). Due to the methodology employed by théenst of this study, however, these findings are not
directly comparable to ours because their dataittecbome public criticisms issued by the CSRC dk we
as the stock exchanges and cover an earlier timedpe

120 For example, one study of the consequences obexghsanctions in 2001 and 2002 found significant
market reactions to public criticisms imposed by ¢éixchanges. The study found that the effects were
insignificant in cases where the misconduct haglaaly been disclosed. Dong Jun, Zhengquan jiaoyisuo
gongkai gianze zhidu you xiaoxing de shizheng yajgimpirical research into the effectiveness of the
public criticism system of stock exchanges]. Arotstudy examined the market effects based orypee t
of conduct being sanctioned, finding that misrepnéstions regarding income-related information and
violations relating to failure to disclose relateaty transactions or financial guarantees hadarthst
significant effects on share price; sanctions igdgtto untimely disclosure and unauthorized uskinéls
generated no significant market reaction. Howether study did not distinguish between CSRC and
exchange sanctions. Xue Feng, Dong Yingying & Guéi, Zhongguo shangshi gongsi gupiao xinyong
fengxian de shijian yanjiu [An event study on st&dledit risk of listed companies in China], Zhgagg
Caijing Daxue xuebao [Journal of the Central Ursitgrof Finance], 2004 no. 4, at 35-38.
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sanctions have a greater effect on share pricedb@SRC sanctions — although they
explain this finding by noting that the market isna likely to be aware in advance of
CSRC investigations than of exchange sanctiéh©ther studies find that effects on
share price are negligible; one less rigorous studygests that share price may actually
increase upon the issuance of an exchange santtidtone of the studies, however,
examines the broader potential effects of stockarge public criticisms, as we do
below.

Before we turn to broader effects, however, we wisaddress several potential
alternative interpretations of our findingBirst, investors may react to a public criticism
not because of concern about the quality of thepamy's public disclosures or corporate
governance practices, but because they believecii@a signals that a company has
fallen out of political favor?® Put differently, investors may believe that ackto
exchange criticism is a statement that a comparkglaufficient political leverage to
avoid punishment, and is thus unable to compelg ifulChina’s politically sensitive

121 For example, one study that examined sanctionfdata1993 to 2001 (including both exchange and
CSRC sanctions) found significant market effectputflic sanctions, but no effects of non-public
sanctions and warnings. The study also found gredtects of exchange sanctions than CSRC sasction
with the authors suggesting that the likely reasas prior market awareness of CSRC proceedingn Ma
Zhirong & Wu Linyang, Xinxi pilou weigui chufa shixiaoguo yanjiu [Research on the actual effects of
sanctions for violations of information disclosuegulations], Zhengquan shibao [Securities times],
available at http://www.gtja.com/gtja/other/busisiesntent.jsp?id=50000081537. Another early stfdy
exchange and CSRC sanctions using event study dwtigy likewise found that exchange sanctions had
more significant effects than CSRC sanctions. Weouxun & Yang Wu, Shangshi gongsi weigui xinxi
pilou chufa xiaoguo de yanijiu [Research on perettiycts of listed firms’ information disclosure
violations], Chongqging Daxue xuebao [Journal of &dging University], Vol. 25, no. 11 (Nov. 20058ee
alsoYan Guoxing, Chen Chao & Zhou Xiaoje, Shangshi goagigui chufa shizheng fenxi [Empirical
analysis of sanctions against listed companiesifdations of regulations], Jingji luntan [Economic
tribune], April 2006, at 111-113 (arguing that eange sanctions have a greater effect on sharethace
CSRC sanctions, likely because the market is fretipuyaware of CSRC proceedings well ahead of the
formal announcement of a sanction; the study asad that sanctioned companies were most likely to
come from electronic and light manufacturing indiest and argued that a high rate of recidivism
suggested low deterrence value of both CSRC artbexge sanctions).

Such findings are not uniform: a study that useent study methodology to analyze CSRC and
exchange sanction data from 1999 to 2005 foundntiaaket reaction to exchange public criticisms was
weaker than that to CSRC sanctions. The studydfeusignificant negative market reaction to botiRCS
sanctions and exchange public criticisms. Theystlsb showed market reactions strengthening awer. t
Zhang Si, Shangshi gongsi weigui tezheng ji chufaxjaoxing yanjiu [Research into the special
characteristics of violations of regulations byd companies and the effectiveness of sanctions],
available athttp://www.szse.cn/UpFiles/Attach/1947/2006/04/@%2192247.doc.

122 One study argued that the effects of public dsitithave actually weakened over time, and that the
stock prices of some companies have increased theacompany being publicly criticized. The study’s
finding were largely anecdotal, however, and thia@udoes not appear to have used event study
methodology. Zhang Xuming, Cong “gongkai giande"xiaoguo ruchua tan woguo shangshi gongsi de
jianguan [Discussing oversight over listed compaiieour nation from the perspective of the weathgni
effects of “public criticisms”], Hubei Jingji Xueyan xuebao (renwen shehui kexue ban) [Journal oEHub
University of Economics (humanities and social sces)], Vol. 2, no. 4 (April 2005) at 132-133. One
author cited the ineffectiveness of exchange samsths an argument for strengthening a legal apprioa
regulating corporate misconduct. Li Dongping, 4V@ianze buru 1 ci panjue [477 criticisms are nottv
one lawsuit], DG-LR-11.

12Z3\We thank John Coffee for raising this possibleriptetation of our findings.
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marketplace. Implicit in this possible responseuofindings is the view that the
exchanges are neither independent nor politicadlytnal. If this view is accurate, the
exchanges would target only small or politicall}cannected companies.

The data show, however, that although the majofisanctioned companies are
indeed private, the exchanges have also targeted key state-owned enterprises.
Table 8 classifies companies criticized in the gee2001-2006 as either private or state-
owned. Table 8 includes only those companies garedt for major misconduct—the
same companies used in our event study samplest&terowned companies, the table
indicates whether the controlling shareholder @rept thereof) was a national,
provincial, or local governmental entity. At thational and provincial level, distinctions
are also drawn between companies directly or iotlyeinder the National State-Owned
Assets Supervision and Administration Commissioth #wose controlled by other central
government entities. The distinction reflects fdet that shares in many of China’s most
important state-owned companies (with the excepiidhose in the financial services
industries, which are controlled by a separateihgldompany) are controlled by the
Assets Commission. The Assets Commission holdsabng stakes in 158 key central
companies; through these holdings it directly alinectly oversees 165 publicly listed
companies?* Provincial assets commissions likewise hold sharéey provincial
company. Thus in general, companies managed b&gbets Commission are likely to
be politically more important and more influentibéin other state-owned companies.

INSERT TABLE 8 HERE

Table 8 reveals two noteworthy facts. First, @tevcompanies make up the
majority of sanctioned companies—roughly fifty-etigiercent of all sanctioned
companies were private. This contrasts with theketaas a whole, where the majority of
listed companies in China are state-owned or aféiti. Although neither the exchanges
nor the CSRC appear to provide a breakdown ofdta¢ humber of companies by
ownership, officials at the exchanges estimatetigtae-owned companies account for
approximately sixty percent of listed companiese Greater frequency with which
private companies are sanctioned may suggest tivatgpcompanies are easier targets
than state-owned companies, as they may lack spolitical connections. But the trend
may also reflect lower governance standards iraggicompanies, an opinion voiced by
many of our interviewees.

Second, although most sanctioned state-owned caegoare attached to
provincial or local governments, a significant nianbf sanctioned companies were
major state-owned companies, some of which weeetyrunder the supervision of the
Assets Commission. Sanctioned companies in Shangtiaded Shanghai Worldbest
Pharmaceuticals, a major pharmaceutical produakaaubsidiary of one of China’s
leading industrial conglomerates and its largesrmplaceutical manufacturer; Jinan
Qingqgi Motorcycle Co., Ltd, a key manufacturemadtorcycles that is directly under

124 For a list of companies controlled by the Assatsn@ission, see
http://www.sasac.gov.cn/zyqy/qyml/default.htm. Hsted companies under its control, see
http://www.sasac.gov.cn/zyqy/qyml/default.htm.
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central Party-state management; and China Easidimnes, one of China’s three biggest
airlines. Most of these companies are househattesan China.

In Shenzhen, the sanctioned companies were pesoapswvhat less-well known,
but nevertheless included six attached to the 3tsgets Commission. These included
Shenyang Chemical Co. Ltd, a major chemical prodiinzd is a subsidiary of one of
China’s largest chemical companies, China Nati@haé¢ Star; Sinosteel Jilin Carbon
Co. Ltd., which is China’s largest carbon produesid a subsidiary of Sinosteel, one of
China’s major steel-trading firms; and San Jiu Matland Pharmaceutical Co. Lt, a
major pharmaceuticals company.

These data do not prove lack of political interfex@in the stock exchange
criticism process; indeed, as we discuss furthEmvepolitical ties do seem to affect
sanction decisions in some cases. But the data #tai the exchanges have in some
cases been willing to sanction influential, welblum state-owned or affiliated
companies. This suggests that politics alone daexyain the exchanges’ behavior—
and also that investors are not likely to be actingely on a perception that sanctioned
companies have fallen out of political favor.

A second possible interpretation of our findingthist, in a relatively inefficient
market, investors may simply be reacting uncriljctd any negative attention brought to
bear on a listed firm by an organ of the stateThe event study data, however, do not
support this interpretation. As Graphs 1 and 2axshsbock price reaction to both
company disclosure and stock exchange criticisnn aveng (20 day) period following
the event suggests an efficient market responsedative information, with stock prices
falling sharply at the event date followed by alpnged and relatively stable period of
negative cumulative abnormal returns. If the mavkere reacting blindly to negative
governmental attention, stock prices could be ebgokto rebound quickly or move more
erratically in the period following the event.

INSERT GRAPHS 1 AND 2 HERE

In summary, the event study results, particulaslyngerpreted in the light of our
interviews and breakdown by type of company sanetilp suggest that the stock
exchange criticisms are doing some regulatory wotke Chinese stock market.
Though we cannot completely rule out the possybihiat the criticisms reflect political
weakness on the part of the companies criticizech an interpretation is at odds with
our sense of how the stock exchanges are utiliriey informal power.

C. Other Consequences

The limited prior work on the exchange sanctiaimpst all of it in Chinese) has
focused exclusively on share price effects. Barslprices may be reacting to a broad

15 \We thank Robert Scott for raising this possibteripretation of our findings.
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range of potentially negative consequences foicizéd firms?® Given market

conditions and the larger political and social eahin which Chinese-listed firms
operate, to focus exclusively on share price effescto miss an opportunity to better
understand the distinctive institutional environmsurrounding their application.
Though we cannot formally disaggregate the compisnafithe negative stock price
reaction to public criticisms, we can analyticaligtinguish regulatory effects (the formal
consequences of a public criticism for the compamyndividual toward which it is
directed as specified in statutes or regulatiorsyfreputational effects (the costs of a
public criticism to the company or individual beyblegal penalties or restrictions on
future conduct). In an effort to do so, we conddatxtensive interviews with potentially
interested constituencies in China, including cdf at both the Shenzhen and Shanghai
Stock Exchanges, CSRC officials, a central baniciaff lawyers, bankers, and the CEO
of a firm facing public criticism by the Shenzheto& Exchange.

1. Financing

The most direct consequence to a firm receivingldip criticism by a stock
exchange today is that its near-term equity finag@ptions are seriously compromised.
Regulations first adopted in 2002 and then madetestin 2006 provide that listed
companies may not issue new publicly traded stbttieicompany or any of its
currently-serving directors, supervisors, or semanagement has been publicly
criticized by a stock exchange in the precedingwevenonths™’ Similarly, a private
placement of shares is impermissible if a compaaytsent directors or senior managers
have been sanctioned in the prior y&irAnd a company may not make an initial public
offering of shares if any of its directors, supsors, or senior managers has been subject
to a public criticism from a stock exchange witttie preceding yeat™®

126 Reputational penalties affect the present valudefirm by raising the future costs or loweringuire
revenues as counterparties change the terms o wteg will do business with the firm. They are
distinguished from higher costs (lower revenue® tduregulatory penalties or litigation.

127 shangshi gongsi zhengquan faxing guanli banfa fdament methods regarding issuance of securities
by listed companies], April 26, 2006, arts. 6, Bimilar restrictions apply if the company orsenior
officials have been subject to administrative pomient from the CSRC within the prior three years.

128 Shangshi gongsi zhengquan faxing guanli banfa fidament methods regarding issuance of securities
by listed companies], April 26, 2006, art. 39. v&te placements are barred if current directoiseaior
management have been sanctioned by the CSRC \lithipast three years. The rules do not appear
explicitly to ban a company from selling sharesttyh a private placement if the company or its
supervisors, or any directors or senior officer®whave already been removed from office, have been
sanctioned. The rules thus could be read to permitvate offering where only the company or
supervisors has been publicly criticized or wherealors have been supervised but removed fromenffi
The rules thus suggest that looser rules applprfioate placements than for public offerings, areym
reflect CSRC policy of encouraging private offelng

129 Shouci gongkai faxing gupiao bing shangshi guiaatifa [Management provisions regarding initial
public offerings and listings], May 17, 2006, é&2. In the case of individuals sanctioned by ti&RC,

the specified period is three years. Rules thaeweforce between 2002 and 2006 likewise stdtatl t
listed companies seeking to issue new shares cmtildo so if they or any director had been sulijeet
public criticism by a stock exchange within thegpitiwelve months. Guanyu shangshi gongsi zengfguxi
youguan tiaojian de tongzhi [Notice regarding ctiods related to supplemental offerings of new ebar
by listed companies], effective July 24, 2002 toyNa2006. The rules did not appear to cover jgubli
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The severe regulatory consequences of publicistitis for companies
contemplating new share issuances provide the agesavith significant influence.
Thus, for example, the exchanges may use the tbf@asanction to force a company to
disclose certain information or to take other atdithat may be unrelated to their
disclosure obligation§® The vagueness of the listing rules gives the axghs
particular leverage over listed companies, as tise@ewide range of possible
interpretations of companies’ disclosure obligasitt

Exchange criticisms can also affect a company’btald obtain bank loans or
issue commercial pap&f The exchanges make information regarding compahit
are subject to public criticism available to thatcal bank, the Peoples’ Bank of China
(PBOC), to ensure that banks are aware that compéiaive encountered problets.
As a result, public criticism of listed companieayraffect the terms of loans the
companies obtain — in particular when the critidizenduct is seriou$? In addition,
regulations issued by the PBOC provide that firnay mot issue commercial paper if
they have committed a serious violation of laweggulation within the preceding three
years:>® Although the regulations do not expressly proviua a stock exchange
criticism constitutes a serious violation, centrahk officials are said to hold that
interpretation. The exchanges are now working wffitials in the banking sector to
create a credit reporting system, which will in@uthta on stock exchange criticishi.
Exchange officials state that they view attemptdagks and others to use public
criticisms for their own purposes to be a positieselopment®” Exchange officials
note that banks’ reliance on exchange sanctionareigthe influence of the exchanges
and their sanctions®

2. Regulatory Consequences for Individuals

A variety of collateral consequences befall indiats who have been criticized
by the stock exchanges. Publicly criticized dioestmay in practice, if not formally, be
forced to resign, in particular for companies liste Shenzhen. According to various
regulations promulgated by the exchanges and tHRGC#sted companies in China are

criticisms against supervisors or senior managemsimilar restrictions applied if the company or
directors had been punished by the CSRC in the pear.

Rules in place beginning in 2001 likewise stateat,tin deciding whether to authorize a company
to issue new shares, the CSRC should give “sulistaohsideration” to whether the company had been
sanctioned by an exchange or by the CSRC withip#se year.

130 One lawyer recounted how the Shenzhen exchangadeatithe threat of a public criticism for unretate
conduct to push a company to complete its corpaestieucturing more quickly. Interview 2007-34.

131 Interview 2007-34.

132 |Interview 2006-1; Interview 2007-5.

133 |nterview 2006-68.

3% |nterview 2006-68; Interview 2006-72.

135 buangi Rongziquan guanli banfa [Management methegarding short-term financial securities], May
23, 2005, art. 10.

136 Interview 2006-1M; Interview 2007-5.

137 Interview 2007-1.

138 Interview 2007-5.
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required to have independent directbfs Shenzhen Stock Exchange rules governing
independent directors state that during the mangagwiew of directors prior to their
election, the exchange will “emphasize” whethemalependent director has been
subject to either a public criticism or a noticel amiticism from an exchange or an
administrative sanction from the CSRC within thepthree year$? The rules also
state that when an individual is nominated to sessan independent director, such
nomination must state whether the individual haanbmubject to any such punishments
within the prior three years. Although the rulesrbt specifically bar individuals who
have been criticized or sanctioned from servingyractice the rules have such an
effect’ Independent directors who are named in a publicism cannot be
reappointed as independent directors at the comibarys being sanctioned or
elsewherg??

Criticisms may also affect compensation of crigdlandividuals. CSRC
regulations governing listed companies’ share iticerplans state that no individual
who has been subject to a public criticism by acthaxge within three years may be
included as beneficiary of such a pf&h.Similarly, Shenzhen SMEB regulations state
that companies must withhold or retract any boraysments or allowances made to
company officials who are subject to public criizis***

139Donald C. Clarke, The Independent Director in @sCorporate Governance, 31 Del. J. Corp. L. 125,
177 (2006); CSRC, Shangshi Gongsi Zhili Zhunce yiRions on the Management of Listed Companies],
July 7, 2002, arts 49-51.

140 Shenzhen Stock Exchange, Duli dongshi beian Haéshods for the recording of independent
directors], May 20, 2005, art. 3. Rules goverrtimg Shenzhen SMEB also state that the chairman of a
company’s board of directors should resign if thenpany (not the individual) is subject to an
administrative penalty from the CSRC or a publiticism from the Shenzhen Stock Exchange and the
violation is “serious.” Shenzhen Zhengquan Jiamyighongxiao Chuangye Bankuai shangshi gongsi
dongshi xingwei zhiyin [Shenzhen Stock Exchange |Bama Medium Enterprises Board company
guidance regarding conduct of directors of listethpanies], March 1, 2005, art. 29. The regulatgiate
that the chairman shall personally apologize toed@ders, and in serious circumstances resign.
Similarly, article 41 of the regulations state thatindividual who has been subject to two or more
exchange public criticisms or three or more exckanternal criticisms within a three year period e
deemed to be unsuitable to serve as a directaofmpanies listed on the SMEB. Shenzhen Zhengquan
Jiaoyisuo Zhongxiao Chuangye Bankuai shangshi galoggyshi xingwei zhiyin [Shenzhen Stock
Exchange Small and Medium Enterprises Board compgaidance regarding conduct of directors of listed
companies], March 1, 2005, art. 41. Similar psans apply if the individual has been criticizedtbe
CSRC twice within three years.

141 Shanghai does not appear to have similar rules.

142 |nterview 2007-1. Exchange officials state thas somewhat rare for directors at one comparsetoe
as directors elsewhere, although some independtectars serve at multiple companies.

143Zhongguo Zhengquan Jiandu Guanli Weiyuan Hui Gudfahu “Shangshi gongsi guquan jili guanli
banfa” (shixing) de tongzhi [Notice of the CSRCasdjng the issuance of the “Management methods for
stock incentives at listed companies” (for triaplementation)], December 31, 2005.

144 Shenzhen Stock Exchange, Zhongxiao giyeban toezimanyi baohu zhiyin [Investors’ Rights
Protection Guidance for the Small and Medium Entses Board], Jan. 12, 2006, art. 43.

Similar provisions do not appear to apply to thiengry Shenzhen board or on the Shanghai Exchange.
The Shenzhen Investors Rights guidance also reqoingpanies to disclose in the form of an “investor
risk disclosure” serious cases of internal or pubtiticism, or determinations of unfitness to seagainst
company directorsld. art. 51.
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Exchange criticisms may affect other market pgtinis as well, in particular
employees of underwriters and securities fund camngga CSRC provisions impose bans
on employees of underwriters if they or the isstieey are serving are subject to public
criticisms. Provisions regarding sponsors of séesrofferings impose a three month
ban on individuals serving as representatives ohsgrs, if they or the issuers they are
serving as sponsors are subject to a public @itigluring the due diligence period prior
to a public offering or a supervision period aftes public offering*> Sponsoring
institutes (generally underwriters) must replagtoized individuals serving as sponsors
if they wish to proceed with an offering. CSRCulagions likewise state that the
exchanges may recommend that senior managersuwiteecfund companies be
removed from office if they have been subject t@achange sanction within the past
twelve monthg*

3. Reputational Effects

Companies and individuals fear stock exchangetwanscfor another important
reason: Reputational effects raise the cost ofglbusiness and can damage careers.
These negative consequences are possible becausgtitisms are public. Companies
are required to disclose both the fact that thexehmeen subject to criticism from a stock
exchange and the reasons for such criticism im #miual report?’ Criticisms,
particularly multiple ones, can also contributetdesignation of a company’s stock as
high risk by the stock exchand® Perhaps most importantly, the criticisms are wiit{u
always reported in the Chinese media, which endanesd public exposure of the fact
that a company or individual has received scrusingt criticism by a stock exchange.

Though admittedly difficult to quantify, the reptitanal effects of a criticism
appear to be as or more significant than the réguyl&ffects we discussed above. In
China, both individual career prospects and cotegoarformance depend heavily on

145 Zhengquan faxing shangshi baocun zhidu zhanxinéafZ emporary provisions regarding the sponsor
system for securities offerings and listings], CSRECt. 9, 2003.

holding of positions by senior management persoimile securities investment fund industry], CSRC,
June 29, 2004.

147Zhongguo Zhengquan Jiandu Guanli Weiyuanhui guainyfa “gongkai faxing zhengquan de gongsi
xinxi pilu neirong yu geshi zhunze di 2 hao niafidwgao de neirong yu geshi” (2005 nian xiuding) de
tongzhi [Notice of the CSRC regarding issuing tB¢éahdards for the content and form of information
disclosure for publicly issued securities, secomaual report contents and form”], Dec. 15, 2005e T
2005 notice is the most recent notice governing:tireent and format of annual reports. Similar
provisions regarding disclosure of exchange Publiticisms existed in notices that applied in pryears,
and are also included in the CSRC'’s notice govegrsami-annual reports.

Although companies subject to exchange criticisragequired to disclose the fact of the
criticisms, they are not generally required to agale. Interview 2006-7. In two cases in our skmp
however, the Shenzhen Exchange ordered sancti@mepanies to issue public apologies to stockholders.
Both sanctions were issued in 2002.

148 Interview 2007-5. Both exchanges rate the qualitg company’s information disclosure, and a mubli
criticism generally correlates with a low or norspiag rating from the exchanges. The Shenzhen
exchange posts the ratings on its website; The @tzamxchange apparently does not make the ratings
public.
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reputatiom-*® All market participants we interviewed for thisidy agreed that exchange
sanctions will have a serious impact on comparaed’ individuals’ reputations.
Companies fear any official exposure of wrongdoi@ne exchange official commented
that criticism will result in “lots of pressure” dooth the companies and individuals who
are criticized™™® A lawyer remarked that being sanctioned will eff@vestors’ trust in a
company, particularly given that the market is ntblsg rumor*>* Some noted the
official role of the exchanges means that exchaagetions will send a clear message to
investors that a company’s problems are severethétawyer explained, “Investors will
think that [misconduct] is no big deal unless tbeernment cares->> Once the
exchanges act, however, the companies will sufgative effects. Exchange officials
say that being criticized will affect “society’sist in companies” as well as the jobs of
corporate officials™ Likewise, weakened corporate reputations maycaffe
profitability.*>*

For state-owned companies and their executive$iagxge sanctions may have
indirect political consequences by affecting relaships with state entities that control
the company — and that designate senior companggeament. An exchange criticism
may impede a company’s ability to engage in mergergorganizations. The
consequences for non-state companies may be euwensigaificant. The CEO of a
Shenzhen-listed private company facing a publitctsm argued that when a state-
owned company encounters problems, banks and ¢aédovernment will work with the
company to address the problems. Private compan@sas hers, she claimed, do not
enjoy the same protectioS. The CEO explained that her firm is trying to ®wn as
a high quality company; receiving a public critiaigwill cause problems*® Being
sanctioned would affect the company’s relationstiih banks and its ability to engage
in restructuring and mergers, in addition to resing its ability to raise additional
capital. The CEO argued that few investors pagn#tin to corporate disclosure, but
they take note when a company is subject to aniaffsanction.

The CEO also contended that the Shenzhen Exchamges’aggressive strategy
in recent years may create disincentives to proambeirate disclosure. The CEO
acknowledged that the company had engaged in miscbiy failing to disclose certain
loan guarantees, but noted that the problems cadtumrthe past, before the current
management team took over. Indeed, the problemes dveclosed by the new
management: “We tried hard to reveal [the pastlprob]. Now they will sanction us.

149 For an extended discussion of reputation righisonfipanies and individuals, see Benjamin L. Liebman
Innovation Through Intimidation: An Empirical Accouof Defamation Litigation in China, 47 Harv. Int’
L.J. 33 (2006).

% nterview 2006-63.

L nterview 2007-34.

%2 |nterview 2007-34.

%3 |nterview 2006-72.

% Interview 2006-72.

155 The company was, at the time, also being investibhy the CSRC. Interview 2007-29. In the cdse o
individuals, however, the consequences for manageaiglirectors of state-owned companies appeag to b
as or more severeSee infra.

% Interview 2007-29.
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This is not fair.*>’ Were they to be punished, the executive arguedhild send a

message to other companies that they will be samexdi for fully complying with
disclosure obligations regarding past miscondu€{ttie exchange] punishes us, others
will be encouraged to cover-up>® The executive conceded that an internal sanetas
appropriate, but argued that publicly shaming tmmgany would achieve littfe?®

China’s markets are maturing, said the CEO, buekuohanges should not move too far
ahead of the market in its enforcement straféfy-Her company has made major
improvements in recent years, and in her opiniaohsonduct should be encouraged
rather than punished. Echoing current central gowent concern with social stability,
the CEO noted that there was a potential risk ¢cstate if the exchanges were too
aggressive: the company has hundreds of workdrssevlivelihoods could be affected if
the company’s business suffers as a result of kmibgect to a public criticisrf*

As with sanctions on companies, the most signifiediects on individuals may
be intangible. Officials, lawyers, and corporatiéca@ls all stated that the consequences
of a public criticism on an individual’'s reputatioan be severe. Corporate officers and
independent directors frequently attempt to persubd exchanges to sanction only the
company, not them individualff? Many argue either that they were unaware of the
conduct, or had no choice but to acquiesce bedhayavere assigned to serve as a
director by the company’s controlling shareholtférMany independent directors are
academics or well known people who fear that thitecisms will harm their public
standing.

The effects on non-independent directors’ reputatican also be severe. Non-
independent directors likewise may fear that begugctioned may affect their ability to
obtain employment in the futut&® Executives at state-owned companies are generally
appointed by the government department that ovetbeecompany. Their next position
thus frequently is within government: as one lawgleserved, someone who is a CEO of
a state-owned company today may be appointed govefra province next yeaf>
Being sanctioned may affect executives’ career péifin the Party-state systel?f
The CEO of the non-state company facing a possHubetion explained the possible
effects of a public criticism: “It will harm my peitation; this looks very bad®
Although none of the existing directors were at¢tbmpany at the time the misconduct

7 nterview 2007-29.

%8 Interview 2007-29.

159 The CEO stated that being sanctioned internallyldvalso have an effect on an individual’s longter
job prospects, as individuals are required to dselthe fact they have been sanctioned internallyedl as
publicly. But the consequences of an internal Sanavould not be as severe as those resulting tom
public criticism. Interview 2007-29.

160 |d

%1 |nterview 2007-29.

182 |nterview 2007-1; Interview 2007-5; Interview 2087

183 |Interview 2007-5. Exchange officials comment timainy such directors appear to have virtually no
prior awareness of their legal obligations as dinex

184 Interview 2007-8.

185 |nterview 2007-35.

180 Interview 2007-35.

%7 Interview 2007-29.
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occurred, the exchange had listed the currenttireas potential targets of a sanction.
The executive noted that a criticism of an indiabwould harm that person’s ability to
obtain a position at another company. Prospeetmployers will see only that the
individual has been sanctioned, rather than inggiwhether the misconduct occurred on
the individual’s watch.

D. Upshot

Investors, firms, and corporate officers in Chiaaecabout stock exchange
criticisms. Not all companies and individuals gitie threat of sanctions the same
emphasis, of course, because some firms and ingiladhave less reputation to
protect'®® Constraints imposed by data availability and aeste methodology leave
some important questions unanswered. Principahgrtieese is how much work the
financing constraints resulting from public critois are doing apart from reputational
effects'® This is an important question, but the signifizaof our study does not
depend on making a precise categorization betweguiatory and reputational effects.
There are few examples of pure reputational pessaiti the real world. In practice,
damage to reputation is often associated with rrasrgible penalties. The important
point is that both the event study results andimierviews indicate that the stock
exchange criticisms have teeth, negatively affgctimange of relationships between the
firm and its various counterparties.

IV. Evaluation

We began the Essay by noting several strandseoétiire related to our research
on stock exchange criticisms. In this final Pas, examine the contributions of our
research to these separate literatures. Part bbby assessing the benefits and
drawbacks of this form of regulation in the contekthe Chinese stock markets. In Part
B, we consider whether this type of informal regola might have parallels in other
areas of contemporary China, such that understgridendynamics at work in the capital
markets might help explain more generally how CHias been growing so rapidly in the
absence of a robust formal legal framework.

A. Reputational Sanctions in the Chinese Stock Markets
What are the benefits of using public criticismsasgulatory tool in the stock

markets? The most obvious advantage of shamirgieas is low cost enforcement.
Shaming works as a punishment and a deterrent fecaputations are valuable assets,

188 One lawyer commented that companies who havegteputations will treat the threat of being
criticized very seriously; companies that are alye@ncountering difficulties may be less
concerned.Interview 2006-70. Likewise, exchandieiafs state that some companies continue to
disregard the threat of exchange sanctions. lie&r2007-9.

189 Another open question is whether companies refbgin corporate governance practices in response to
or as a means of preventing the stock exchangeigmnits. We thank Nico Howson for this point. Véek
access to the detailed firm-level information neegg to explore this important question.
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and shaming injures reputatioff. Our qualitative empirical assessment of public
criticisms strongly suggests that both corporattiadividual reputations matter in
China, and that firms and individuals fight to ®aff criticism from the stock
exchanges. We have also presented evidence tiatparties shun (or raise their price
for dealing with) firms and individuals that havedn publicly criticized by the
exchanges. These findings suggest that publicisrits are doing some work in
punishing and deterring improper corporate contydisted firms in China, though we
cannot make any definite claims about the extemthich this is true. The criticisms
thus provide a comparatively low cost regulatoml.to

Shaming sanctions may be more effective whereuhewwnding institutional
environment is comparatively devoid of alternatierrence and punishment
mechanisms. Certainly that describes the currardgt®n in China, where, as we have
seen, the stock market is not yet supported byastnetwork of enforcement
institutions. The primary market regulator, theRTS is well intentioned and perhaps as
aggressive as it can be given its resource conttrand limited political breathing room.
Both the exchanges and the CSRC may be wary afgakore draconian steps to punish
offending companies, such as delisting or suspgnading, out of fear of unrest from
investors. But it is ill-equipped to serve as sl&e monitor of the capital markets.
Shareholder litigation, which in the United Stagesves as a crucial complement to SEC
oversight, is simply not yet a viable means of stee protection in China. Other
potential actors, such as active institutional stees, civil society organizations, and a
free financial press, are also either missing @r @scent stage of development. In such
an environment, the stock exchange criticisms apjodae a valuable component of
China’s current regulatory regime. Perhaps thae will fade as surrounding
institutions develop greater capacity, but currettiey seem to be gaining in importance
in the regulatory regime.

China’s stock market development to date providgsortant comparative
evidence in support of the literature on stock exgfes as providers of investor
protection. Of course, the Chinese context igraiive and cannot be squarely equated
with the historical experience of the United Staiethe U.K. which inspired this
literature. But within the distinctive constraimtscontemporary Chinese institutions and
politics, stock exchange criticisms appear to beaovative and proactive experiment in
investor protection to raise the quality and s@atifrthe stock market. The experience of
the Shenzhen Exchange in particular highlightsolhe of self-interest as a motivation to
provide investor protection. In order to compdteatively, exchanges must be
concerned about the governance practices of lgiatgpanies and the quality of the
information disclosure regime. This motivationd®keven where, as in China, the
exchanges are extensions of the state rather thaatgomembership organizations. The
London and Hong Kong Stock Exchanges pioneeredgsbef public criticisms as a
regulatory device to improve investor protectigkcting on similar motivation, mainland
Chinese stock exchanges appear to have effectnaigplanted this regulatory technique
into a more state-centered market system.

170 5ee Dan M. Kahan & Eric C. Posner, Shaming Whitéla€ Criminals: A Proposal for Reform of the
Federal Sentencing Guidelines, 42 J.L. & Econ. @839).
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The benefits of the stock exchange criticisms ggoyed in China, however,
appear to extend beyond investor protection. \We fpiarticularly intriguing the fact that
other regulators and market actors are beginniqgggyback on the stock exchange
criticisms. As shown above, the CSRC now tiestehpising and independent director
criteria to the stock exchange sanctions. Therakbank is making use of the
information produced by the stock exchanges indinugj a national credit rating system.
Available evidence suggests banks already takeuat@d the criticisms in their loan
decisions at some level. And somewhat more speeilg prosecutors and political
actors appear to use the sanctions as a signairigadto identify “bad actors” whose
conduct requires special scrutiny. Although itlddoe argued that the use of sanctions
by other state actors proves that the sanctiomsdélres are toothless—and that the
exchanges rely on other institutions (and in paldicthe CSRC) in order to punish
offenders—we disagree. Stock exchange criticisrme bacome a focal point for further
regulatory development and market policing. Thehaxges, by criticizing companies,
can set in motion a range of responses from otfstitutions. Cooperative interactions
among governmental and market actors are expamkngcope and impact of the stock
exchange criticisms.

We do not claim that shaming is necessarily madiect¥e in China than
elsewhere. But reputational sanctions may haviicp&ar force in China given both the
underdeveloped status of China’s legal instituti@m&l the strong emphasis on reputation
evident in Chinese society toddy. The use and effectiveness of shaming sanctions is
also not surprising given China’s legal historjnaging played an important role in
China’s imperial legal system, most notably in wearing of the cangue, and in the
Chinese legal system prior to the reform era. Shams a mechanism of political and
social governance played a major role during thiu€al Revolution, suggesting perhaps
some type of cultural or social affinity for thisal of public ordering, at least among
those in positions of authority. Indeed, one emateon for why Chinese law provides
robust protection for reputation rights today—imtaular when contrasted with other
forms of individual rights—is a desire to avoidthe reputation-based attacks of the
Cultural Revolution.

Public criticisms, like any other form of regulatichave costs and limitations. As
Dan Kahan and Eric Posner have noted, there isasbn to believe that the level of
deterrence provided by shaming sanctions is optibealause the reputational injury to
the offender depends on highly idiosyncratic vdaalthat are not fully known to the
government (in our case, the exchange) when it gmpthe penalty/? Plainly, the level
of deterrence provided by the stock exchange iitis has been insufficient to deter
significant levels of bad conduct in the Chineselstmarket, as evidenced by the
number of companies that have received two or reanetions. Moreover, though the
criticisms may be a relatively cheap form of enéanent for the government, they may
be costly to society. This is particularly trugh& stock exchanges impose criticisms
erroneously or for motives unconnected to invegtotection. We have no evidence that

"1 See Liebmannnovation through Intimidation? supra.
172 5ee Kahan & Posner, supra note ___at 372-73.
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this occurs, but the procedural vagueness surragriie sanction decisions and the lack
of a formal appeal mechanism are certainly causedocern. Even where criticisms of
listed firms are 100% accurate and well intentigregdming a corporation can adversely
affect the reputations of individuals who were meblved in the wrongdoing.

Expanding the focus somewhat, our study offersvaperspective on the small
body of literature discussing the role of the medieorporate governance. The principal
conclusion of this literature, which focuses exslaly on investor reaction, is that
international media exposure can be a useful cliveeto corporate governance
problems, particularly in a transition economy sastRussia, by amplifying the
reputational cost of misbehavitf Our study of the Chinese situation both suppeamts
departs from this conclusion. Clearly the sanaigain force through publication in the
media. It also seems likely that in some, and g@shmany, cases the stock exchange and
the CSRC first learn of corporate misconduct thiothige media. Indeed, the interaction
between the stock exchanges and the media seeanal touthe functioning of this
system of punishment and deterrence. Here toseeeollaboration among separate
institutions as a means of creating a novel fornmfafrmal regulation. The stock
exchanges use the media to publicize the sanct@musinedia coverage increases the
reputational effect on the offend€f. However, in China, it is domestic, not
international, media coverage that matters. Weunesvare of any reference, let alone
coverage, of Chinese stock exchange criticismbanrternational media. Also note that
the reputational impact of the criticisms (and nastbverage thereof) extends well
beyond the investing public, to encompass otharlatgrs, banks, government officials
and prospective employees of corporate management.

At first glimpse the important role of China’s nénee media in corporate
governance issues might appear counterintuitiagpractice, however, the Chinese
media enjoy significantly more autonomy in repagton financial misconduct than they
do reporting on most other areas of Chinese lawsaotety. The media are perhaps the
most effective regulator of corporate wrongdoingimna today. China’s leadership has
clearly recognized the valuable role the mediapiag in curbing corporate misdeeds—
even as they continue to limit the media’s abilityeport on many other areas. And the
Chinese media remain arms of the Chinese Partg:sthere are virtually no privately
owned media outlets in China. The Chinese metbag history of serving as both state
mouthpiece and as an important intelligence gatganstitution for Party-state leaders
results in media whose reports are often partibulafluential .}

B. Extending the Lessons from this Study.

Might the recent experience of exchange sanctioftslbssons for other areas
where under-enforcement of law remains a proble@hma? We are wary of declaring

3 pyck & Zingales, supra note .

74 cf Dyck & Zingales, supra note .

175 Benjamin L. Liebman, Innovation Through Intimidati An Empirical Account of Defamation
Litigation in China, 47 Harv. Int'l L.J. 33 (2006).
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reputational sanctions to have extensive applinatigtside the corporate governance
context. The recent use of shaming sanctions éYtiinese police against prostitutes in
Shenzhen touched off widespread outrage and coratemrwithin China, reflecting

how far China has come from the pre-reform*é?aBut our findings are also consistent
with the view, set forth by one of us elsewherat fhublic exposure may be the single
most effective tool for combating wrongdoing in Ghitoday.’’ Some of the

institutional characteristics of China’s stock exnbes are unique. For example, the
exchanges do not have close political ties to tmepanies they oversee, as stock
exchange officials are appointed by the CSRC, oxallgovernments, and most of the
companies that they oversee are not from theil jacadictions. Local protectionism
thus appears to be a far less significant factam this in many areas in which China
suffers from under-enforcement of laws and regoieti Nevertheless, even in areas
where local protectionism is a major problem, idahg perhaps most notably
environmental law, there may be lessons from tleeeences of China’s stock
exchanges: limited devolution of power to even niatiy autonomous institutions may
have a significant effect. And targeting the repions of wrongdoers may be more
practical, and more effective, than more complidatecumbersome enforcement actions
which rely upon a host of complementary enforcennestttutions.

Notwithstanding our reluctance to generalize ourchasions far beyond the
confines of the securities markets, our study lesione of the most concrete examples
available of a phenomenon other schdi&rsave argued is key to China’s economic
growth in the absence of robust legal institutiomspytational mechanisms to support
market activity. In the case of China’s securitiearket, the threat of reputational
sanctions appears to provide the exchanges withfisi@nt leverage to achieve the
primary goal of any securities regulatory regime-mpdy, corporate disclosure of
material information. Moreover, the purely repigaal effects of the sanctions are
buttressed by formal rules restricting the finagcaability of firms subject to public
criticism. Whatever its shortcomings, this scherheegulation appears to be
simultaneously providing a measure of investorgutivon and serving as the basis for
more formal regulatory efforts to bolster the quyadif information relevant to equity and
bank finance. Of course, considerable researokaded to determine whether similar
examples of informal institutional support for Caimeconomic growth can be found
outside the securities markets. But we now haveast one concrete example in support
of the informal institutions theory. If more cae bncovered and analyzed, scholars
might make headway on the extremely important gqorestf how China has succeeded in
growing so rapidly for three decades in the abseheerule of law, at least as that
condition is commonly understodd

176 Mark Magnier, Campaign of Shame Falls Flat in @hibA Times, Dec. 18, 2006, available at
http://www.latimes.com/news/nationworld/world/la-fgrps18dec18,1,3393268.story.

Y7 iebman, Watchdog or Demagogue? The Media irCthieese Legal System, 105 Colum. L. Rev. 1
(2005).

8 5ee Allen at al. supra.

Y9 For further analysis of this question, see Cutislilhaupt & Katharina Pistor, Law and Capitalism:
What Corporate Crises Reveal about Legal Systeh&aanomic Growth Around the World (forthcoming
2008).
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Adding to our sense that there may be broadermsssobe gleaned from this
example, the phenomenon we have explored in ttgayHsas parallels with other
reforms at the edges of the Chinese legal sys#&smne of us has pointed out in a
different context, the Chinese legal system costapace for innovation by a range of
actors™®® Experimentation and devolution of lawmaking av kenforcement activity are
common to legal reforms across a range of substatid institutional areas in China.

In the case of stock market regulation, we see dastalevolution of authority and the
creation of multiple, overlapping lines of regulgtauthority. Hence we see explicit and
implicit devolution of authority by the CSRC to tBechanges. In a system where rival
interests and institutional capacity may make rtdifar CSRC to play a greater oversight
role, devolution is becoming an effective tool. eTdynamic seems familiar even if the
context is new.

The recent experience in China’s securities mariat be particularly
noteworthy because although experimentation andldgen in lawmaking and in
economic policymaking are common in China, devolutf enforcement powers has
been less successful. Local protectionism is peytize single biggest problem
undermining China’s efforts to strengthen its legydtem, and the combination of
devolved authority and local protectionism freqelgads to under-enforcement. In the
case of exchange sanctions, however, devolved @atytigcontributing to more effective
oversight—in part because of the absence of lacaéptionism (or perhaps more
accurately, because the local incentives operaimine exchanges favor stronger, rather
than weaker, enforcement), and in part becausextiganges have relied on reputational
sanctions, rather than more formal punishments.ekichanges’ institutional interests in
expanding their own authority and influence hawaypt an important role in such
developments. Modest forms of regulatory comjoetiare also emerging between the
two exchanges, and may likewise be providing exghanvith an incentive to expand
their influence.

Conclusion

We have examined China’s legal and self-regulastnategies for capital market
development. In the process, we have uncoveredtare of Chinese securities
regulation that has thus far received almost renéitin: the role of reputational sanctions
imposed by the stock exchanges as a mechanismmighpoent and deterrence in the
capital market. Our empirical evidence and in®mwresults strongly suggest that the
stock exchange criticisms prompt disclosure ofrimfation the market finds significant,
while the fact that a company has been criticizausttutes a new and significant piece
of information. Although this regulatory mechanismay take a rather unorthodox form,
the criticisms are playing a role in the constretof a more robust Chinese capital
market. Data limitations do not permit us to coatgly rule out less benign
interpretations of the event study results sughadiical favoritism or the workings of an
inefficient market. But the evidence we have paatland analyzed suggests the stock

180 iebman, supra, at 107-108.
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exchanges have carved out a meaningful, if limisedf;regulatory role for themselves
despite severe institutional constraints on theiependence.

The broader lessons from this experiment for Clariaa generally may not be
known for years. But one conclusion is clear fromn study: new forms of governance
are being created in the interstices of what wenadly perceive to be a clear dichotomy
between state and private regulation of the seesinharkets. China’s institution-
building exercise in the area of capital marketsasth understanding at a deep level of
institutional detail, not only for its own sake tllecause it may offer tantalizing
evidence of how new forms of regulation are suppgreconomic growth. Much more
work needs to be done on this larger questionpofse. But we hope this Essay
represents a first step in achieving that deepe kef understanding.
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Table 1
WORLD RANKINGS OFMARKET CAPITALIZATION , VALUE TRADED, AND NUMBER OFLISTED DOMESTIC COMPANIES, 2005

Rank Market Total Market CapitalizatiorRank  Market Total Value Traded Rank  Market Number of Listed

(US$ millions) (US$ millions) Domestic Companies

1 United States 16,997,982 1 United States 21,%09,9 1 United States 5,143
2 Japan 4,736,513 2 Japan 4,997,414 2 India 4,763
3 United Kingdom 3,058,182 3 United Kingdom 4,1&00 3 Romania 3,747
4 France 1,710,029 4 Germany 1,763,155 4 Canada 713,2
5 Canada 1,480,891 5 Spain 1,557,246 5 Spain 3,300
6 Germany 1,221,250 6 France 1,475,537 6 Japan 93,27
7 Hong Kong 1,006,228 7 Korea 1,202,976 7 Uniteagkom 2,759
8 Spain 960,024 8 Italy 1,115,224 8 Korea 1,643
9 Switzerland 938,624 9 Saudi Arabia 1,103,502 9 stralia 1,620
10 Australia 804,074 10 Switzerland 883,270 10 &hin 1,387
11 Italy 798,167 11 Canada 845,017
12 China 780,763 12 Netherlands 757,437

13 Taiwan 618,207

14 Australia 616,115

15 China 586,301

Source: S&P Global Stock Market Factbook (2006)
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Table 2
COMPARISON OFEXTERNAL CAPITAL MARKETS (MEAN)

Country English French German Scandinavian LLSV ~ China
origin  origin  origin  origin origin  (2002)
average average average average average
External capital/GNP 0.60 0.21 0.46 0.30 0.40 0.49 (0.16)*
Domestic firms/Pop  35.45 10.00 16.79 27.26 21.59 930.
IPOs/Population 2.23 0.19 0.12 2.14 1.02 0.05
Total debt/ GNP 0.68 0.45 0.97 0.57 0.59 0.35 (0*79)

Source: Adapted from Allen et. al. (2005)
*External capital/GNP ratio using the floating slyppr value traded portion of the market

capitalization.
**Total debt/GNP ratio using bank loans issuedlt@ectors including the state sector.
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Table 3 CSRC Sanctions, 2001-208%

Year 2001| 2002| 2003| 2004| 2005 2006

Total Number of

Sanction

Decisions 29 17 35 49 43 25
Sanctions Directed against|
Entities or Entities and
Individuals

24 13 33 39 38 18

Sanctions Directed against|
Individuals Only 5 4 2 10 5 7

Total Number of

Companies

Sanctioned 24 13 33 39 38 18
Listed Companies 8 5 17 26 14 13
Securities Entities (include
Securities Companies and
subsidiary organizations) 9 3 7 3 20 3
Law Firms 0 0 0 0 0 0
Accounting Firms 4 4 4 4 2 1
Asset Appraisal Firms 0 0 0 1 0 0
Other types of companies 3 1 5 5 2 1

Total Number of

Individuals

Sanctioned 115 70| 147 283 154 101
Company Directors 79 53| 130 241 117 69
Company Non-Director
Employees* 1 3 4 7 10 6
Company Supervisors 0 0 0 1 0
Securities Industry
Employees 16 4 4 20 20 15
Certified Public
Accountants 16 9 9 12 7 4
Lawyers 0 1 0 0 0 0
Certified Public Valuers 0 0 0 2 0 0
Others 3 0 0 0 0 7

Cases Involving

Information

Disclosure 8 6** 17 27** 15** 14+

* Typically a chief accountant or financial supisor.
** One case included in the total is a sanctionirgiaan individual only, not the company.

181 Source: CSRC web site. One case from 2001 appebesmissing from the website and thus is not
included in the table.
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Table 4
NUMBER OFPUBLIC CRITICISMS OFLISTED COMPANIES BY STOCK EXCHANGES,
2001-2008°2

Year Shanghai Stock Exchange Shenzhen Stock Exehang
2001 16 (646) 32 (514)
2002 16 (715) 21 (509)
2003 19 (780) 17 (507)
2004 21 (837) 18 (540)
2005 18 (834) 33 (544)
2006 19 (840) 28 (533)
Total 109 149

Source: Stock Exchange Public Criticisms
( ) indicates number of listed companies as ofdbemer 31*

182 The data include all publicly available exchangguid public criticisms. It is possible that akma
number of additional public criticisms were issumed not listed on the exchange’s website.
183 Numbers of listed companies are from the websitése Shanghai and Shenzhen Stock Exchanges.
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Table 5

NUMBER OFCRITICISMS OFINDIVIDUALS, 2001-2006

Shanghai Stock Exchange

Shenzhen Stock Exchange

2001 11 105
2002 156 28
2003 173 110
2004 134 101
2005 159 256
2006 149 276
Total 782 876

Source: Stock Exchange Public Criticisms
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Table 6
PosITION OFCRITICIZED INDIVIDUALS

Position of Sanctioned Shanghai Stock Exchange Shenzhen Stock Exchange
Individual

Executive Director 645 735

Independent Director 25 40

Board Secretary 11 7

Supervisor 91 64

Chief Accountant/CFO 4 3

Other Management 6 27

Source: Stock Exchange Public Criticisms
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Table 7
StocK PrRICE REACTION TO CRITICISMS AND CORPORATEDISCLOSURE

# of CAR 3- Z-value CAR 5- Z-value
Observations day (CAR 3- day (CAR 5-
day) day)
Public Criticism 68 -0.0207 -3.68*** -0.0272 -3.75%**
SHSE
Public Criticism 98 -0.0096 -2.05** -0.0058 -0.96
SZSE
Company 90 -0.0368 -7.59%** -0.0421 -6.72%**
Disclosure
SHSE
Company 140 -0.0364 -9.40*** -0.0396 -7.93***
Disclosure
SZSE

** Significant at 0.05 level
*** Significant at 0.01 level
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Table 8
COMPANIES SANCTIONED 2001-2006=-O0RMAJORMISCONDUCT, BY STATE-
AFFILIATION 184

Actual Controlling Entity Number of SanctionedNumber of Sanctioned Total
Companies -ShenzhenCompanies -Shanghai

State-Owned Companies

National State-Owned Assets 6 6 12
Supervision and Administration
Commission

Other Central Government 2 6 8
Departments and Commissions

Provincial State-Owned Assets 15 9 24
Management Authorities

Provincial governments 2 1 3

Other (lower-ranking governments) 22 12 34

State-Owned Companies Total 47 34 81

Private Companies 70 43 113
Total 117 77 194

Source: Calculations based on company annual geport

184 Criticisms for minor misconduct — most often faduo file timely reports — have been excluded.
Information on ownership was obtained from revifwe@mpany annual reports.
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Graph 1
Stock PRICE REACTION TO COMPANY DISCLOSURE
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Graph 2
STOCK PRICE REACTION TO STOCK EXCHANGE CRITICISMS
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