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Punching Reforms on China’s

Stock Markets

Sweeping stock market reforms have begun in China
with the launch of pilot programmes to allow listed
companies to sell their non-tradeable shares. Andrew
Godwin, Carl Hinze and Simon Ha of Linklaters explain.

hen taking a closer look at the
changes the Chinese Government
has brought in to help resuscitate the

poor state of the local stock market, and, in
particular, at the share capital structure of listed
Chinese companies in the Mainland, a pattern
emerges: most share capital of listed com-
panies is not tradeable on the domestic stock
exchanges.

There are two types of share capital in the
Mainland: those shares that are listed and
tradeable on the stock exchanges; and the so-
called non-tradeable shares, which comprise
about two-thirds of the US$400 billion market

~ value of the companies listed on the Shanghal.
and Shenzhen stock exchanges, yet can only .

be transferred between parties by way of agree-
ment or special government approval.

As the Mainland share prices hover near six-

 year lows, the China Securities Regulatory
~ Commission (CSRC) as the main stock market

regulator has turned its focus to tackle the

problem of non-tradeable shares. Having..
learned from unsuccessful past efforts to resolve

the same issue, the regulator has proposed to
phase out the non-tradeable shares of listed
Chinese companies in an orderly manner by
launching trial programmes involving a selected
sample of companies.

These reforms will have a far reaching effect on
listed companies as well as the shareholders,
especially those holding tradeable shares.

“Qualifications

By early August, two pilot programmes
involving 46 companies had been announced.
No companies may participate in the trial
programmes without the CSRC's permission.
It is reported that after the completion of the
second pilot programme the regulator intends
to make it compulsory for all listed Chinese
companies to restructure their share capital
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structure by converting all their non-tradeable
shares into tradeable shares. To further
underline this point, the CSRC has indicated it
would only entertain new applications for
capital raising from companies that have
completed such a restructuring.

In addition, on 23 August 2005, the CSRC, the .
State Council, the Ministry of Finance, the =

People’s Bank of China and the Ministry of.
Commerce jointly issued a guiding opinion in

. ‘support of the reforms. It is indicated in the
" document that companies having completed
their share capital restructuring quld begiven
priority if they intend to undertake any capital it
raising activities. Further, the joint opinion stated
“there would no longer be different classes of .

A-shares for companies involved in an initial

The pilot companies are required to sa'tisfy_:-'.'_

certain requirements under the CSRC scheme

before converting their non-tradeable shares =

into tradeable shares. These include: holding
an extraordinary shareholders' meeting to

" vote on the reform proposal; issuing at least

three public notices of the extraordinary

‘general meeting; and making provisions for
shareholder participation (including voting via .

the internet),

In addition, at least two-thirds of the share-

holders at the extraordinary shareholders'

meeting and voting must vote in favour of the

reform proposal and, as a further qualifying

requirement, at least two-thirds of the

shareholders of tradeable shares must vote in

favour of the reform. This additional qualification

was inserted to ensure the interests of the trade- -
able shareholders were not compromised in the

transition phase of the reform. '

To stop the share price free-falling — as a result
of shareholders immediately offloading the
converted shares — the CSRC also requires
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holders of non-tradeable shares to refrain from
selling converted shares through either the stock
- exchange or @ private transfer agreement for
12 months after conversion. In addition, in the

two years after the lock-up period ends, a holder g ;

e of non-tradeable shares that has more than 5%

* of the total issued share capital of the company
cannot trade on the stock exchange more than
5% of the company’s total share capital within
12 months, and not more than 10% of the
company’s total share capital within two years.

Some companies involved in the trial programmes -
have gone even further, imposing selling
estrictions of up to two to three years, with one
controlling shareholder undertaking not to transfer
its converted shares in the initial five years. :

- Stabilising Shlar_e' Prices

" The GSRC also granted controlling s'har-e-_ "
holders the opportunity to stabilise the market =

price of the shares. .= -

E’oll’lhg shareholder of‘"a_il'i's_ted'cbhpany b
‘within two months after the approval of

 The
- may,

‘company on the market to offset any abnormal .
fluctuations of the share price without having
" to comply with the stringent general ofter .
'ob!i__g'ét,_igfg}is."-.;sé_t out under domestic law.

~ However, the controlling shareholder is then
- prohibited selling the newly acquired

<hares forsix months. .« g g

Compensation Schemes. M
\s a further incentive for holders
~ sharesto '
~ devised various schemes to compensate them
in exchange for the conversion of the non-
tradeable shares (previously issued atadiscount
' for their illiquidity) into tradeable shares.’

T

However, one of the fundamental issues the

. pilot companies have encountered so far is the

level of compensation holders of non-tradeable
'shares should give 10 the holders of tradeable

 shares. This problem will confront all the

- companies undertaking the reform and the

¥ - method of compensation adopted will depend

~ on'the financial position of the company and
. its holders of non-tradeable shares.” ="

The pilot companies have announced various
~ compensation methods: B
.. Cash payment: holders of non-tradeable
_ shares make cash compensation to the
holders of tradeable shares. i
- Transfer of shares from the holders of
_npn—tradeab!e'shares to the holders

the restructuring proposal, buy shares of the .=

"= |ssuing warrants by the holders of non-

_ :cit"tra'deéble' e hether B
approve the reforms, chbaniés have = traded onthe Shanghai and Shenzhen stock
_overseas stack exchange markets, but mainly

" in a manner similar to A-share holders.

- position on this is not.clear.. -

. The joint opinion issued on 23 August indicated :

of tradeable shares: this increases the
percentage shareholding held by the holders
of tradeable shares in the total share capital
of the listed company. This appears to be the
most popular and widely adopted method of
compensation. Reports indicate that holders
of tradeable shares will generally receive at
least two to four shares for each 10 shares
they hold in a particular listed company.

. 'Recapitalisation of retained earnings:
the listed company will recapitalise its retained
earnings and issue new share capital
only to the holders of tradeable shares.

. Paying dividends to the holders of

_ tradeable shares: another compensation
method is to make dividends payments 1o
all the shareholders where holders of non-
tradeable shares waive their rights to such

©  dividends. g
- Unilateral reduction of shares by the ’

holders of non-tradeable shares: by

" share capital of the listed company held by
. the holders of tradeable shares will increase
 proportionately. This method of compensation

~ achieves a similar result as a transfer of shares
from holders of non-tradeable shares to

" 'holders of tradeable shares. |

tradeable shares: the holders of non-
tradeable shares will issue call and/or put
warrants to the holders of tradeable shares.. -
Any combination of the above methods.

A related issue'i.s whether Béshare (listed ahd :
exchanges) and H-share (listed and traded on

in Hong Kong) holders will also be compensated

It has been reported that the CSRC and the
Hong Kong Stock Exchange have reached a
consensus that holders of H-shares will not
participate in the reform so long as their
economic interest are not affected. It is also
rumoured that holders of B-shares will not be
compensated to the same degree as holders
of A-shares. As yet, however, the CSRC's

that the overall share capital restructuring is
meant to resolve the differences between the
tradeable and non-tradeable A-shares. With
regard to the H-shares and B-shares, if any
resolution is required, the shareholders shall -
resolve that among themselves.
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Foreign Invested Legal Person Shares
It remains to be seen in what way foreign invested
legal person shares — held by foreign investors

in Chinese companies — will be affected by the =

reforms. So far, this issue is relevant to four listed
_companies in the pilot programmes. .

One common feature from the proposals of
each of these four companies is that the holders
of the foreign invested legal person shares

have been or are expected to be treated on the
same basis as other shareholders with non-

tradeable shares. The only potential difference
that arises is that the reform proposal must now
also be approved by the Ministry of Commerce.

Under current rules, foreign investors are
prohibited from buying A-shares directly,
except via a Qualified Forengn Institutional

= =7%
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Investor scheme. Presumably, if the Ministry of
Commerce approves the conversion of the
foreign shares to A-shares it will result in foreign
investors holding A-shares as a direct product

" of the reforms. Yet this does not mean foreign
. investors can buy or trade A-shares. :

Unfortunately, when the Ministry of Commerce
recently approved the reform of Zijiang

Enterprise, the regulators fell short of making.

any formal declaration as to how A-shares
obtained by a foreign investor as a con-

sequence of the reform would be treated; this

remains a contentious point.

Andrew Godwin is a Partner, Carl Hinze an
Associate, and Simon Ha a Paralegal, at
Linklaters in Shanghai' :
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