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Abstract 

Corporate governance has gained considerable prominence in the last decade as 

it has become a much more widely discussed and debated issue. The debate as to which 

model of corporate governance China should adopt continues as China forges a new era 

of interaction with the global market, especially since its accession to the World Trade 

Organization in 2001.

The state-owned enterprise (SOE) sector in China is a significant contributing 

factor in China’s endeavour to continue to develop its economy, provide employment 

and reduce poverty.  Therefore, the success of SOE reform is important to China’s 

future economic prosperity and ability to contend with social justice issues. The 

commencement of the reform process began in the late 1970s and many SOEs have 

attained significant progress in some important areas. However, all too many SOEs 

experience poor overall performance. Thus, the consequence of the corporate 

governance model and corporate structure selected will be considerable, especially as 

the country’s market economy gains momentum. 

This thesis contributes to the ongoing body of work relating to corporate 

governance in China, and some clear results have been found. It also reviews the 

institutional setting in China and elements of the corporate governance literature in 

detail. As the ownership of firms is considered to be one of the key elements to enhance 

corporate governance, the empirical study considers issues relating to changes in 

ownership, concentration and ownership structures.  It conducts an empirical study of 

the ownership and performance of listed corporations in China and based on these 

analyses, the thesis provides policy recommendations as to which model of corporate 

governance may best be suited to China during this transitional phase.

The findings suggest that the ownership structure is a key element to enhancing 

corporate governance in China. The wealth affects of changes in listed firm ownership, 

which for the most part had the effect of reducing state ownership, were found to be 

positive. Concentration ownership structures per se were not found to enhance listed 

firm performance. The most significant findings were the following. Firstly, that 

institutional ownership, through the Legal Person holding companies, have a positive 

bearing on listed firm performance and thus by implication, upon improving corporate 

governance. Secondly, medium levels of Legal Person ownership were found to be the 



most effective. Thirdly, foreign institutions and individual investors were found to be 

positively correlated to performance. Similar results were found for offshore ownership, 

but to a lessor extent. Conversely, state ownership was found to be negatively correlated 

to performance. Other issues that were identified in the empirical analysis are that size 

does matter, in that large firms were found not to perform as well as smaller firms. 

Leverage appears to matter also, as highly leveraged firms were found not to perform 

well. The industry in which a firm operates was also found to have an affect on 

performance.

The policy recommendations are based on the findings and observations of this 

thesis. The assumption is made that the present gradualist approach and regime will 

continue. As state ownership is shown to have a negative bearing on listed firm 

performance, the recommendation is that the state, at its various levels, should divest its 

holdings. This could be achieved through a privatization program in which the state 

denationalises a large proportion of its holdings. One of the keys would then be 

managing the change of ownership. Based on the observations and findings of this 

study, it is recommended that a privatization program should be instigated that supports 

blockholders and institutions, and does not focus purely on dispersing large proportions 

of holdings to diverse small shareholders. In addition, mergers and acquisitions that 

embrace economic efficiency should be encouraged and supported. The empirical study 

demonstrates that the ultimate ownership and control of tradeable shares ought to be 

channelled to pension funds, private institutional investors that should be encouraged to 

take strong stakes in the firms, to strategic investors, especially minority blockholders, 

and a proportion to international investors. This strategy would be in China’s best 

interests in its present stage of development.



Contents

Chapter Headings

Chapter 1 Introduction ..............................................................................1

Chapter 2 The Institutional Setting in China ........................................21

Chapter 3 Corporate Governance Literature .....................................101

Chapter 4 Research Methodology and Data Description ...................197

Chapter 5 Results Analyses ...................................................................248

Chapter 6 Discussion and Conclusion ..................................................294

Table of Contents

Chapter 1 Introduction ..............................................................................1

1.1. Introduction .........................................................................................................2

1.1.1. Corporate Governance Defined ...................................................................4

1.1.2. The Situation in China .................................................................................6

1.2. The Reform of SOEs ...........................................................................................9

1.3. Research Question/Problem .............................................................................11

1.4. Objectives of the Study .....................................................................................12

1.4.1. Objective 1: The Institutional Setting in China .........................................12

1.4.2. Objective 2: Alternative Models of Corporate Governance ......................13

1.4.3. Objective 3: Effectiveness of Existing Chinese Models ...........................14

1.4.4. Objective 4: The Potential of Alternative Models in China ......................14

1.4.5. Objective 5: Make Policy Recommendations ...........................................15

1.5. Importance/Benefits of the Study ....................................................................16

1.6. Contribution ......................................................................................................19

1.7. Structure of the Thesis ......................................................................................20

Chapter 2 The Institutional Setting in China ........................................21

2.1. Introduction .......................................................................................................22

2.2. Economic Overview ..........................................................................................23

2.2.1. Modern China (1970 – present) .................................................................23

2.3. Economic Reforms ............................................................................................24

2.3.1. Stages of Reform .......................................................................................25

2.3.2. Recent Developments ................................................................................26

2.4. Corporate Reforms ...........................................................................................28

2.4.1. Corporate Ownership in China ..................................................................28

2.4.2. SOEs ..........................................................................................................30

2.4.3. The SOE Reform Program ........................................................................37

2.4.4. Ownership Structures in China ..................................................................48

2.5. Financial Sector Reforms .................................................................................51

2.5.1. Financial Development ..............................................................................52



2.5.2. The Course of Reform in China ................................................................54

2.6. Capital Markets in China .................................................................................60

2.6.1. Capital Market Development Theory ........................................................60

2.6.2. Economic Significance of Equity Markets ................................................61

2.6.3. The Development of Capital Markets in China .........................................62

2.6.4. Extent of Securities Market Development .................................................63

2.6.5. Market Performance ..................................................................................68

2.6.6. Types of Shares .........................................................................................69

2.6.7. Opening-up of the Market .........................................................................72

2.6.8. The Bond Market .......................................................................................74

2.6.9. Institutional Investment .............................................................................80

2.6.10. Foreign Investment ..................................................................................82

2.7. Corporate Law and Standards ........................................................................85

2.7.1. Corporate Forms ........................................................................................86

2.7.2. The Development of Company Law .........................................................87

2.7.3. Directors’ Duties in China .........................................................................89

2.7.4. Shareholder Protection ..............................................................................91

2.7.5. Market Discipline ......................................................................................93

2.7.6. Bankruptcy .................................................................................................94

2.7.7. Price Manipulation Laws ...........................................................................96

2.7.8. Accounting Standards ................................................................................97

2.8. Conclusion .........................................................................................................98

Chapter 3 Corporate Governance Literature .....................................101

3.1. Introduction .....................................................................................................102

3.2. Corporate Governance ...................................................................................104

3.3. Evolution of Governance Systems .................................................................105

3.4. An Overview of the Theory of the Firm ........................................................106

3.4.1. The Berle and Means Model of the Firm ................................................107

3.4.2. The Shift in the Control of the Firm ........................................................110

3.4.3. Does the Berle and Means Model Hold ...................................................111

3.5. Agency Theory ................................................................................................114

3.5.1. Agency Theory Outlined .........................................................................114

3.5.2. Agency Costs ...........................................................................................115

3.6. Managing the Agency Problem ......................................................................117

3.6.1. Incentive Contracts ..................................................................................118

3.6.2. Legal Protection .......................................................................................121

3.6.3. Large Investors ........................................................................................124

3.6.4. The Debt or Equity Consideration ...........................................................135

3.6.5. Alternative Views ....................................................................................141

3.6.6. Reputation and Optimism ........................................................................147

3.6.7. Section Conclusion ..................................................................................149

3.7. How are the Problems Associated with Corporate Governance Best 

Managed ......................................................................................................149

3.7.1. Legal Protection and Large Investors ......................................................150

3.7.2. What Kind of Large Investors and at What Level? .................................152

3.7.3. International Investors .............................................................................153

3.8. The Effectiveness of Boards of Directors ......................................................155



3.9. Descriptive Studies That Identify Competing Models .................................157

3.9.1. Developed Country Models of Corporate Governance ...........................158

3.9.2. Alternative Models of Corporate Governance .........................................165

3.9.3. Corporate Governance in China ..............................................................175

3.9.4. Comparison of the Models for China ......................................................179

3.9.5. Concluding Discussion ............................................................................184

3.10. Reforms and Privatization Schemes ............................................................185

3.10.1. Privatization in the Czech Republic ......................................................190

3.10.2. Privatization in Russia ...........................................................................192

3.10.3. An Overall Summary of These Schemes ...............................................194

3.11. Conclusion .....................................................................................................195

Chapter 4 Research Methodology and Data Description ...................197

4.1. Introduction .....................................................................................................198

4.2. Empirical Motivation ......................................................................................199

4.3. Methodology ....................................................................................................203

4.3.1. Research Design ......................................................................................203

4.4. Hypotheses .......................................................................................................206

4.4.1. H1 The Wealth Effects of Corporate Governance Changes ....................207

4.4.2. H2 Ownership Concentration and Firm Performance .............................210

4.4.3. H3 Ownership Structure and Firm Performance .....................................215

4.4.4. H4 Levels of Legal Person Ownership and Firm Performance ...............217

4.5. Variables ..........................................................................................................220

4.5.1. Dependent Variables ................................................................................220

4.5.2. Independent Variables .............................................................................225

4.6. Data Selection ..................................................................................................232

4.7. Descriptive Statistics .......................................................................................235

4.7.1. Ownership Structure ................................................................................236

4.7.2. Industry Categories ..................................................................................244

4.8. Conclusion .......................................................................................................247

Chapter 5 Results Analyses ...................................................................248

5.1. Introduction .....................................................................................................249

5.2. H1 The Wealth Effects of Corporate Governance Changes .......................250

5.3. H2 Ownership Concentration and Firm Performance ................................253

5.4. H3 Ownership Structure and Firm Performance ........................................258

5.4.1. Results of the Ownership Structure Study ...............................................259

5.4.2. Legal Person Holdings .............................................................................262

5.4.3. Publicly Listed Ownership ......................................................................266

5.4.4. Offshore Ownership ................................................................................270

5.4.5. Foreign Institutional Ownership ..............................................................273

5.4.6. Institutional Investors ..............................................................................275

5.4.7. State Ownership .......................................................................................277

5.5. H4 Levels of Legal Person Ownership and Firm Performance ..................281

5.5.1. Evidence of Non-linearity .......................................................................284

5.6. Variables ..........................................................................................................288



5.6.1. Investment ...............................................................................................288

5.6.2. Size ..........................................................................................................288

5.6.3. Leverage ..................................................................................................289

5.6.4. Industries .................................................................................................289

5.7. Concluding Remarks ......................................................................................292

Chapter 6 Discussion and Conclusion ..................................................294

6.1. Introduction .....................................................................................................295

6.2. Outline of Models Used ..................................................................................296

6.3. Empirical Findings ..........................................................................................297

6.3.1. Ownership Concentration ........................................................................297

6.3.2. State Ownership .......................................................................................298

6.3.3. Legal Person Holdings .............................................................................298

6.3.4. Publicly Listed Holdings .........................................................................300

6.3.5. Offshore Ownership ................................................................................301

6.4. The Way Forward: Policy Recommendations Discussion ..........................303

6.4.1. Which Corporate Governance Model ......................................................304

6.5. Policy Recommendations ................................................................................307

6.6. Divesting State Ownership .............................................................................310

6.7. A Suggested Approach to Divesting State Ownership .................................317

6.8. Future Research ..............................................................................................323

6.9. Limitations to the study ..................................................................................324

6.10. Conclusion .....................................................................................................325

Appendicis .............................................................................................................. 328

Appendix A : Summary Table of Ownership Literature ...................................328

Appendix B : Results Q_MB, Q_Sim, ROA and ROE .....................................334

References ............................................................................................................... 336

List of Figures

Figure 2.1: China’s GDP and Real GDP Growth – 1970 - 2003 ...................................23

Figure 2.2: Employees by Enterprises Ownership (%) ..................................................35

Figure 2.3: Average Percentage Ownership Structure of Listed Firms - 1999-2002 .....48

Figure 2.4: Ownership Structures (Average %) – 1997-2002 ........................................49

Figure 2.5: Savings deposits ...........................................................................................53

Figure 2.6: Market Capitalisation to GDP (%) – 1991-2002 .........................................63

Figure 2.7: Number of Firms Listed on Shanghai & Shenzhen Stock Exchanges .........64

Figure 2.8: Market Capitalisation ...................................................................................65

Figure 2.9: China Capitalisation & Volume (Value) ......................................................65

Figure 2.10: Market Capitalisation – East Asia ..............................................................66

Figure 2.11: Value of Share Trading – 1991-2002 .........................................................67

Figure 2.12: China SSE Composite Index, December 1990 – December 2003 .............68

Figure 2.13: B-Share Indices ..........................................................................................73

Figure 2.14: Bonds outstanding – 1981 - 2001 ..............................................................74

Figure 2.15: Shanghai Government Bond Index ............................................................75

Figure 2.16: China’s Government Debt to GDP 1995-2001 ..........................................76



Figure 2.17: FDI (US$ Billions) 1990 - 2003 ................................................................83

Figure 2.18: FDI by Form of Investment 1995 - 2003 ...................................................84

Figure 3.1: Berle and Means Model of Corporate Governance ...................................108

Figure 3.2: Corporate Governance Model with Family/State Owners .........................112

Figure 4.1: Ownership Structures (Average %) 1997-2002 .........................................237

Figure 4.2: Ownership Structures (Average %) 2002 ..................................................239

Figure 4.3 SSE Composite Index – 1995 to 2000 ........................................................239

Figure 4.4 Industry Statistics as at 31 December 2001 ................................................246

Figure 5.1: Mean Cumulative Abnormal Returns ........................................................251

Figure 5.2: LP% Plotted Against Q_CP .......................................................................284

Figure 5.3: LP% - Q_CP: 1999 ....................................................................................285

Figure 5.4: LP% - Q_CP: 2000 ....................................................................................286

Figure 5.5: LP% - Q_CP: 2001 ....................................................................................286

Figure 6.1: Divesting State Ownership of Unlisted SOEs Model ................................319

Figure 6.2: Divesting State Ownership of Listed Firms Model ...................................322



List of Tables

Table 1.1: A Simple Classification of Corporate Governance Models ............................8

Table 2.1: Medium to Large SOE numbers - 1993-2000 ...............................................43

Table 2.2: Industrial Enterprises (annual sales of over Rmb 5 million) .........................44

Table 2.3: Projected Medium to Large SOE numbers 2001-2004 .................................45

Table 2.4: Number of SOEs by Size - 2002 ...................................................................45

Table 2.5: Summary of Listed Firms ..............................................................................64

Table 2.6: Market Capitalisation – East Asia .................................................................66

Table 2.7: 1996 Ratio of Government Debt to GDP ......................................................77

Table 2.8: Securities Issued ............................................................................................78

Table 3.1: Average Premium for Good Corporate Governance ...................................103

Table 4.1: Variable Descriptions ..................................................................................231

Table 4.2: Number of firms included in the dataset for each year ...............................234

Table 4.3: Descriptive Statistics ...................................................................................235

Table 4.4: Breakdown of Legal Person Holdings ........................................................238

Table 4.5: Breakdown of Ownership of Listed Firms - Average 1997-2001 ...............240

Table 4.6: Ownership of Listed Firms – percentage change 1997 – 2001 ...................241

Table 4.7: Breakdown of Ownership of Listed Firms 1997 – 2001 (and average) ......242

Table 4.8: Listed Firms - Average Percentage 1997-2001 ...........................................244

Table 4.9: Industry Statistics as at 31 December 2001 ................................................245

Table 5.1: CAR surrounding announcements of ownership change ............................251

Table 5.2: Regression Results 1999 .............................................................................255

Table 5.3: Regression Results 1998 .............................................................................256

Table 5.4: Regression Results 1997 .............................................................................256

Table 5.5: Correlations – Pooled data 1997 to 2001 ....................................................260

Table 5.6: White’s Test Results ....................................................................................260

Table 5.7: Results – Q_CP ...........................................................................................261

Table 5.8: LP Results ...................................................................................................262

Table 5.9: EOPUB Results ...........................................................................................266

Table 5.10: Largest A-Shareholders 2001 ....................................................................267

Table 5.11: Tradeable A-Share Holdings 1997-2001 ...................................................268

Table 5.12: Number of Firms with Tradeable A-Share Holdings ................................268

Table 5.13: Offshore investors .....................................................................................270

Table 5.14: Offshore Ownership 1997-2001 ................................................................272

Table 5.15: Number of Firms with Offshore Ownership .............................................272

Table 5.16: Foreign institutions results ........................................................................273

Table 5.17: Foreign Institutions Holdings% 1997-2001 ..............................................274

Table 5.18: Number of Firms with Foreign Institutional Holdings ..............................274

Table 5.19: Results – State and Q_CP ..........................................................................278

Table 5.20: High, Medium or Low levels of LP ownership results .............................282

Table 5.21: Summary of LP ownership levels results ..................................................283

Table 5.22: INV Results – Q_CP .................................................................................288

Table 5.23: SIZE results – Q_CP .................................................................................288

Table 5.24: Leverage results – Q_CP ...........................................................................289

Table 5.25: Industry dummy results - Pooled data – Q_CP .........................................290

Table 5.26: Industry dummy summary results – Q_CP ...............................................290

Table 6.1: Numbers of SOEs - 1998-2002 & 2003-2004 Projected .............................311

C h a p t e r  1  



 Chapter 1: Introduction Page 1

IN T R O D U C T I O N

I N T R O D U C T I O N

1.1. Introduction

Corporate governance has gained considerable prominence in the last decade as 

the debate concerning acceptable standards has intensified. The mass media have 

investigated contributed en entered often weighed into the discussion as issues relating 

to corporate governance have been taken up in headlines proclaiming scandal and 

corruption. Poor disclosure, perquisite consumption and large payouts to corporate 

executives have been investigated and even scrutinized. Directors and managers have 

often repeatedly been grilled by the media, in company meetings and in courtrooms, by 

journalists, shareholders, activists, legislators, prosecutors and judges. Political leaders 

such as Australia’s Prime Minister Howard have weighed into the argument, asserting 

that poor corporate governance practices should be restrained. Although, aspects of it 

were first raised as far back as 1776 by the economist Adam Smith, with the 

contributions of Berle and Means, who identified corporate governance as a core issue 

in their 1932 book The Modern Corporation and Private Property (see Chapter 3, 

section 3.4) issues related to corporate governance began to feature even more 

significantly in both the business and academic communities.

Corporations play a pivotal role in economies in the twenty-first century. Some 

have become global conglomerates that have a great deal of influence upon us on a 

daily basis. Others command revenues greater than the gross domestic product of entire 

nations. Large corporations involved in industries such as media, oil, transport, 

computing, clothing, food, construction and infrastructure, are examples of this 



powerful influence. Their governance is undoubtedly of consequence globally as their 

function and responsibility in society expands. Nevertheless, the science of corporate 

governance and how firms grow and develop is still evolving. Globally, sweeping 

changes have occurred in the corporate world, as firms have had to contend with 

acquisitions, mergers, restructuring, and “rightsizing,” as well as boardroom battles for 

control. Privatization is now widespread in the developed world and is occurring at an 

increasing rate in emerging and transitional economies. Such reality motivates the 

ongoing debate as to the model of corporate governance that might be the most suitable 

for developing and transitional economies in the quest for markets economies. Given 

the upheavals of the Mexican crisis, the Russian crisis and the Asian financial crisis of 

1997/8, the question as to which model will provide the most sound corporate structure 

and governance for the enterprises being privatized in transitional economies, remains 

unanswered. Consequently, there is heightened interest among academics, governments 

and practitioners regarding corporate governance models generally.

The various models of corporate governance that exist globally have evolved as 

economies and the corporate structure were shaped, simply following convention, or 

based on environmental influences such as worldview, culture, and the legislative and 

political framework (Alejo, 2000; Shleifer & Vishny, 1997). Thus, typically the model 

of corporate governance that evolves is not specifically planned to achieve particular 

objectives be they to maximise efficiency, economic benefit, shareholder wealth or the 

protection of minorities (see Chapter 3, 3.3).

China is a particular case in point where corporate governance is evolving. The 

economy is essentially in a state of metamorphose - simultaneously growing, 

developing and being transformed from a command system to a market economy. A 

significant recent driving factor of this transformation is the accession of China to the 

World Trade Organization (WTO) (Adhikari & Yang, 2002; Broadman, 2002; Mørck & 

Yeung, 2000). It is anticipated that, a large number of hitherto protected industries will 

be opened for the first time to international competition. In addition, the 2008 Beijing 

Olympic Games have heightened the agenda with regards to aspects such as the 

environment, human rights, unemployment and property rights (Brajer & Mead, 2003; 



Powell, 2001). These major events will no doubt give added impetus to China’s pursuit 

of economic reform.

1.1.1. Corporate Governance Defined

A market-based Anglo-US perspective of corporate governance is the dominant 

model in common-law countries (La Porta et al., 1998). Corporate governance is 

essentially pertaining to the relationship between shareholders and management, though 

this is not without debate (Milhaupt, 1998). The influential Cadbury Report defines 

corporate governance fundamentally and somewhat simplistically as “the system by 

which companies are directed and controlled” (Cadbury, 1992).

A broader view would recognise the interaction and relationships involving the 

institutions and individuals implicated or concerned with decision-making (Charkham, 

1995; Monks & Minow, 2001). It could well include the principal shareholders, the 

owners; their agents, the managers; and in a broad sense the stakeholders, for instance 

employees, creditors/lenders, suppliers and customers (Becht, Betts, & Mørck, 2003; 

Carlin & Mayer, 1995; Milhaupt, 1998). This wider view is not without some practical 

support in Western economies (Charkham, 1995). For example, the supervisory board 

system in Germany includes union representation (see Chapter 3, 3.2, for an in-depth 

discussion of this topic). Furthermore, corporate governance structures are also quite 

diverse globally. As discussed above, prevailing forces for this diversity may include 

worldview, culture, language, and the institutional, ideological, political and legal 

system. 

The separation of ownership and control, which is characteristic of the modern 

Anglo-US corporation, creates potential conflicts of interests between managers and 

shareholders. The corporate governance system that helps resolve such conflicts 

consists of the internal control system, the external market for corporate control, and the 

discipline of the product and factor markets. Within this context, the primary functions 

of the board of directors are to monitor managerial actions, assist management by 

providing advice and veto any management decisions that are deemed harmful to 

shareholders (Kose & Senbet, 1998; Monks & Minow, 2001). The board is responsible 

for setting goals, evaluating management performance in achieving these goals, 



compensating management for their performance, and promptly removing poorly 

performing managers. Monitoring of the board of directors is external, through the 

operations of financial markets, and ultimately through the market for corporate control 

(Charkham, 1995; Monks & Minow, 2001). Consequently, there is heightened interest 

among academics and practitioners alike, regarding corporate governance models and 

there fit to the corporation as it has evolved.

The Berle and Means (1932) notion of the firm regarding diverse shareholders 

and their inability to check management (see Chapter 3, 3.4.1) has clearly taken a 

central position in the ethos of free market economies. Yet, in recent years, quite a few 

studies have begun to emerge questioning the validity of this notion empirically. 

Eisenberg (1976), Demsetz (1983), Demsetz and Lehn (1985), Shleifer and Vishny 

(1986), and Mørck, Shleifer and Vishny (1988) show that, even among the largest U.S. 

firms, there is a modest concentration of ownership. More recently, La Porta, Lopez-de-

Silanes, Shleifer, and Vishny, (1998), demonstrate that across the world the widely held 

firm is not at all common. There is also an emerging alternative “conflict” between 

blockholders and minority shareholders (Denis & McConnell, 2003; La Porta et al., 

1998) verses the agency problem between managers and shareholders. Denis and 

McConnell (2003, p29) point out that “highly concentrated ownership leads to an equity 

agency conflict between dominant shareholders and minority shareholders.”

Anglo-US systems of corporate governance rely heavily on the legal framework 

to protect small investors. However, it is considered that under the system, contracts 

alone cannot protect investors, as the contracts simply cannot predict what the future 

might hold or cover all bases (Chapter 3, 3.6.5.2). Thus, the Anglo-US model relies on 

the protection of market forces in which takeovers are largely considered to be the 

primary corporate governance mechanism to effectively discipline or control managerial 

discretion (Chapter 3, 3.9.1.1).

Economic institutions have a profound influence on economic performance 

overall. Yet, the modern corporate system is not yet fully or clearly defined (Zingales, 

2000) and theories are still evolving, although much has been gained in the last few 

decades. Characteristically the corporate system is described as addressing property 

rights and control mechanisms, exercising scientific management, establishing 



authorities and responsibilities, and extricating the roles of the corporation and state 

administration (Tam, 1999).

1.1.2. The Situation in China

The consequence of the corporate governance structure selected for China’s 

many and often immense state-owned enterprises (SOEs) will be considerable, 

especially as the country’s market economy gains momentum. The SOE sector has 

faced a flagging share of China’s GDP (Chapter 2, 2.4.2.1), and as a consequence has 

triggered some disquiet. Therefore, the success of SOE reform is a significant factor in 

China’s future economic prosperity and ability to contend with mounting social justice 

issues.

Models of corporate governance that China could contemplate vary considerably 

amidst the many possible environmental influences. Presently a range of plausible 

models are being considered in China. The primary models being contemplated are the 

German style two-tier model incorporating a supervisory board, the Anglo-US model, a 

system similar to the model applied by South Korea’s chaebol, or finally, a “main bank” 

structure analogous of Japanese or German corporate configurations (Harvie & 

Naughton, 2000; Tam, 1999). China is weighing up various models of corporate 

structure and governance, in particular for the firms being publicly listed and the top 

1,000 essential state-owned enterprises (Chapter 2, 2.4). The most common corporate 

governance model in China at present is a combination of the Anglo-US in that firms 

are listed on the stock market and German models, with a two-tiered board structure, 

although somewhat different in focus to that of either model. Regardless of the model of 

corporate governance that finally evolves in China, it is anticipated that the state will 

wish to continue to have some participation in the corporate sector, especially larger 

corporations, for some time yet, particularly during the transitional stage (Mallin & 

Rong, 1998).

In essence, two fundamental reform models have been considered for SOEs in 

China – the market approach and enterprise ownership approach (as discussed in detail 

in Chapter 3, 3.9.3). Underlying the market approach is the assumption that the 

formation of well functioning markets for products and factors of production will 



produce SOE efficiency improvements, without ownership change of any consequence. 

Alternatively, the enterprise ownership approach assumes that advances in enterprise 

efficiency are gained by means of ownership transfer, predominantly to the private 

sector. Reforms in Eastern Europe and Russia have embraced ownership restructure as 

the imperative initial phase. Notwithstanding, China has attempted both of these 

approaches to reform. Presently, the approach that has gained momentum in China 

involves the privatization of small to medium size enterprises, while at the same time, 

many of the large “pillar industry” SOEs continue under state ownership and are being 

reformed by means of the market approach. However, some very large enterprises in the 

telecommunications, air-transport and petrochemical industries have been partially 

privatized.  

Models of corporate governance in Germany, Japan and the Anglo-US system 

embody both substantial legal protection – for some investors at least. In many other 

countries extremely limited investor legal protection is provided. As a consequence, 

there is very little external financing, which is essentially provided by families or the 

state (La Porta, López de Silanes, & Shleifer, 1999; La Porta et al., 2000; Shleifer & 

Vishny, 1997). 

Considering all possible alternatives, the optimal model of corporate governance 

may well be a tactful tradeoff between the benefits and costs of concentrated ownership, 

participation by employees, structures of management, corporate networks and 

relationships, institutional features of the economy and other environmental 

characteristics. For example, the costs associated with aspects of the agency problem 

particularly between concentrated owners and minority owners, and reduced liquidity. 

However, liquidity improvement comes at the cost of the separation of ownership and 

control, and the ensuing aggravation of the agency problem (Bratton & McCahery, 

1999). Nevertheless, ownership concentration has the propensity to enhance the 

motivation to monitor management and align incentives of managers with those of the 

rest of shareholders (Berglöf & von Thadden, 2000; Boardman, Shapiro, & Vining, 

1997; Gedajlovic & Shapiro, 1998; Mørck, 2000). However, in China ownership 

concentration converges in state ownership. As noted by Berglöf and von Thadden 



(2000) from the below table, all categories of firms have strong managers, except the 

closely held firm, which has strong blockholders (see Table 1.1). 

Table 1.1: A Simple Classification of Corporate Governance Models

Widely Held Firm Closely Held Firm Family Firm

Strong Managers, Strong Blockholders, Strong Managers,

Weak Owners Weak Minorities No Outsiders

Transitional Firm* Development Firm**

All-powerful 

Managers,

Strong Managers,

Little Resistance Related Investors

* A firm in a transitional economy. **A firm in a developing economy.

Source: Adapted from Berglöf and von Thadden (2000).

The family firm, transitional firm and development firm appear to have very 

similar characteristics. However, typically in the transitional firm, there is considerable 

potential for opportunistic behaviour and expropriation. The Anglo-US perspective is 

most effectively applied to those systems that have predominately widely held firms. 

Such a system is supported by strong capital markets that play an important monitoring 

role. This application can also be extended to transitional economies where managers 

and external investors experience conflict. However, the role of capital markets is likely 

to be less strongly developed. In countries where closely held firms are the majority, the 

Anglo-US perspective is less fitting, even though nearly all protection methods can 

apply when conflicts between minority investors and controlling managers or owners 

exist (Berglöf & von Thadden, 2000).

The notion of the external market-based model of the firm (qiyezhilijiegou) has 

achieved supporters in China, particularly amongst Chinese academics. It is considered 

that once market-based corporate governance is achieved the interaction between all 

corporate parties – shareholders, directors, management, stakeholders and employees – 

can be addressed. Possibly, this is one reason why the two-tiered structure has gained 

prominence, along with the influence of German industry in China. The reform of SOEs 

and corporate governance in China is undeniably a complex matter, not the least of 

which is the additional complication of the proper management of the relations with the 

Chinese Communist Party (CCP) (Guoguang, 1998).



1.2. The Reform of SOEs

The commencement of the reform process began in the late 1970s. Since it 

began, many SOEs have experienced significant progress in certain important areas. For 

example, increasing total factor productivity (Li, 1997b), essentially by such means as 

economic decision-making decentralisation (Cao, Qian, & Weingast, 1999; Lau, Qian, 

& Roland, 2000) and incentive improvement (Groves et al., 1994, 1995). However, 

whilst experiencing significant improvement, huge problems remain to be contended 

with and resolved, in order to become effective free market corporations (Chapter 2, 

2.4.2). The challenges primarily revolve around loss-making, spiralling debt, and 

continued poor productivity. SOEs provide only one-third of national production, even 

though they consume the greatest proportion of resources. For instance, in the mid 

1990s SOEs held more than half the total assets, two-thirds of the employment in urban 

areas, almost three quarters of fixed asset investment, and absorb two-thirds of all bank 

credit (Harvie & Naughton, 2000). In 1996 for example, even though China had 

achieved outstanding growth, a net loss was reported by industrial SOEs overall (Qi, 

Wu, & Zhang, 2000). Despite these problems, the strategic importance of the SOE 

sector to the Chinese economy cannot be underestimated. Several of the core industries 

of the economy, such as power, steel, machinery, oil and chemicals are dominated by 

large SOEs (Chapter 2, 2.4.2). 

A notable facet of the prevailing reforms in China is based on privatization of 

selected firms, in varying degrees, or “marketisation,” which is a term favoured by the 

authorities in China. The reforms also revolve around corporate governance, 

management practices and ownership structures. This privatization program is based on 

a two-pronged strategy under the catchwords “protect the large, release the small” 

(zhuada fangxiao). Firstly, to assist 1,000 or so large SOEs involved in pillar industries 

to develop further, and secondly, to allow smaller enterprises to determine their own 

path. The formation of shareholding, or joint stock firms (gufenhua), is a vital part of 

the overall policy (Chapter 3.9.3).



Presently corporate governance composition and structure is an important aspect 

of enterprise reforms. Currently, models of corporate governance are unique to China 

and as discussed above are essentially fashioned on a combination of the external 

market-based the German two-tiered model, with firms having a main and supervisory 

board and Anglo-US model in that they are listed on the stock market. It should also be 

noted that the German/Japanese main-bank approach is also an element of influence 

through connections to large state-owned banks. Though this is not as strong as in 

Germany or Japan since firms in China have more than one bank, plus the reduction in 

policy lending and effect of non-performing loans impinges upon it (Chapter 2, 2.4.2). 

These models have received the principal mandate by the Chinese government and 

support for them has been written into corporate law (see Chapter 2.7 for further 

details).

Though formal corporate governance structures exist, there is little evidence that 

an effective governance system has been developed in China. The pervasiveness of the 

state and party and the insider-dominated system of corporate governance in China has 

created a lack of truly independent directors that has a negative bearing on the 

establishment of good corporate governance. Many chief executive officers’ (CEOs) 

have a dual role as chairperson of the board, as well the most senior executive (Tam, 

1999). A study by Tam (1999) finds that only half of the directors of publicly listed 

companies considered that they were representing the interest of all shareholders, while 

25% judged that they were representing the interest of major shareholders or the state. 

In a large proportion of firms, the state is the majority holder (see Chapter 2.4.4).

China’s sustained growth and social stability critically depends on the success of 

SOE reforms. It is one of the principal remaining issues in China’s transition to a market 

economy. Despite endeavours to reform, many enterprises are still not operating as 

commercial businesses. Some enterprise reforms have had some success, yet for many 

enterprises, there is some distance to go before satisfactory performance is achieved. 

The reform measures thus far have not addressed many of the fundamental issues that 

confront large SOEs or the non-performing loans problem in the banking sector. 



1.3. Research Question/Problem

Given the variety of corporate governance models and the need for reform in 

China’s enterprises, the thesis aims to address the research problem posed by the 

question: What is an appropriate model of corporate governance for China in the 

transitional stage of its economy?

At the centre of enterprise reforms is the development of corporate governance 

structures. As previously mentioned, presently they are essentially fashioned on a form 

based on the external market-based Anglo-US model by way of a board of directors, 

and shareholders meetings, and the German model by way of a supervisory board. 

Although in many cases, particularly in large SOEs, reforms have only been superficial, 

and corporate culture or structure, has not really changed (Tam, 1999). However, 

ownership structures, which have a significant bearing on other corporate governance 

(Xu & Wang, 1999), are being trialled and examined in both large and small SOEs. 

One of the fundamental points of Anglo-US corporate governance is to ensure 

that a return is gained on the financial investment of financiers (Shleifer & Vishny, 

1997). The well-documented agency problem, which is traditionally viewed as being 

brought about by the separation of ownership and control, points to the opportunities 

that abound for managers to misapply financiers funds on projects that are not in the 

best interests of the investors, or to abscond with the money completely, in so doing, 

expropriating investors (see Chapter 3, 0). Shleifer and Vishny (1997) deduce that the 

agency problem may be resolved by large shareholders. Thus, the ownership structure is 

an important element in corporate governance along with the legal protection of investor 

rights. A manner of control that is widespread globally is concentrated ownership, via 

large investors, families, takeovers and bank finance (Claessens, Djankov, & Lang, 

2000b; La Porta et al., 1999) (see discussion Chapter 3, 3.4.3).

Models of corporate governance in Germany, Japan and the Anglo-US systems 

embody both substantial legal protections, for some investors at least, with large 

investors also playing a significant role (La Porta et al., 1999). In many other countries 



extremely limited investor legal protection is provided. Consequently, external 

financing is limited, hence the significance of families or the state. Consequently, the 

underlying question is: What is an appropriate model of corporate governance for 

China? The available evidence does not provide the answer as to which corporate 

governance system may be generally superior (Shleifer & Vishny, 1997), let alone what 

model of corporate governance suits the unique features of the Chinese economy. In the 

light of this, this thesis aims to provide insights as to the most appropriate model of 

corporate governance for China, particularly in the course of the current transitional 

stage and reform process. 

1.4. Objectives of the Study

The overall the purpose of this study is to examine the framework for a suitable 

model of corporate governance for China, especially at this juncture in the reform 

process. The specific objectives of the study are to:

1. Review and comment on the evolution of and present institutional setting in 

China;  

2. Review alternative international models of corporate governance for 

developed, emerging, and transition economies;  

3. Examine the effectiveness of existing Chinese models; 

4. Identify the potential of alternative models to fit with the existing Chinese 

system; 

5. Make policy recommendations on alternatives for China.

In the following section, we shall discuss these objectives in further detail. 



1.4.1. Objective 1: The Institutional Setting in China

The institutional setting in China is far from static. Rapid changes are taking 

place and any research including the financial and corporate sectors has to be current 

and responsive to these changes. Hence, the institutional setting is deemed to be an 

objective in itself. In other words, the thesis seeks to capture the salient features of the 

financial and corporate systems as recent as possible to the time of submission. Because 

of this Chapter 2 considers in detail the overall institutional setting in China. The 

Chapter conducts an overview of economic growth, structural change, financial markets 

and institutional reform. The privatization of SOEs will be another significant 

consideration.

As at the time of writing, although studies have included aspects of the 

institutional setting, no other comprehensive overview has been conducted linking the 

issues raised above. Hence, this study contributes to the body of work in relation to 

China’s corporate sector by discussing and analysing the institutional setting in China in 

relative detail. 

1.4.2. Objective 2: Alternative Models of Corporate Governance

One of the primary objects of the reviews conducted in Chapters 2 and 3 is to 

provide a comprehensive review of the current situation and general corporate 

governance literature in order to furnish a framework to study alternative international 

models of corporate governance that may be applicable. As the emergence of China’s 

market economy gains momentum, the consequence of the system of corporate 

governance chosen for its vast state-owned enterprises would be significant. The sector 

has caused concern as it faces a deteriorating slice of GDP. Hence, it is considered that 

the prosperity of China’s economy over the next few years will be determined by the 

success of the efforts being made to reform these enterprises. 

In the first instance, the study conducts a comparative review of the corporate 

governance literature with regard to credible corporate governance models that China 

could consider. The alternative governance structures adopted within a range of market 



economies and a transition economy will be examined. In particular, the models of 

corporate governance of Japan, Germany, South Korea, the Czech Republic, and the 

Anglo-US model, are examined for their potential in China (see Chapter 3).

1.4.3. Objective 3: Effectiveness of Existing Chinese Models

Following the review of alternative international corporate governance models, 

the next step will be to consider the effectiveness of existing models in China. The 

present corporate governance system in China serve a diverse range of enterprises such 

as state-owned urban collective, township and village, foreign and domestic joint 

venture, shareholding, cooperative, individual and privately owned enterprises. In 

examining the effectiveness of present models, publicly listed firms in China will be the 

focus of the study, since data is readily available for them. An empirical analysis will be 

conducted as discussed below.

For the purpose of this thesis, the theoretical principles of market-based 

industrial firms are examined for their explicative capacity. The primary focus will 

essentially be on corporate governance as it relates to SOEs in the reform process, 

predominantly with respect to ownership and performance. Motivated by the literature 

and the institutional features of the economy (discussed in Chapters 2 and 3) the thesis 

will, by means of the development of empirical models, endeavour to: 

♦ Investigate the effects of ownership changes, and by implication corporate 

governance, of listed firms in China; 

♦ Determine if the financial performance and valuation of Chinese enterprises 

are explained significantly by ownership concentration; 

♦ Ascertain if the financial performance of Chinese enterprises is explained 

significantly by ownership structure.

In conclusion, the issues raised in this section will be examined by empirical 

analysis of the wealth effects of ownership changes and the impact on firm performance 

of different forms of ownership, ownership concentration and structure, as discussed in 

detail in Chapter 4: Research Methodology.



1.4.4. Objective 4: The Potential of Alternative Models in China

Subsequent to considering the effectiveness of present Chinese models, the next 

step will be to identify the potential of alternative models to fit with the existing 

Chinese system. The current focus of the reforms appears to be the changing 

institutional structure of enterprises through the creation of a reformed enterprise 

system. Thus, the Chinese government is applying changes in the management, 

organisational and corporate governance arrangements of large firms, in the belief that 

they will bring about improvements in their performance. Thus far, the process of 

enterprise reform has been relatively slow and based on compromise. Reforms have 

included processes that have changed the financial relations concerning firms, banks 

and the state. They have given managers greater operational autonomy and removed 

output and price targets that were previously mandatory.

The theoretical and empirical solutions should be considered very carefully as 

the potential of unravelling the social fibre, through misjudging SOE reform in a huge 

economy such as China, is clearly to be avoided. A priori, it can be observed that there 

is no explicit evidence available to point to any particular corporate governance system 

being better than the others (see Chapter 3, 3.9.5). The available evidence does not 

provide the answer as to which corporate governance system may be superior (Shleifer 

& Vishny, 1997). 

Corporatisation of SOEs, based on an agreed timetable, has been widely 

accepted and is being implemented. However, this study will focus primarily on 

publicly listed firms, as data is available for them. Other models will be discussed 

within this context. In identifying the potential of alternative models to fit with the 

existing Chinese system, the empirical findings from the thesis will be taken into 

consideration and combined with the considerations of the reviews of the extensive 

literature on alternative models conducted in the course of this study. The purpose will 

be to make policy recommendations for China as discussed in the following section.



1.4.5. Objective 5: Make Policy Recommendations

The final objective of the thesis will be to formulate policy recommendations for 

China as to available alternatives and as to which approach may be applicable for 

implementation in the prevailing environment. As evidenced by numerous debates and 

policy recommendations on corporate governance issues in recent years, the corporate 

governance structure and its social ramifications are significant concerns in China for 

government authorities, corporate owners, and investors in general. Despite the 

importance and relevance of these concerns, there has been very little empirical 

evidence on the effect of ownership concentration or structure on the performance of 

enterprises or on corporate governance in China. It is expected that the thesis will make 

a significant contribution to the scholarship of the Chinese economy during the 

transitional stage and corporate governance in Chinese enterprises.

To summarise then, corporate governance structure and its social ramifications 

are significant concerns in China and yet there has been very little empirical evidence in 

China. The ultimate purpose of the thesis will be to make policy recommendations for 

China, based on the empirical findings and reviews of this study.

1.5. Importance/Benefits of the Study

The study is important in that it is aimed at exploring models of corporate 

governance for China’s large number of SOEs, many of which are loss making. 

Essentially, it will determine if the financial performance and valuation of SOEs are 

explained significantly by ownership structure or concentration. Many studies in various 

economies demonstrate the significance of ownership structure and/or concentration in 

improving performance and thus the value of firms. In China, the few studies conducted 

provide conflicting results with regard to ownership structure and/or concentration. It is 

envisaged that this study will help to clarify the issues for enterprises in China. 



As will be detailed in Chapter 2 (2.4.2), generally, available evidence indicates 

that a large proportion of state sector firms are making losses. As introduced above, 

SOEs have experienced a deteriorating share of GDP, while extracting the highest 

proportion of China’s human and financial resources. Most recent evidence indicates 

that they provide just one-third of the national production. SOEs play a central role in 

that they supply crucial raw materials, and are “pillars” in important large, capital-

intensive industries, such as power, steel, machinery and chemicals. Many SOEs are 

technologically inefficient and have burdensome cradle-to-grave social obligations. 

Thus, a large number are losing money and are a considerable encumbrance to the 

economy overall (Broadman, 1999; Harvie & Naughton, 2000). SOE non-performing 

loans have also had a serious negative effect upon the financial sector (Hovey & 

Naughton, 2000). While the economy remains strong, in terms of high GDP growth, the 

economic infrastructure is highly dependent on the SOE sector and therefore remains 

vulnerable. Reform of SOEs therefore becomes an imperative (Broadman, 1999; Dong 

& Putterman, 2003; Harvie & Naughton, 2000). Increasing the productivity of SOEs is 

consequently essential for China’s social stability and sustained growth. 

Mangers in centrally planned economies, such as China, typically face distorted 

incentives and major organisational difficulties that eventually lead to unsatisfactory 

enterprise performance (World Bank, 1996). The situation in the SOE sector therefore 

may be connected to a lack of residual claims on the firm’s profitability and ill-defined 

property rights. Hence, compared to privately owned firms, SOEs are in an 

unfavourable competitive position due to systemic inefficiencies.

Government concerns about creating mass unemployment and major social 

unrest arising from SOE reform, has resulted in large SOEs being heavily subsidised as 

well as having access to soft credit (Dong & Putterman, 2003; Tam, 1999; Zhang, 

Zhang, & Zhao, 2002). Thus, the reform of SOEs is one of the key remaining issues in 

China’s transition to a market economy. Notwithstanding undertakings to reform, many 

are still not operating like commercial businesses. Whilst some of the enterprise reforms 

have met with a measure of success; yet, there is some distance to go before acceptable 

performance is achieved for many.



The reform measures thus far have not addressed all of the fundamental issues 

which large SOEs face. Over the next few years, the restructuring of SOEs has been 

deemed the primary means of accomplishing economic reform in China. The primary 

avenues to the restructuring revolve around the enterprise ownership approach and the 

market approach. The enterprise ownership line assumes that boosts in enterprise 

efficiency are achieved through ownership transfer, principally to the private sector. 

Alternatively, the market approach deems that the creation of well functioning markets 

for products, factors of production, and corporate control (Bai, Liu, & Song, 2002; 

Broadman, 1999), will result in an upswing in SOE efficiencies, without any great 

change of ownership (Rawski, 1994; Xu & Wang, 1999). China has trialled both of 

these approaches to reform. The favoured approach at present is to continue state 

majority ownership in 1,000 or so large “pillar industry” SOEs and privatize small to 

medium enterprises. 

The overriding question to be resolved then is “which is the most appropriate 

model of corporate governance for China, particularly in the course of the transitional 

stage of its economy?” The focus of the study will accordingly be the alternative 

corporate governance models as they presently exist in and are applicable to China. In 

particular, ownership structure will be studied in depth, since it is posited that 

ownership structure will proxy for the effectiveness of corporate governance as is 

adopted by many researchers in the literature. The thesis focal point is on investigating 

models of corporate governance and their appropriateness for China as it moves ahead 

with reforms, enters the WTO and moves cautiously towards a fully-fledged free market 

economy. At this juncture of its development, the most significant concerns facing 

China derive from economic and social justice issues. With these considerations, the 

research is driven by the following substantive issues:

• The large number of state-owned enterprises (SOEs) in China, many of which 

are presently performing poorly; 

• The continuing transformation of SOEs during the transitional stage of China’s 

development; 

• China’s sustained growth and social stability which critically depends on the 

success of SOE reforms; 



• The enormous potential of China supposing that these reforms are effected 

successfully.

Thus, in response to the above issues, it is expected that the thesis will 

contribute significantly to the body of research as outlined in the following section. 

1.6. Contribution

The thesis makes a number of contributions. First, the thesis will include a 

comprehensive examination of the corporate governance literature overall, and in 

particular, as it relates China. The distinct styles of corporate governance in China, 

Japan, Germany, South Korea, the Czech Republic, along with the Anglo-US model, 

will be examined. This integrative review of the relevant literature has the potential to 

be a significant contribution in itself.

The chapter considering the institutional setting in China contributes in that it 

addresses important facets in the development of the financial markets and institutional 

infrastructure in China. In the last two decades, a dramatic transition from a planned to a 

market economy has been embarked on by China. In the course of the reforms, market 

forces have been significantly strengthened. A thorough review of how this has been 

achieved will be a significant contribution to the literature.

A significant contribution will be that the methods used will employ both event 

study methodology and multivariate regression models in the empirical analyse. Firstly, 

to engage the question of whether changes in corporate governance have impact on 

wealth, an event study will be conducted. This has not previously been attempted in 

China. Subsequently, multivariate regression models will be used to evaluate corporate 

governance and its association with firm performance in China. The objective will be to 

provide policy recommendations for China based on the results. It is to be considered 

that these findings will be of relevance to China as it follows the difficult path of 

reform, accession to the WTO, and an open market economy.



The dataset applied in the investigation will be thoroughly and painstakingly 

constructed from recently developed databases. With the development of databases by 

the Taiwan Economic Journal, this data is now available for study of listed firms in 

China as conducted in this thesis (see Chapter 4, 4.6). The database constructed for this 

study will be a unique combination of data from a variety of sources and will represent a 

valuable resource for future research. 

In summary, the study will begin with a significant review and assessment of the 

institutional setting in China and body of work in the area of corporate governance as it 

relates to firm performance. Thereafter, an empirical analysis will be conducted to 

evaluate corporate governance and its association with firm performance in China. 

Ultimately, the study will recommend appropriate models of corporate governance for 

enterprises in China, from which policy recommendations will follow.

1.7. Structure of the Thesis 

The thesis will be provided in six chapters. The structure of the thesis is as 

follows: The first Chapter introduces the research proposal and the objectives of the 

study. Chapter 2 discusses China’s institutional setting in detail, as the institutional 

setting in China is very distinct it is especially important to detail how it functions. 

Chapter 3 provides a detailed review of the corporate governance literature focussing on 

issues that may impact on the application of the corporate governance models. The 

research methodology and the sample used in the study are described in Chapter 4. The 

chapter presents the theoretical model that would pre-specify a relationship between the 

ownership structure and the performance of firms in China, and the relevant variables. 

Chapter 4 also documents the development of a theoretically robust model that will be 

empirically tested. The results of the study and the analyses of the results is presented in 

Chapter 5. Finally, Chapter 6 provides a discussion of the conclusions based on the 

findings, the policy recommendations and concluding remarks.

C h a p t e r  2  
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T H E  IN S T I T U T I O N A L  S E T T I N G

I N  C H I N A

T H E  IN S T I T U T I O N A L  S E T T I N G  

I N  C H I N A

2.1. Introduction

This Chapter presents a review of the overall institutional setting in China and 

thus fulfils the thesis objective to review the evolution of the institutional setting and the 

current standing of reforms in China. It is a contribution to the literature as it brings this 

together in one overall review, which has not been previously attempted. The study 

draws on and refers back to this review in formulating methodology, conclusions and 

policy advice.

In the course of the reforms of the last two decades, China has been undertaking 

a dramatic transition from a planned to a market economy. The influence of market 

forces on the allocation of resources in various economic spheres has been significantly 

enhanced. In the discussion of China’s reforms attention has focused on the declining 

role of the state sector and the emergence of the rapidly growing market economy. 

Some of the most important aspects involved in the transition have been the 

development of the economy, financial markets and the institutional setting in China.

This Chapter conducts an overview of economic growth, structural change, 

financial markets and institutional reform. Firstly, in the chapter an overview of 



economic development is provided, followed by an analysis of economic, corporate and 

financial sector reforms. China’s capital markets and corporate law are then considered, 

followed by concluding remarks. The chapter concludes that, notwithstanding the 

specific areas of concern, the institutional arrangements under the present economic 

reforms are generally conducive to sustained economic growth. 

2.2. Economic Overview

Factors surrounding the economy of China include its massive geographical and 

population size, large potential markets that attract foreign investment, cheap labour, 

and abundant natural resources and fixed exchange rate. Additionally, China has 

economic and political ideologies from its Maoist past, which have placed an emphasis 

on party control, heavy industry, large industrial enterprises, and until recently, strong 

protection against manufactured imports. It also has subsidized public service sectors 

and high defence budgets. In the face of low levels of industrial production, beginning 

in the late 1970s, and particularly during the early 1990s, China embraced the need to 

initiate significant market-based economic reforms (Nolan & Ash, 1995).

2.2.1. Modern China (1970 – present)

China has achieved notable economic growth since the late 1970s. Prior to these 

reforms China was predominantly agricultural. However, this trend has changed as a 

focus on industrialization has gathered momentum, which has in turn allowed 

employment growth to increase. There has also been considerable structural 

transformation during this period (Harvie, 2000b).



Figure 2.1: China’s GDP and Real GDP Growth – 1970 - 2003
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In 1970, GDP stood at $US 87 billion and peaked at $US 1409.8 billion in 2003 

(see Figure 2.1). Overall, the economic growth of the 1990s has been outstanding. There 

has been an average reported real GDP growth of 8.6% from 1970 to 2003. The highest 

growth for the period was recorded in 1970 at 16.2%, and it peaked again in 1984 at 

15.2%. However, it should be kept in mind that the figures are probably overstated by 

two or three percentage points (Richet & Huchet, 2002). The reform processes have 

been challenging and unique for China by any economic measure. China’s growth has 

been outstanding when compared to other countries in transition from planned to market 

economises (Naughton, 1995).

2.3. Economic Reforms

China opted for a ‘gradualist’ approach to economic reform, by which 

incremental reforms began as controlled local experiments that spread steadily to 

provide a substitute for central planning. Rather than undertaking the massive, 

centralized privatization of SOEs as seen in other centrally planned economies, the 

Chinese government permitted a variety of ownership forms, including organizations 

that were collectively owned by local governments, foreign-invested firms and new 

private start-ups (Luo & Peng, 1999). Yet the market is one of the least open to foreign 



investors (Naughton & Hovey, 2002a). Even though foreign investors may obtain stock 

in publicly listed firms on the ‘B’ markets in Shanghai and Shenzhen, in Hong Kong on 

the ‘H’ market, in various other international markets, and more recently large 

institutional investors in the “A” domestic market, ownership grants virtually no control 

to these investors. This is because most large firms are in effect still under state control, 

with some minority, under-represented outside owners (Peng, 2000). In effect, the state 

controls a super-majority of an average of 59% of publicly listed firms as at the end of 

2002 (see Figure 2.3, page 48). 

The purpose of economic reform is primarily to implement a real ownership 

system, and to rectify the distorted price system. These two purposes are mutually 

dependent, and one cannot proceed without the other. Other aspects of the reform 

process revolve around incorporating a product factor market, to restructure the social 

security network, reconstruct the financial system and implement an effective legal 

framework. Accordingly, economic reform is difficult to implement and manage.

2.3.1. Stages of Reform

The reform process allowed intermediate mechanisms to play a role in the 

transition from planned to market systems in an attempt to avoid the major disruptions 

seen in other transitions. These mechanisms encouraged agents to experience market 

systems before central planning was completely phased out (Harvie, 2000a). For 

example, special economic zones (SEZs) were developed. SOEs operating in primarily 

the coastal SEZs could form joint ventures with foreign partners and in so doing 

contribute their best physical and human capital (Naughton, 1995). However, this 

approach can exacerbate the problems of the other firms which have not adopted 

reforms for various reasons. The unreformed element of SOEs, and their rising financial 

deficits and liabilities, are a major policy predicament (Luo & Peng, 1999).

The market was gradually allowed to determine prices and allocate resources. 

Typically, there was a dual pricing system. There was the state planned price and the 

market price. SOEs were to produce under the plan, but additional capacity could be 

utilised to produce goods sold at market prices, which were typically higher (Harvie, 

2000a).



The socialist characteristics of the Chinese economy have been maintained as 

much as possible within the framework of reforms. Decentralisation began with the 

movement of administrative planning to local authorities before the reforms began in 

earnest in 1978 (Naughton, 1995). Since then there has been a deeper movement away 

from state planning and state run institutions. This has allowed local authorities greater 

autonomy to base decisions more on market forces, particularly with regards to resource 

allocation (Duncan & Huang, 1998; Harvie, 2000a).

A relatively effective policy has been successful in promoting the non-state 

sector. The government relaxed their monopoly over industry, which was opened to new 

entrants for the first time in 1979. This heralded the rapid growth of the non-state sector 

and brought about a strengthened economy and facilitated reforms of the state sector 

(Chen, 1997; Harvie, 2000a).

The elements of the reform process as outlined above were in many ways 

coherent. The entry of new firms followed the weakening of the state monopoly, which 

in turn led to the embracing of market prices and forces and to greater competition. 

Increased incentives followed, as did an improvement in state sector performance. 

However, the non-state sector grew more quickly, as it was equal to the challenges more 

readily than the state sector. Ultimately, the non-state sector grew to the point where the 

state sector became less dominant in the economy (Naughton, 1998). 

The reform program followed a logical sequence, building a base of support in 

the rural areas, where issues and institutions were less ambiguous, and then moving on 

to urban areas where the issues were more diverse and politically complex. The Four 

Modernizations was at the core of the development strategy aimed at turning the 

country into a relatively advanced industrialized nation by the year 2000 (Naughton, 

1995). The modernizations focused on four areas: agriculture, industry, science and 

technology, and national defence. The concept was embodied first in the Third Five-

Year Plan (1966-70) and was launched in earnest at the Fourth National People’s 

Congress in 1975. It was finally adopted as the official party line at the Third Plenum of 

the Eleventh Central Committee in 1978 (Li & Li, 2000).



2.3.2. Recent Developments

Since the reforms were extended in the last decade, China has experienced a 

significant increase in investment, primarily funded through bank loans. Essentially the 

rectification of the early 1990s was unsuccessful and this resulted in a rise in inflation 

that became quite serious during the period 1994 to 1995 (Brandt et al., 2001). The 

government acted again to control inflation through controls on state investment and 

price controls. The objective being to reduce growth to sustainable levels and put a cap 

on price increases. All looked promising in 1996, as it appeared that a soft landing had 

been achieved. GDP growth had been reduced to 9.7% (see Figure 2.1) and inflation 

was down to 6.1% (Harvie, 2000a). However, the slowdown continued and GDP growth 

declined further to 7.2% in 1998 and continued to fall into 1999. The primary problem 

was the lack of investor demand relative to the oversupply of many consumer goods. 

This, combined with other aspects such as reduced export growth, over-expansion of 

industries in non-core areas and falling prices, all contributed (Harvie, 2000a). GDP 

growth improved in 2000 and 2001 to be hovering around the 8% mark. This is despite 

the sharp contraction in its export growth during this period. Since then, export growth 

has improved. GDP growth has improved in further in 2002 - 2003 to be around 10%, 

and reported to be maintaining relatively strong growth into 2004.

For consumer spending to be maintained, the rural sector needs to be stimulated, 

as do the workers of SOEs – together they form the backbone of consumption. 

However, with uncertainty on both fronts, it is unlikely that the consumption from these 

sectors will be sustained (Economist, 23 August 2001).  Nevertheless, the flourishing 

middle class may create additional consumption demand providing present trends 

continue (Walfish, 2001).

A very important aspect of the reforms was the acknowledged move towards a 

“socialist market economy” and the reopening of China’s stock markets in the early 

1990s. The authorities had closed the Shanghai stock exchange in 1949. In December 

1990, it was reopened, followed a few months later by the opening of the Shenzhen 

stock exchange in July 1991. Both were opened with trading systems and technology 



that were comparable to the most advanced markets in the region. Two types of shares 

are traded on China’s exchanges. Tradeable A-shares
1 

are ordinary shares denominated 

and traded in Renminbi domestically. B-shares are traded in foreign currencies (section 

2.6.6). Until May 2001, they were restricted to foreign investors, but are now available 

to be traded by both domestic and foreign investors, provided the funds used are from 

offshore. However, the immaturity of the markets and the lack of experience of 

investors and brokers meant that the exchanges went through a long period of 

assimilation.

Since the enactment of the Company Law, China has moved even further down 

the path to a full market economy (section 2.7.2). President Jiang Zhemin, in late 1997, 

pronounced that the state would be retreating from SOE management. The reform was 

labelled the opening of enterprises to private capital, “marketisation,” not 

“privatization,” the effect is the same – even in this brave new world, privatization is 

still not in the official lexicon (Tao, 1998).

2.4. Corporate Reforms

As all enterprise in China was state owned pre-reform, the corporate reform 

process has brought about a shift away from central planing to a greater market 

orientation. The reform strategy is primarily based on introducing modern management 

practices, corporatisation and privatization. As attempts are made to corporatise, 

privatize and liberalize state enterprises, problems exist at both the microeconomic and 

macroeconomic levels. The lack of a corporate culture, the presence of political 

influence, agency costs and moral hazard severely restricted the efficient performance 

of enterprises (Wu, 1997). Losses are all too common in SOEs (including those that are 

partially “privatized”). Therefore, in discussing corporate reforms this section will focus 

on the reforms of SOEs, in particular those that are publicly listed.

1 

Non-tradeable A-Shares are held for the state. They are not traded on exchanges.



2.4.1. Corporate Ownership in China

In China, a typical listed firm has a combination of major owners. Ownership 

structure is typically made up of three primary groups of shareholders – the state, Legal 

Persons, and domestic individual investors. Foreign institutional holdings also feature as 

do employee and offshore shares that are offered by a small number of firms but 

typically represent only low levels of ownership. Ownership structures are discussed in 

detail later in this Chapter (section 2.4.3.3) and various classifications are discussed in 

detail in section 2.6.6. 

In brief, state shares are generally classified as those held by one of the various 

levels of government, state agents or by SOEs. These are held by the state and state-

owned holding companies on behalf of the state. There are three forms of state 

ownership – “Direct”, “state shares” and “Legal Persons.” Generically the first two are 

simply classified as “state shares” and the last as “Legal Person” shares. 

In the majority of instances state ownership is classified as “state shares” in the 

data and literature and refers to state ownership which is typically held through state 

entities other than Legal Persons. These entities are often SOEs or bodies controlled by 

various levels of government. “Direct” state ownership refers to the very few cases in 

which the state’s ownership is direct and is not held though state entities. It is quite a 

rare occurrence.
2

  The third category mentioned above is Legal Person ownership. Legal 

Person ownership is state equity held by state domestic institutions or holding firms. 

These are principally autonomously managed investment institutions that are primarily 

state-owned government agencies (Gul & Zhao, 2001; Xu & Wang, 1999). Therefore, 

the ownership structure is a form of pyramid holdings, in this case, primarily by the 

state (Watanabe, 2002). None of these holdings can be publicly traded. They are thus 

often classified as “non-tradeable A-shares.” However, they have the same dividend 

rights and voting rights as other shares. These various classifications make the data 

difficult to work with, as both “state shares” and Legal Person ownership are classified 

as “A-shares” in the Taiwan Economic Journal data used in this study.
3

2 

In the empirical analysis of this study, “Direct” state holdings are included as general state holdings.

3 

This is all very confusing at first and takes some unravelling in building the datasets for the study.



There are two forms of tradeable shares - “A” and “B” shares. Tradeable A-

shares, are typically simply called “A-shares,” despite the existence of non-tradable A-

shares as mentioned above. “A-shares” are ordinary shares with voting rights of one-

share-one-vote and the same dividend rights as other shares. They are traded 

domestically by primarily domestic individual investors on Shanghai and Shenzhen 

stock exchanges. Only Chinese citizens, a few domestic institutions and a handful of 

approved foreign institutions can hold them or trade them - the market has recently been 

opened to large foreign institutions that are required to follow strict guidelines 

(Buckley, 2003). “B-shares” are one of the shares included in the category “offshore 

shares” and are tradeable on the B-share market and denominated in foreign currency: 

U.S. dollars in Shanghai and Hong Kong dollars in Shenzhen. B-shares have 

traditionally been held principally by foreign investors and a small number of domestic 

securities firms with special permission to hold them. More recently, the B-share market 

was opened up for trading by domestic Chinese with funds from offshore accounts. As a 

rule, in the order of only one third of the shares of the typical firm are tradeable and 

held by individual investors (see Figure 2.4).

Employee shares are collectively held by employees of a firm and are usually 

issued at a discount before the firm goes public (Chen & Gong, 2000; Taiwan Economic 

Journal (TEJ), Various). At the time of listing, they are non-tradable shares, although 

they can be converted into tradable A-shares 3 years after listing, with approval from 

the authorities. Typically, employee shares are not a performance incentive, but are 

compensation for past association with a firm. On average, they account for a small 

percentage of firm ownership (see Figure 2.4).

Cross-listed holdings are held in a number of international exchanges such as 

Hong Kong, New York, Japan, London, Frankfurt and other European exchanges. Most 

common are “H” and “N” shares which are listed in Hong Kong or New York 

respectively. Cross-listing in Singapore (“S” shares) are also relatively common. Red 

Chips’ are stocks issued by Hong Kong firms that receive substantial backing from 

Chinese institutions. ‘China Plays’ are Taiwan and Hong Kong firms, listed on home 

exchanges, but that have substantial business interests in China. There are presently 

fourteen Chinese firms listed on the New York Stock Exchange (NYSE), however, 



interestingly, not all of these are listed on the domestic exchanges in China. Some firms 

are also listed on other foreign stock exchanges. For example, China Eastern Airlines 

Corporation Ltd is listed on the Berlin, Frankfurt, Hong Kong, Munich, New York, 

Stuttgart, XETRA Electronic Trading and Shanghai stock exchanges (Hovey, 2003).

2.4.2. SOEs

In this section the discussion returns to the basic concept of the SOE. In 1998, 

there were over 7 million enterprises in China, of which there was an estimated 308,000 

SOEs (Morrison, 1999). These were spread over more than 46,000 sub-national and 

regional jurisdictions. They represented a diverse range of enterprises such as state-

owned, urban collective, township and village enterprises, foreign and domestic joint 

venture enterprises, shareholding, cooperative, individual, and privately owned 

enterprises. Between them, they characterise a diverse mix of endeavour. Of these, 

1,000 or so were large pillar SOEs. Approximately 1.5 million were township and 

village enterprises (TVEs), plus a large number of financial institutions (Hovey, 2001; 

Jefferson, 1998; Saving, 1998; Weitzman & Xu, 1994b). However, cooperatives are 

possibly the most prevalent form of ownership structure in China, as over four million 

enterprises had cooperative shareholding systems in 1997 (Li, 1997a). Additionally, 

there are approximately 30 million small household businesses – small shops, market 

stalls and vendors – that employ over 10% of the work force (Wall, 1999). 

Since the commencement of the reform process, many SOEs have experienced 

significant progress in certain important areas. For example, increasing total factor 

productivity (Li, 1997b), essentially by such means as economic decision-making 

decentralisation (Cao et al., 1999; Lau et al., 2000) and incentive improvement (Groves 

et al., 1994, 1995). However, although there has been significant improvement, the huge 

problems they must contend with in order to become effective free market corporations 

revolve around loss-making, spiralling debt, and in many cases continuing poor 

productivity. SOEs provide only one-third of national production, even though they 

consume the greatest proportion of resources. For instance, SOEs hold more than half 

the total assets, two-thirds of the employment in urban areas, almost three quarters of 

fixed asset investment, and absorb two-thirds of all bank credit (Harvie & Naughton, 



2000). In 1996 for example, even though China had achieved outstanding growth, a net 

loss was reported by industrial SOEs overall (Qi et al., 2000). Despite these problems, 

the strategic importance of the SOE sector to the Chinese economy cannot be 

underestimated. Several of the core industries of the economy, such as power, steel, 

machinery and chemicals, are dominated by large SOEs (He, 1994). 

SOEs are the major producers in capital-intensive areas including power, steel, 

chemicals and machinery and provide essential raw materials. There is very little private 

sector activity in many service and infrastructure areas, including banking, 

telecommunications, wholesale distribution, and some areas of transport (Broadman, 

2002).

2.4 .2 .1 .  D e c l i n e  o f  the  S ta te  Sec tor

Many of the problems SOEs encounter stem from their history as “pure” state 

enterprises within a centrally planned economy and from their slow reform progress 

(Henning & Lu, 2000). Numerous SOEs suffer from the fact that the state, not the 

market, determined their product mix, location, size, technology and capital/labour 

arrangements. Additionally, the lack of hard budget constraints, overstaffing, the 

inflexible wage and employment situation, social benefits, the use of dated technology, 

and their production focus, all contribute (Claessens, Djankov, & Xu, 2000c). For 

example, on the whole SOEs have about a third more employees than required. 

There is considerable baggage of the command economy yet to be dealt with. 

The social obligation of SOEs to their workers and families remains a heavy burden for 

many enterprises. In reality, large SOEs are “mini-societies” in that they offer “cradle-

to-grave” social service provisions for workers and their families. They are thus 

essentially a social security system for all SOEs citizens (Hughes, 1998). Each SOE 

provides employment as well as the various livelihood perquisites, such as living 

quarters, health and medical requirements, day childcare, primary education, 

transportation, retirement provisions, and so forth (Gu, 2001). Accordingly, healthier 

SOE performance is crucial for social stability and sustained growth in China. The 

introduction of the “mandatory” state pension scheme for urban workers is likely to 



alleviate the social obligation to some extent (Hovey & Naughton, 2000; Naughton & 

Hovey, 1999). 

Improprieties such as asset stripping and managerial indiscretion and corruption 

are a serious concern and are frequently unconstrained (Che & Qian, 1998; Lin, Cai, & 

Li, 1997; Peng, 2001). Li and Liang (1998) find that significant contributing factors to 

the poor performance of SOEs are the employment of non-productive workers, 

investment with poor returns, and allocation of excessive bonuses. This is combined 

with an excessive number of undersized SOEs with serious performance issues. The 

financial sector is particularly impacted through exposure to the non-performing loans 

of SOEs and the consequent backwash (Broadman, 1999; Hovey, 1999). 

The production focus is a concern as there are many SOEs producing much the 

same product, for which there is limited or no market, and which is poor quality, thus 

cannot be exported, even inter-regionally.
4 

The output of SOEs gravitates toward being 

production driven rather than market focused (Broadman, 2001b). A 1995 survey of 

industrial companies exposed substantial surplus production capacity (Huchet, 1999). 

Their production is typically not driven by market forces, but is governed by the 

production targets set by state managers or bureaucrats. Most large SOEs are engaged in 

either heavy or military-related industries. Consequently, the limited commercial value 

or marketability of their output raises a liquidity problem (Cheung, 1996). This lack of 

market awareness and “product” focus, in addition to issues relating to significantly 

inferior quality, limits the marketability of their production (Qian & Wong, 2000). This 

has considerable impact on the export market in particular. 

Another factor stemming from the “pure” state enterprise legacy, and 

contributing to poor SOE performance in China, is the soft budget problem (see further 

discussion in section 2.5.2.1). The performance of SOEs is affected as soft budgets 

induce poor investment decisions that inhibit the performance of SOEs (Li & Liang, 

1998). Policy lending is an associated problem. Historically SOEs raised capital 

primarily through interest-free budgetary grants (Lin, 2000), thus the convention and 

innate ethos of SOE management was that they expected interest-free loans that they 

would not be obligated to repay (Hovey & Naughton, 2000). However, the soft budget 

4 

Information gleaned from interviews with SOE managers in China.



problem appears to be continuing (see Chapter 2, 2.6.4.1), since policy lending by state 

banks was not reduced, at least during the 1990s (Li & Liang, 1998; Park & Sehrt, 

2001). Consequently, the Chinese banking system has a very severe dilemma with 

regard to non-performing loans (NPLs) (Clifford, 2002; Hovey & Naughton, 2000). The 

problem results in one of the highest instances of NPLs in the world. In September 

2003, Standard & Poor reported the ratio of impaired assets to total loans to be around 

45% (Asian Banker, 2003). However, it is argued that the ratio has dropped because 

there has been a significant increase in loans which are yet to be problematic (Business 

Daily Update, 2003b). Thus, the problem is generally considered to be continuing at 

present, although reforms are being undertaken. Therefore, withdrawing soft budgets is 

fundamental to improving allocational efficiency within the economy and in improving 

the performance of SOEs. Removing the soft budget constraints induce commercially 

viable investment decisions that are more likely to enhance SOE performance. 

Moreover, the very high level of non-performing loans in the banking system is 

problematic to the economy as a whole (Hovey & Naughton, 2000). Repayment of the 

debt can only be made when enterprises can become commercially viable (Jefferson & 

Rawski, 1994).

Furthermore, to a considerable degree, continuing poor SOE performance is 

attributable to organisational structure. SOEs are characterised by insufficient 

managerial autonomy and accountability. The traditional SOE management structure is 

analogous to state administrative structures. This is by way of clear strata and line of 

authority that lacks flexibility and is bereft of market-oriented monitoring and control 

processes (Hu, 2000; Jensen & Ruback, 1983). The Chinese system is characterised by 

“weak managers, strong legal person blockholders and unprotected minority 

shareholders” (Gul & Zhao, 2001, p21). If Chinese enterprises are to remain 

competitive within a deregulating economy post-WTO membership, the issue of 

management and ownership of the large SOEs needs to be addressed urgently. 

Accordingly, addressing these various issues and the successful reform of SOEs is 

crucial if other economic sectors and the economy as a whole are to continue to 

improve.



In conclusion, there are many other issues facing SOEs. For example, the lack of 

hard budget constraints, the inflexible wage and employment situation, social benefits, 

the use of dated technology, and overstaffing, all contribute. Furthermore, the 

production of SOEs is not market focussed; rather, they are production driven. In all, 

countless SOEs are losing money and continue to be a significant burden on the 

economy as a whole (AWSJ, 4 May 2000). Although the genesis of the reform process 

preceded Eastern Europe, the SOE sector remains in a persistent predicament. 

Authorities are reticent to ‘upset the apple cart’ as there is so much at stake by way of 

social concerns and the provision of key production and services. For some time, China 

has simply tried to grow out of the SOE problem by letting overall GDP expand, and a 

relatively faster growth rate of the non-state sector reduce the size of the state sector. 

2.4 .2 .2 .  T V E s  a n d  I O E s

A significant contributing factor of the enviable rate of economic growth 

sustained over the last two decades is the entrepreneurial endeavour of the collectively 

owned rural enterprises, the township and village enterprises (TVEs), and the private 

and individual enterprises (IOEs). The success of China’s collective enterprises is an 

exceptional institutional feature of the economic transition in China (Park & Shen, 

2003). The collective enterprises have played a leading role in the non-state sector 

growth, especially until the late 1990s. A significant contributing factor was the 

substantially backing by the credit cooperatives (Clarke & Du, 1998). 

Despite the name used to describe them, TVEs are not mutually or collectively 

owned in the traditional sense, but are typically owned by local governments in China 

(Brandt et al., 2001). However, despite ambiguous property rights, they were a 

somewhat unanticipated success story in economic reforms, with superior productivity 

performance (Qian & Pleskovic, 2000; Smyth, Wang, & Kiang, 2001; Tam, 1999). 

TVEs experienced particularly notable growth - during the first fifteen years of 

economic reform, they were the most dynamic sector in China’s economy (Che & Qian, 

1998; Chen & Rozelle, 1999). The period of key growth saw a rapid increase in demand 

for labour-intensive goods, numbers of employees grew substantially and reached 

21.4% of the labour market by the early 1990s (see Figure 2.2). They filled niches in 



segments of demand that were not met by the state sector. Qian (2000) argues that the 

awareness of the role of TVEs is a primary key to a better understanding of China’s 

reform. 

Figure 2.2: Employees by Enterprises Ownership (%)
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(TEJ does not have 2001 data for Other available, thus 2000 is the most current available at present)

Charles (2000) suggests that to some degree the principal-agent problem is 

alleviated in TVEs, partly because the interests of local government officials and 

enterprises have common ground. Some studies maintain that a public ownership 

pattern can be found among township and village enterprises (Chen, 1997; Zhang, 

1997). It is possible that the public ownership of their shareholding system could be 

improved upon by moving towards a privatized system. Several potential problems may 

be reduced if this is followed. Firstly, the new shareholding system has often been used 

to exploit workers, particularly in poor areas. If workers are forced to acquire the shares, 

it becomes a “wage pooling” exercise, in which the allocated shares are exchanged for 

wages without any change in the management and incentive structure. Secondly, a 

situation of excess supply may develop.

Park and Minggao (2003) found that the percentage of township-level 

enterprises that were “collectively” owned decreased from 78% in 1994 to 43% in 1997. 

Some of these have been privatized, many have entered into joint venture partnerships 

and some have closed down (Gregory, Tenev, & Wagle, 2000; OECD, 2000; Park & 



Shen, 2003). There was a corresponding decrease in the share of output value. This may 

in part explain the dramatic fall in the number of employees of collective enterprises 

between 1995 and 2000 as shown in Figure 2.2. 

Another significant contributing factor to the decline in TVEs was that they 

suffered a credit shortage that was driven by policy change, which severely impacted 

upon them (see Section 2.3.1.3. and Pyle, 1997). Due to legal constraints, loans to TVEs 

show evidence of the key features of joint liability lending, which facilitated the 

provision of formal credit to finance the rapid expansion of TVEs. Changing lending 

policies has been shown to be key aspect in the privatization of collective enterprises 

(Brandt et al., 2001). In China, shifting bank preferences for private firms is found to 

have generated intense pressure for collective enterprises to privatize. Thus a number of 

TVEs did so during the mid- 1990s (Park & Shen, 2003). TVE decline can also be 

attributed to languishing performance, changing consumer demand and to fiscal reforms 

that downgraded the discretionary tax control of local authorities (Park & Shen, 2003).

Take the TVEs of Zhejiang and Jiangsu Provinces on the southeast coast as an 

example, where they have experienced the greatest success (Park & Shen, 2003). 

However, a significant development since the mid-1990s has been the privatization of 

many of these enterprises. By the end of 1998, about 80% are estimated to have been 

privatized by the Ministry of Agriculture (Ho, Bowles, & Dong, 2003). It was achieved 

through many of them being reformed through merger, leasing, collateral contracting, or 

bankruptcy. Others were converted to shareholding co-operatives, shareholding 

companies, partnerships or proprietorships. It is estimated that at least 50% were sold to 

employees or managers, often both, at the initiative of local officials and managers 

(Batson, 2003). In late 2002, local authorities, who were previously custodians of TVEs, 

were given full shareholder rights, together with the right to sell (Batson, 2003). 

A number of analysts believe that, at least during the transition period, Chinese 

reform in the public sector, especially the success story of TVEs, represents a unique 

institutional innovation. TVEs have proved to be both highly feasible and viable, and 

are thus worthy of greater consideration and acceptance internationally (Perotti, Sun, & 

Zou, 1999; Sachs & Woo, 2000; Smyth et al., 2001; Woo, 1999).



2.4.3. The SOE Reform Program

In an attempt to address the concerns over SOEs, the Fifteenth Congress of the 

Chinese Communist Party (CCP), held in September 1997, endorsed a major policy 

shift, which was originally proposed in 1995. It involved a commitment to an immense 

privatization program made under the slogan zhuada fangxiao, – “protect the large, 

release the small” (Ho et al., 2003) or “grasping the big, enlivening the small” (Smyth, 

1998). Thus, the model is based on a two-pronged strategy to the reform of SOEs, 

which divides enterprises into two groups. Firstly, large enterprises are the object of the 

government’s efforts to restructure the state sector (zhuada) and to assist these 500 - 

1,000 large “pillar industry” SOEs. Secondly, smaller enterprises over which the state is 

willing to give up control (fangxiao) – allowing these smaller enterprises to determine 

their own path (Ho et al., 2003). 

The formation of shareholding or joint stock firms (gufenhua) is a vital part of 

the overall policy. This was a significant shift in ideology to permit private ownership. 

It includes the plan to privatize many small and medium enterprises. Included in the 

process is the privatization of many township and village enterprises, and in so doing, 

control their own direction. The policy relating to large enterprises involves extending 

private ownership of a select group of large SOEs through public listings on the stock 

exchanges (Garnaut et al., 2001 /Hong Kong Economic Journal, September 19, 1997, 

MSDW, 2 February 1998, p13; McNally & Lee, 1998). 

The policy in relation to large enterprises is directed at concentrating the state 

reform energy on mainly “pillar industries.” Implementation is based on a strategy of 

two separate facets. Firstly, establish large state-owned conglomerates in order to 

achieve better resource allocation and economies of scale, and secondly, reform the 

state’s ownership institutions. Accordingly, the state continues to inject resources, 

anticipating that these “pillar industries” will become “flagship” multinational 

conglomerates (jituangongsi) and that up to ten will become Fortune 500 firms. These 

SOEs have remained under state control and it appears that they will do so for some 

time yet (Hu, 2000; Mallin & Rong, 1998). Critics point out that many of these 

conglomerates are likely to take the shape of the chaebol of South Korea, in that they 



will have a degree of insider control, close links with government ministries and banks, 

though possibly without the close family ties of the chaebol (Qian, 1995). Albeit, 

insider control similar to that found in South Korea and the Eastern European 

transitional economies is already widespread (Miller, 2000; Tam, 1999). The danger of 

the emphasis on establishing large state-owned conglomerates is that it will create 

cumbersome, unmanageable and monopolistic conglomerates that are dependent on the 

state for numerous benefits, subsidies and preferential policy. Broadman (2002) 

suggests that the ensuing unrestrained insider control instigates asset stripping, with the 

liabilities of loss-making SOEs being assumed by the state.

The bulk of China’s SOEs are now structured as corporations and many of the 

larger enterprises have raised additional capital by issuing new shares to outside 

shareholders. The objective of such action is to introduce elements of corporate 

governance that facilitate improvements in firm performance. The extent of reforms 

varies considerably from province to province and from industry to industry. Many 

smaller SOEs have been fully or partly privatized and others remain firmly within the 

control of the state with outside shareholders representing only a small proportion of the 

total shares in the enterprise (Chen & Gong, 2000; Ho et al., 2003; Hovey, Li, & 

Naughton, 2000; Xu & Wang, 1999). Albeit, state ownership still occupies a dominant 

position in the economy of China, and this appears likely to continue in certain key 

industries for some time yet (Mallin & Rong, 1998).

Owing to a lack of legislation, other cultural and political issues, and to 

corruption, the gufenhua system has actually allowed the newly appointed bosses to 

engage in practices that are questionable (see amongst others, Burke, 1999; Hellman, 

Jones, & Kaufmann, 2003; Lu, 1999). As previously discussed, unforseen serious 

problems have emerged such as asset striping, debt evasion and tax avoidance 

(Broadman, 1999; Broadman, 2002; Hu, 2000). 

The former President of China, Jiang Zhemin, acceded that the gufenhua system 

is a modern approach to capital allocation that can apply in both capitalist and socialist 

countries, and has the potential to improve the productivity of both capital and the 

enterprise ( Hong Kong Economic Journal, 19 September 1997; Hong, 1999). However, 

public ownership still occupies an overwhelmingly dominant position in China’s 



economy. The gufenhua approach of the formation of a shareholding or joint stock 

system is very much the initiative of former President Jiang Zhemin. However, other 

powerful political figures prefer mergers and bankruptcies. Nevertheless, companies 

that have followed the gufenhua shareholding system have not necessarily experienced 

any significant improvement in efficiency (Broadman, 2002; Hong, 1999; Zhang & 

Parker, 2002). Essentially, they remain under state control and the management 

structure has remained the same but the titles have been changed – the cadres have been 

renamed the chair of the board or managing director (Zhang & Parker, 2002). 

The policy that requires small SOEs to “find their own solution,” Fangxiao, is 

directed toward escalating the “privatization” of numerous small and certain medium 

SOEs, including township and village enterprises. The primary basis of these reforms is 

restructuring of the ownership by means of arranged sale, auction, merger into 

partnerships, leasing, bankruptcy or closing down (Broadman, 2002; Hu, 2000; Lin & 

Zhu, 2001; Rongxia, 1998). They can list on the stock exchanges of Shanghai, 

Shenzhen or Hong Kong, seek joint venture partnerships, declare themselves bankrupt, 

close down, or enter into an arrangement whereby the manager or entrepreneur buys the 

most productive part of the SOE and leases the remaining (Hu, 2000; Lin & Zhu, 2001). 

The 1997 policy change has involved vast numbers of small to medium size SOEs, 

resulting in a privatization program of unparalleled proportion (Lins, 2003). No doubt, 

this will reduce a large number of loss-making SOEs, but it has the potential of creating 

huge unemployment over a very short period, and the consequent social unrest. 

However, smaller SOEs are easier to contend with because their individual effect on 

society as a whole is limited, and thus they are allowed a free choice in determining 

their future. Nonetheless, the consequence of a large number of small SOE’s going 

bankrupt also poses a major threat (Cooper & Zheng, 1998). Many have been divested 

through employee and management buyouts, alleviating some of the social unrest 

pressures. However, as time progressed during the late 1990s, less buy-outs involved 

employees and more entailed management buy-outs (Park & Shen, 2003; Wei, 2002). 

In September 1999, the 4
th 

Plenary Meeting of the CCP’s Central Committee 

acknowledged that many SOEs could not adapt to the market economy. They also 

recognized that the matter was important and urgent and should be noted. Hu (2000) 



reviews the policy and observes that no new strategies were introduced at that time to 

correct the problems outlined above. The measures addressing SOE reforms remain as 

reorganisation, merger, sale, listing on the stock market or closure (Hu, 2000; Wei, 

2002). However, more emphasis has now been given to private ownership. State 

ownership can be reduced to a non-dominant proportion, except in pillar industries and 

backbone enterprises in hi-tech areas, non-renewable natural resource areas, public 

utilities and areas essential to national security (Broadman, 2002). 

2.4 .3 .1 .  T h e  S O E  Pr iva t i za t ion  P r o g r a m

China’s privatization program has taken on a relatively pragmatic strategic 

approach (Tam, 2002), as has been discussed in the previous sections. In most instances 

cited in the privatization literature, firms brought to the market perform better and 

economies as a whole benefit (Boycko, Shleifer, & Vishny, 1996; Ding & Motwani, 

2001; Jensen, 2000; Kikeri, Nellis, & Shirley, 1994; Megginson & Netter, 2001). A 

partnership with the private sector provides access to capital and technology (Bornstein, 

2001), while the improved corporate governance as a result enables firms to expand and 

successfully compete both domestically and internationally. WTO membership, 

discussed previously, will bring about product market competition domestically and 

internationally and will tend to accelerate the emergence of a diversified ownership 

structure. However, some pitfalls are discussed in the literature that should be monitored 

in the privatization program and process. The ownership base is one of the primary 

issues. If ownership falls into the hands of the wrong Persons or groups, as seen in 

Russia (Shleifer & Vishny, 1997), or if crony capitalism becomes a problem (Naughton 

& Hovey, 2002a), or entrenched family ownership is allowed to develop (Claessens, 

Djankov, & Lang, 1999; Mørck, Strangeland, & Yeung, 1998), the outcome can be 

negative both for the individual enterprises and the economy more generally. China also 

needs to harden its budged constraints (Choe & Yin, 2000b; Frydman et al., 2000), 

though this aspect is not a focus of this study.

In early 2003, the State-owned Assets Supervision and Administration 

Commission (SASAC) was set up to oversee the next stage of the reforms of SOEs. It 

will be the only State agent and will act as owner and investor in the 196 largest SOEs. 



The focus will be on improving the performance of SOEs through management 

incentives and on the transfer of state-owned shares in listed companies, although none 

of these are expected to be fully privatized in the near future (People's Daily, 2003; 

Tam, 2002). 

Privatisation in China faces some unique challenges. Firstly, as the current 

official policy is not aimed at full privatization of many selected large SOEs and the 

majority non-tradeable shareholdings are maintained by the state, a market for corporate 

control is not being adequately developed (Tam, 2002). Chinese authorities maintain 

that although ultimately privatization is inevitable, it “would be more feasible and 

smoother after a large non-state sector emerged” (Marangos, 2004, p 599). Thus, the 

pragmatic approach to privatisation of large SOEs continues.

The motivations for the move towards privatising SOEs are firstly, the failure of 

SOEs to sustain financial self-reliance and solvency, and secondly, the authorities wish 

to utilise the extensive private capital pool (see Chapter 2, 2.5.1 and Figure 2.5) that can 

be drawn on through the developing securities market, and which cannot be tapped 

otherwise (Cao, 2000).

Possibly, the most significant change to drive the depth of the securities market 

and thus the ability to privatise SOEs, was the abolition of the listing quota system 

whereby the State maintained strong control over which firms listed (Tam, 2002). 

Indeed, it was not until mid-1999 that any serious dialogue with regard to the listing of 

non-state firms, such as collectives and private enterprise, took place (Cao, 2000). The 

primary reason for this control appears to be that the State wanted to ensure that private 

capital was available “for state companies within the tightly circumscribed perimeters of 

state-controlled “market socialism” (Cao, 2000, p58).

However, impeding the development of the capital market and the privatisation 

agenda in general are the significant issues that remain to be fully resolved such as 

insider control, price manipulation, scamming, fraudulent dealings, tax cheating, asset 

stripping and other misdemeanours (Tam, 2002; Walter & Howie, 2003). A further 

concern raised by Walter and Howie (2003), which is hindering development, is internal 

strife involving various government departments and also central and local government 

agencies.



On the other hand, the privatisation of small SOEs such as TVEs has actually 

progressed relatively quickly. The largest proportion of TVEs has now been privatised. 

(Marangos, 2004, p 599; Tam, 2002). Many that were loss making have now been 

turned around (Sun & Tong, 2003). Much of the holdings in TVEs that have been 

privatised have gone to management, directors or to local authorities – many have been 

acquired at a significant discount (Ho, Bowles, & Dong, 2003). Even employee 

shareholders appear to have largely missed out (Chen, 2005; Marangos, 2004).  

However, a concern raised by Chen (2005) is with regard to the inequality that this 

development has brought about in that the beneficiaries tend to be the various officials, 

and not the employees or society as a whole. 

In considering the privatization of SOEs, the following table shows the number 

of SOEs for the years 1993 to 2000. It should be noted that the year-to-year data 

provided by the China Statistical Yearbook cannot be compared well since the standard 

of measure changes substantially. 

Table 2.1: Medium to Large SOE numbers - 1993-2000

1993 1994 1995 1996 1997 1998 1999 2000

100,500 102,200 118,000 127,600 110,000 64,700 61,300 53,500

Data Source: China State Statistical Bureau (Various Years) 

Note: The 1996 and 1997 figures in the China Statistical Yearbook were for enterprises for which 

the state holds at least a majority (51%) controlling interest. 1998, 1999 and 2000 figures 

were also only SOEs with annual sales income of over Rmb5 million.

Table 2.1 above shows the number of medium to large SOEs, either with a 51% 

state stake or with annual sales income of Rmb5 million or more. The 1996 and 1997 

figures in the China Statistical Yearbook were for enterprises for which the state holds 

at least a majority (51%) controlling interest. 1998, 1999 and 2000 figures were also 

only SOEs with annual sales income of over Rmb5 million. Thus, the only reliable data 

for comparison purposes is for the years 1998, 1999 and 2000. 

As can be observed in Table 2.1, from 1998 to 1999, there was a reduction in the 

number of medium to large SOEs of 5.3%. From 1999 to 2000, there was a decline of 

12.7%. Thus over the two years the numbers reduced by a total of 17.3%, an average of 

8.6% per year. However, it should also be noted that there were many small enterprises, 

such as TVE’s, divested or closed during the same period. The China Statistical 

Yearbook 2001 (China State Statistical Bureau, 2001) states that, as there are so many 



small SOEs involved, it was too difficult to get precise numbers, although the total 

number was estimated to be 308,000 in 1998 (see section 2.4.2). Consequently, only 

those SOEs with annual sales income of over Rmb5 million were included. However, 

the following table gives some indication of the change of ownership in the 

privatization for latter two years for the same category of firms. 

As can be observed in Table 2.2, particularly state-owned and collective-owned 

industry (TVEs) declined during the period 1999 – 2000. However, predominantly 

limited liability corporations, share holding enterprises and private enterprises increased 

reasonably substantially. Notwithstanding the growth of the private sector, SOEs by and 

large dominate significant segments of the industrial economy and continue to be 

entrenched firmly in that sector (Broadman, 2001b). 

Table 2.2: Industrial Enterprises (annual sales of over Rmb 5 million)

 1999 2000 Change

 State-owned and Non-state-owned 162,033 162,885 0.5%

Enterprises with majority state-ownership or holdings 61,301 53,489 -12.7%

 Domestic Funded Enterprises 135,196 134,440 -0.6%

       State-owned Industry 50,651 42,426 -16.2%

       Collective-owned Industry 42,585 37,841 -11.1%

       Cooperative Enterprises 10,149 10,852 6.9%

       Joint Ownership Enterprises 2,771 2,510 -9.4%

       Limited Liability Corporations 9,714 13,215 36.0%

       Share Holding Enterprises 4,480 5,086 13.5%

       Private Enterprises 14,601 22,128 51.6%

       Other Enterprises 245 382 55.9%

 Enterprises with funds from H K, Macao & Taiwan 15,783 16,490 4.5%

 Foreign Funded Enterprises 11,054 11,955 8.2%

Data Source: China State Statistical Bureau (2001).

This section is provided in an endeavour to give some sense of the magnitude of 

the privatization program, what is yet to be tackled and to understand the difficulty of 

the challenge. To do so, this section reviews the available data on SOEs. Firstly, it 

should be noted that to locate data in this area is not easy. Broadman (2002) noted that it 

is difficult to determine the extent of the achievement thus far and how many SOEs are 

left to privatize. It is thus challenging to get a sense of how many large and small 

enterprises are yet to be privatized. To do so for the purpose of this study, some 

assumptions have been made based on official media releases. For example, in a media 

report in the People’s Daily (11 July 2003), State-owned Assets Supervision and 



Administration Commission (SASAC) quoted the following data “By the end of 2002, 

China's state-owned assets totalled 11.8 trillion Yuan (US$1.4 trillion). The number of 

state-owned or State-controlled enterprises was 159,000 at that time, down more than 8 

per cent from a year ago. Though the number of SOEs is gradually declining, the 

strength of the SOEs will increase ….” Accordingly, using these figures and the data 

provided previously in this section, it is possible to extrapolate an idea of the current 

picture. Firstly, the average decrease in SOE numbers previously mentioned was 8.6% 

and the above report quotes 8%. If numbers have thus averaged an 8% decrease, the 

following numbers of majority state-owned enterprises with sales over Rmb5 million 

can be extrapolated for the years 2001-2005.

Table 2.3: Projected Medium to Large SOE numbers 2001-2004

2001 2002 2003 2004 2005

49,220 45,282 41,660 38,327 35,261

Data Source: China State Statistical Bureau (Various Years) 

Note: The 2001 to 2004 figures are projected based on data from the China Statistical Yearbook 

data for 1998-2000 and an 8.0% decrease.

Therefore, the number of SOEs with majority state ownership of greater than 

50% and with sales over Rmb5 million is expected to be 41,660 at the end of 2003. By 

year-end 2004 it is projected that there will be 38,327 SOEs in this category. 

Taking other data from the same source, “Profits posted by the 196 key 

companies in 2002 accounted for 64 pct of the total recorded by China’s 159,000 state-

owned firms” (People’s Daily 11 July 2003). Thus, at year-end 2002, there were a total 

of 159,000 SOEs, the largest 196 of which produced 64% of the “profits,” though many 

are not actually profitable. Extrapolating this data, we can then estimate the number of 

small, medium and large SOEs as at 2002.

Table 2.4: Number of SOEs by Size - 2002

Small 113,718

  Medium 37,299

Large 7,983

Total 159,000

Data Source: People’s Daily (2003); China State Statistical Bureau (2003).

SASAC reports that there are 7,983 large SOEs (People's Daily, 2003). For the 

purpose of this study, medium SOEs
5 

are categorised as those with sales income of over 

5 

Although Small, Medium, and Large categories are used in the China Statistical Yearbook, it is not 

noted as to where the cut-off for each category lies.



Rmb5 million listed in Table 2.3 (excluding the reported 7,983 large SOEs). The 

balance of 113,718 is taken as being small enterprises, with sales income of less than 

Rmb5 million, many of which are being privatized currently.

Assuming the average privatization of 8% per year continues then it may be 

reasonably assumed that the privatization of large SOEs is progressing much slower at 

approximately 4%, and that medium SOEs are privatizing at approximately 12% per 

anum. Applying these figures to the above table it is estimated that at the end of 2003 

approximately 32,800 medium SOEs and 7,600 large SOEs would remain.

These numbers give an indication as to the extent of the privatization program 

that is required to achieve meaningful reform in the SOE sector, even if a nominal 

socialist market economy is to be created. Present indications are that the program to 

privatize small SOEs is advancing relatively quickly and that many of them will be 

privatized in the next year or two. Moreover, in excess of 2,000 SOEs are on the verge 

of insolvency and are likely to go bankrupt by 2008. During the years 1995 to 2002, a 

total of 7,798 SOEs went bankrupt (Dow Jones, 2003). 

2.4 .3 .2 .  T h e  Se lec t ion  o f  En terpr i se s  for  L i s t ing

During the 1990s, over a thousand large SOEs were privatized, most partially, 

through listing on the stock exchanges in China. Firms to be listed on the stock 

exchanges are prepared especially for listing through a reform process. Typically, they 

are initially corporatised and “modern” management practices introduced, including 

limited incentive schemes. They are given a greater degree of autonomy and 

restructured. Accounting systems are improved, as is disclosure, and other aspects to 

meet ultimate listing requirements as laid out by China’s China Securities Regulatory 

Commission (CSRC). Amongst other regulations, firms must have a three-year profit 

record and a market capitalization of Rmb50 Million before they are allowed to list 

(Aharony, Lee, & Wong, 2000; Neoh, 2000). However, the actual transformation has in 

many cases at best been superficial, particularly in large industries. The fundamental 

patterns, organisational structure or culture of many SOEs that have been publicly 

listed, have not essentially altered.



The quota system, which was dropped in early 2000 (Business Week, 2001), 

was originally the process of privatization adopted in China. Paradoxically, it meant that 

either, better performing SOEs, or those that needed money urgently, were chosen for 

listing. Typically, companies with a good record of accomplishment or focused 

businesses have high valuations. Consequently, in many cases only the profitable 

business units of SOEs are listed (Aharony et al., 2000). 

Conversely, Anthony Neoh
6 

(2000) explains that in China, the scenario of a 

good company being listed did not occur because the quota system controlled access to 

the capital markets. Thus, it is sometimes the case that better performing SOEs are 

retained by government agencies as they are cash cows, and firms that are in need of 

capital urgently are privatized. The quota system was initially set up to allow orderly 

entry into the markets. However, as quotas were given to local authorities, it was left to 

them to select contenders for listing. As expected, local authorities tended to put 

forward businesses they controlled that needed capital, without necessarily giving 

consideration to their future viability (Neoh, 2000). The quota system also impinged on 

investor’s choice as the most viable firms are not always listed and the market is driven 

more by rumour and momentum than by fundamentals. 

Other problems arise from SOEs listing after “packaging.” For example, creative 

or misleading accounting practices produce what appears to be a three-year profit record 

to comply with listing requirements. Thus, the firm falsely shows a positive 

performance that enables it to list (Neoh, 2000).

2.4 .3 .3 .  Spec ia l  E c o n o m i c  Z o n e s

A significant part of the strategy applied to the corporate and financial reforms 

in China was to establish special economic zones (SEZs). The development of SEZs 

was a means of introducing reforms within specific regions, before expanding them 

further. It also serves as a salient illustration of the gradual and experimental nature of 

the reform approach taken. SEZs have been the birthplace of many of the foremost 

developments, many of which have evolved from modest trials. For instance, prior to 

WTO entry, foreign firms are allowed to enter China’s markets in SEZs, but often not 

6 

Chief adviser of the China Securities Regulatory Commission.



anywhere else. For example, in SEZs the banking and life insurance sectors where 

allowed to expand their services and products, as well as broaden the competitive base 

with other entrants such as foreign firms. These developments in SEZs were used as a 

base for the assessment of the approach before it was expanded to other provinces in 

China. Furthermore, greater flexibility as to credit quotas and interest rates are permitted 

of domestic banks operating in the zones. The success of decentralised decision-making 

and increased flexibility in the SEZs is demonstrated by the impressive economic 

growth attained in the zones (Haywood, 1999; Hovey, 2001).

In conclusion, it is important to consider efforts by the government and private 

sector in China to tackle the country’s economic crisis with reference to the 

restructuring process of SOEs. This is because of the importance of SOEs and the 

externalities they bring to the economy. It is now timely for the corporate restructuring 

policy to be more closely based on institutional reforms. Both corporate and industrial 

restructuring policies must adopt significantly different paradigms, as previous 

approaches are unviable in the new business climate. A major part of the strategy is to 

establish special economic zones to introduce reforms within specific regions. It 

allowed reform policies to be tested on a small scale before wider application. 

At the centre of enterprise reforms is the development of corporate governance 

structures. Authorities in China have opted for a mix of the Anglo-US and 

German/Japanese corporate governance model by way of a board of directors, a 

supervisory board and shareholders meetings (Gul & Zhao, 2001; Tam, 1995). Although 

in many cases, particularly in large SOEs, the changes have only been relatively 

shallow, the underlying paradigm, corporate culture or structure, has not really changed. 

2.4.4. Ownership Structures in China

Presently corporate ownership structure, along with governance, is central theme 

of the enterprise reforms that began in the late 1970s. The bulk of the enterprises in 

China are still state owned and controlled, since the state is the largest shareholder of 

the typical firm. On average, during the years 1999 to 2002, the state directly held a 

40.7% stake of listed firms, in addition to holding the largest proportion of the 

percentage held by Legal Person institutional ownership. 
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Despite the large capitalisation and huge number of investors, estimated to be 60 

million domestically, public ownership of listed firms in China stood at an average of 

30.6% during the years 1999 to 2002 (see Figure 2.3 below). Offshore, including B, H 

and N shares and crosslistings averaged 3.4% and foreign institutions amounted to 1%. 

During the years 1999 to 2002, the overall average of blockholder ownership of listed 

firms by Legal Person institutions, both domestic and placement institutions, stood at 

21.6% (see Figure 2.3). Figure 2.3: Average Percentage Ownership Structure of Listed 

Firms - 1999-2002

Data Source: TEJ (2002). 

However, Figure 2.4 reveals that it has declined gradually from 25.7% in 1997 

to 19.6% in 2002. The presence of blockholders has a positive effect on firm 

performance. Research has established a positive relationship between firm performance 

and Legal Person holdings in China (Gul & Zhao, 2001; Hovey et al., 2000).  
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Figure 2.4: Ownership Structures (Average %) – 1997-2002
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1997 1998 1999 2000 2001 2002

1997  39.6  25.7  25.7  3.8  0.5 

1998  41.9  25.6  24.7  3.4  0.5 

1999  44.4  27.0  20.6  3.1  1.3 

2000  40.8  33.2  19.7  3.1  1.3 

2001  38.9  35.9  19.4  3.3  1.0 

2002  38.7  36.4  19.6  3.6  1.2 

State Public Legal Person Offshore Foreign Inst

Data Source: TEJ (2003).

Note: The balance = Other Founder averaging 0.02% ’97-02, Preferred 0.01%, Employee 2.13%.

The data used in Figure 2.4 is pertaining to all firms listed on the Shanghai and 

Shenzhen stock exchanges and for which ownership structures are available. As shown 

in Figure 2.4, state ownership peaked in 1999 at 44.4%, up from 39.6 in 1997, and 

reduced to 38.7% in 2002. Legal Person ownership declined from 25.7% to 19.4% 

during the years 1997 to 2001 and in 2002 rose marginally to 19.6. Thus, overall state 

ownership has declined, yet in total holds 58.25% on average of the voting power of 

listed firms in China. Public ownership has steadily increased from around 25.6 in 1997 

and 1998, to 36.4 in 2002. Offshore ownership remained in the 3.1 to 3.6% range. 

Foreign Institutional holdings were as low as .05% in 1997 and in 2002 was 1.2%. 

Though private ownership is very gradually increasing, direct state ownership in 

aggregate has reduced just marginally during the years 1997 to 2002 from 39.6 to 

38.7%. Even so, Legal Person ownership has declined 6%. On average, 83.8% of listed 

firms are state controlled. Applying a similar criteria to that of La Porta et al. (1999) and 

Claessens et al. (2000b), in that the number of firms with both direct and indirect state 

ownership of greater than 25%
7 

were estimated. It was found that of the average total 

7 

Because 25% was an apparent significant breakpoint in the data, it was selected for future research. As 

constructing this dataset was an onerous and time-consuming task, it has not been changed. 



number of firms listed of 1,077 during the years 1997 to 2002, 902 had overall state 

ownership higher than 25% and were thus state controlled. Accordingly, 83.8% of listed 

firms were state controlled. Thus, the state overall still holds a supermajority of even 

listed firms in China. On average, only 16.2% of listed firms were actually privately 

controlled.

Rolling back state ownership of listed firms in China continues to be a vexing 

issue. Questions as to how the authorities should proceed and what effect will any 

rollback have on the market remain. For example, in May 2001, the state announced 

that it intended to rollback its ownership of listed firms (ChinaOnline, 15 May 2001). 

However, analysts estimate that in 2001 the sales of state-owned shares would yield 

about Rmb20 billion (US$2.42 billion). This figure was a considerable decline from the 

Rmb80.2 billion (US$9.69 billion) raised through IPOs in 2000 (ChinaOnline, 18 June 

2001).  Recent negative market reactions to government initiatives, including a 

crackdown on illicit trading activities and also the potential fear that a significant sale of 

state shares will dilute present ownership, caused a rethink of the intended rollback and 

how to proceed (ChinaOnline, 15 May 2001, Loong, 2002).

In summary, the corporate reforms in China have advanced at a steady pace, 

though there is a considerable progress still to be made for the bulk of the SOEs in 

existence. Whilst the bulk of the enterprises in China remain SOEs, though profitability 

their ability to compete globally is questionable. On average, firm ownership structures 

continue to be heavily weighted towards the state, with only a few firms being 

significantly privately owned, although this is expected to expand. Even as there has 

been a steady decline of the state sector, attempts to privatize more SOEs through listing 

has been fraught with frustration as stock markets recently plummeted at the mere 

suggestion of such a move. The selection of which enterprises to list is a matter for 

concern since, whilst firms are groomed for the occasion, it is not necessarily the best 

firms that are chosen and reported firm performance is often questionable. All the same, 

the resounding success story of the reforms in China has been TVEs, which in particular 

saw significant productivity growth until the late 1990s and may be worthy of further 

consideration. Within the reform agenda, a key consideration is its social impact. China 



can ill afford to have an uprising over social issues such as unemployment. Thus, the 

overall reform program implementation has been protracted and cautious. 

2.5. Financial Sector Reforms

The willingness of authorities in China to embrace various facets of Western 

financial market practices such as stock and derivative markets has been one of the most 

fascinating aspects of the recent history of China’s reform process. Although the course 

for reforming the financial sector was set in the late 1970s, it was not until the 1993 

meeting of the Third Plenum of the Fourteenth Central Committee that financial sector 

reforms was given serious consideration. At this point, the resource allocation within the 

economy started to move more quickly towards a market system, albeit within a system 

of state controlled macroeconomic policy. It was recognised that achieving the goals of 

a socialist market economy depended on a financial system that was not causing a 

bottleneck, but rather encouraging the efficient utilisation of capital. In this section, the 

process of transition in the financial system in China is examined within a context of 

financial development theory. 

2.5.1. Financial Development

Reform of the financial sector has been gradual and pragmatic and has not 

adhered to a predetermined, unyielding or all-embracing master plan. Fundamentally, 

China was well positioned to initiate radical financial development during the initial 

period of the reform in that there were ample financial resources available. 

Nevertheless, the authorities favoured a gradual approach to reform, concurrently and 

across the various sectors. They supported the notion that, in the long-run, measured 

reform maintains stability. However, to a large extent, the inferior productivity of these 

financial resources has been a hindrance and, for the most part, presently still is. 

Notwithstanding this misgiving, the measured, gradual approach has helped China avoid 



many of the predicaments of the “big-bang” stratagems embraced in other former 

socialist countries (Benziger, 1998). This approach by China has been commended for 

not being ensnared by the reform models pursued by former Soviet and European 

transition economies, but rather following the models adopted in Asian emerging 

economies (Mehran et al., 1996). Typically, in several Asian economies, the financial 

sector has continued to be tightly controlled, whilst measured steps to remove market 

controls are taken. For instance, highly regulated financial sectors have been retained in 

Korea and Japan whilst their economies developed. The apparent successes of their 

strategies at the time encouraged China to follow suit. The policies adopted by China 

were aimed at attaining a high savings ratio and macroeconomic stability. Generally, 

both objectives have been achieved. For example, since 1985 nominal savings deposits 

per capita have increased substantially, especially in the urban centres (see Figure 2.5). 

These savings deposits provide a low-cost source of funds in China, which 

unfortunately has the potential to lead to allocational inefficiency and to constrain 

economic development.

Figure 2.5: Deposits per Capita in China
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Considerable challenges will doubtless be faced as the financial system steps out 

of the statism of its past towards a market driven system. Even though financial sector 



reform has been impressive to date, essential moves are yet to be made. For instance, 

thus far, because the focus has been on institutional development, the liberalisation of 

financial institutions operations and development of markets has received lesser 

consideration. To a reasonable extent, this approach is linked to the past statism in that 

the centrally planned economy relied on the monetary sector to provide macroeconomic 

control. 

Fundamentally, the emergence of a market driven sector was considered 

complementary to this core charter. In many sectors, financial allocation continues in 

line with government priorities through pricing controls and the apportionment of credit. 

Effectively, Beijing’s strategy is to preserve the reformed financial sector as a crucial 

component in the enduring interventionist model of economic development. Here again 

we have an example of the resemblance of China’s approach to financial sector reform 

to that of other Asian economies.

2.5.2. The Course of Reform in China

As discussed previously, the late 1970s saw the emergence of financial sector 

reform in China. Characteristics and practices of developed capital and financial 

markets, such as commercial based financial institutions, stock and derivative markets, 

are now being implemented. However, it was not until 1993 that it was acknowledged 

by the authorities that a financial system, which facilitated the efficient utilisation of 

capital resources without impedance, was a precondition if China was to attain a 

flourishing semi-market or as referred to by authorities in China, a “socialist market 

economy.” Accordingly, a system of market forces was adopted at the Third Plenum of 

the Fourteenth Central Committee that would enhance resource allocation, yet remain 

constrained by a regime that was, and to a large extent still is, subject to state controlled 

macroeconomic policy.

2.5 .2 .1 .  T h e  R o l e  o f  B a n k s

The principally state-owned banking system in China is in disarray, with non-

performing loans to loss making state-owned enterprises being a serious problem. The 

four major state banks through asset management companies have taken over billions of 



dollars of bad debt in exchange for equity in the companies. The asset management 

company acquires the loan from the bank, then forgives the debt in exchange for equity 

of the enterprise and subsequently sells the equity. Whilst the big four banks have 

ostensibly become more commercial in recent years, they are still taking on non-

performing loans (Economist, 2001a; Park & Sehrt, 2001), thus the vast savings of the 

population are generally still being squandered on poor investment opportunities. 

Furthermore, the state has continued to set interest rates further reducing the allocational 

efficiency. Banks have had little incentive to evaluate the credit worthiness or risk 

profiles of applicants or manage loan portfolios (Hovey, 2001). 

During the Cultural Revolution, all of the banks within China were incorporated 

into the People’s Bank of China (PBOC), which is now the central bank. Thus, they 

were substantially protected from competition from both external sources and among 

themselves. Consequently, they did not have the crucial inducement that spurs the 

banking sector in free market economies. Within this context, before the reforms of the 

late 1970s, SOEs raised capital primarily through budgetary grants, which were interest-

free. Consequently, loans were not sought from the banks, thus they were not a source 

of funds for SOEs. The People’s Bank of China accounted for four-fifths of all deposits 

and 93% of all loans. It was by far the prevailing player in the banking sector (Cull & 

Xu, 2003).

Within the area of financial development theory, a widely accepted view is that 

banks are the principal providers of capital during the formative stages of economic 

development (Drake, 1980; Fry, 1988). Financial reforms in China began in 1978. Up to 

this time, China was in the early stages of financial deepening – positive real interest 

rates had helped achieve this. However, the reforms had little real effect until the early 

1990s (Pomfret, 1992) and the financial sector is still bank dominated and subject to 

heavy state regulation (Hovey, 1999), as are many economies in Asia. Between savings 

and investment, the banking sector accounted for 90% of all financial intermediation in 

1998 – a much greater portion than elsewhere in the region (Hovey, 2001). The ensuing 

credit allocation has not been adequately effective in channelling the surplus funds from 

savers to borrowers and the efficient allocation of these resources has suffered and 

hindered growth (Hovey, 2001; Lardy, 1998). Marking the beginning of a program to 



free interest rates, in February 2000 the band for interest rate fluctuations was 

broadened. 

One of the primary aspects of the reform process to a market system is that most 

of the responsibilities of financing the economy moves from the government budget to 

the banking system. Fundamentally then, the reform of the financial system, and 

especially the banking sector, is critical to the overall reform of financial markets and 

the economy as a whole. 

The central bank, the People’s Bank of China, is at the core of the banking 

sector. The “Big Four” state banks, the Bank of China, China Construction Bank, 

Industrial and Commercial Bank of China and the Agricultural Bank, are enormous 

state-owned specialised banks. They are moving towards being commercial banks, but 

their business is mainly with SOEs. In 1997, collectively the “Big Four” banks 

employed around 1.7 million people in a network of more than 130,000 branches, 

hence, in these terms, they are the worlds largest (Hovey, 2001). Overall, they 

controlled over 10.76 trillion Renminbi (US$1.3 trillion) -or 88% of banking assets 

(Hanes & Lindorff, 1998). There are also a couple of small commercial banks and many 

non-bank financial institutions, discussed in the following sections.

The primary question is: do banks that are functioning well promote economic 

growth in the long-run? Financial markets as a whole provide important services for 

growth. Banking development, along with stock market liquidity, are both positively 

indications of growth, capital accumulation, and improvements in productivity (Levine 

& Zervos, 1998b). China’s unified interbank market was set up early in 1996. It enables 

financial institutions and local banks to accept or lend short-term deposits of one day to 

four months. The combined effect of interest rate stability and development of the 

interbank market system facilitates the establishment of a yield curve. This in turn, 

provides the means for a Renminbi forward market to be established in the future (The 

Banker, February 1996).  

The first banks to list on the stock market were state-owned Shenzhen 

Development Bank and Pudong Development Bank, which went public in 1991 and 

1999 respectively (Tao, 2000). China Minsheng Banking Corporation was listed in 

2000, and it is China’s first wholly private sector bank.



China Minsheng Banking Corporation commenced operation in Beijing in 1996. 

The bank is looking to serve the niche market of small to mid-size businesses, which are 

overlooked by the state banks. It is the smallest bank in China with assets in 1998 of 

around Rmb8.28 million (US$1 million) (Han, 1998) and in 2000 of Rmb48.6 billion 

(US$5.9 billion) (Dai, 2000). Minsheng listed in 2000, and was the first private sector 

bank to be approved to list on the stock market and is the third bank to be listed. The 

bank has been considered as strictly experimental. The ownership structure was made 

up of 79.8% held by domestic institutions and 20.2% was publicly traded (compiled 

from TEJ 2001, Share Structure by Duty data).  

There are some quite serious problems to contend with in the banking sector. For 

instance, central bank regulation and supervision of the sector remains weak in China, 

despite attempts to overcome the difficulties (Hovey, 2001). This, combined with 

government controls and directed lending, has give rise to a large build-up of non-

performing loans (NPLs). As recently as 1997, the misallocation of resources was 

evident through directed lending (Park & Sehrt, 2001). Even after transferring one-fifth 

of the total of their NPLs to asset-management companies, in 2001 they were still 

reporting at least 30% of loans to be non-performing (Cull & Xu, 2003; Economist, 

2001a). Consequently, the Chinese Banking system has a very severe dilemma with 

regard to NPLs (Clifford, 2002; Hovey & Naughton, 2000). As discussed above, the 

problem is continuing and may be much worse than the official figures indicate. Other 

concerns raised in the Standard and Poor’s report considered above include inadequate 

provisions for loan losses and insufficient capital (Business Daily Update, 2003b). The 

bank dominated financial system also adversely suffers from a tendency to underprice 

loans systematically and to lend excessively to firms favoured by the state. In the bank-

dominated system, the state is also in a stronger position to control and direct lending in 

contrast to borrowers accessing funds through capital markets.

Thus, although reforms are being undertaken, there are continuing serious 

problems at present. The reform of the overall financial system, in particular the 

banking sector, is essential to stability of the corporate sector and to the reform the 

economy.



2.5 .2 .2 .  T h e  R o l e  o f  N B F I s

Financial development theory generally deems that non-bank instruments and 

institutions take on a more important role as an economy becomes highly developed 

(Drake, 1980; Fry, 1988). Non-bank institutions (NBFIs) such as finance companies, 

pension funds and insurance companies help provide greater consumer choice and 

innovation in the financial sector. Pension funds and insurance companies, whose 

liabilities tend to be long term, also play a critical role in lengthening the term structure 

of saving and investment funds, reducing vulnerability to short term bank lending cycles 

and international capital flows. Furthermore, by providing a source of demand for long 

term paper and by actively trading these, NBFIs encourage primary and secondary bond 

markets.

Well functioning NBFIs make a number of valuable contributions to economic 

development. For instance, credit cooperatives play an important role in pooling savings 

and making them available as loans even for the lowest income levels (see Figure 2.5). 

Isolated and rural sectors benefit in particular as frequently formal banking services do 

not reach these areas. In China, both rural and urban credit cooperatives have grown 

rapidly. Urban credit cooperatives have grown because the state-banking sector, the 

“Big Four,” primarily only serve SOEs. The 1980’s saw a surge in successive waves of 

non-bank and non-state financial institutions providing services not available otherwise 

to local communities, individuals and businesses. They developed in response to 

inflexibilities, inadequacies and controls in the state-banking sector. As they mainly 

financed the non-state sector, they did not initially compete directly with the banks. 

There is no doubt that NBFIs have seen rapid growth, yet they have little market share 

in comparison to the immense state banks (Girardin & Ping, 1997). However, NBFIs 

serve private firms and individuals in China, and are consequently a very important part 

of the financial system.

At this stage of development, dedicated intermediaries, such as non-bank 

financial institutions (NBFIs), play an increasing role. For example, specialised 

institutions including credit societies and cooperatives, finance companies, and fund 



managers such as life insurers and pension funds, develop a greater share of the 

financial system.
8 

Thus, financial development theory holds that the share of the 

financial system commanded by NBFIs expands, and that which is controlled by the 

banks wanes. Thus, it is reasonable to propose that the financial system of China has a 

considerable way to go before it can be regarded as fully developed. 

The development of NBFIs is of strategic consequence to the economic 

development of China. Firstly, as dedicated intermediaries, they are a central part of the 

process by which monetisation occurs, particularly in the rural sectors. Secondly, they 

play a significant social role in economic development. The five main types of non-bank 

financial institutions are trust and investment corporations, finance companies, leasing 

companies, rural credit cooperatives, and urban credit cooperatives. It should be noted 

however, that whilst these institutions ostensibly appear to be collective institutions, 

they are not typically substantially mutually owned (Hovey, 2001). Rather they are 

predominately state-owned by various state bodies – national, regional, local or village.

Urban credit cooperatives (UCC) have gained acceptance in urban communities, 

and have grown particularly during the 1990s. Whilst UCCs are still small compared to 

the giants represented by the state banks, yet by the end of 1994, there were 5,229 urban 

credit cooperatives in China. Their outstanding credit of 132.3 billion Renminbi was 

3.2% of the total, whilst deposits of Rmb235.3 billion (US$28.4 billion) amount to 

5.8% of the whole (Hovey, 2001). While market share is small, the quality of loan 

portfolios is generally better than that of state-owned commercial banks (Girardin & 

Ping, 1997).

The most significant characteristic of NBFIs, as identified in a survey by Caprio 

(1995), is that they now compete with state banks in the loans market. As a 

consequence, they have broken the monopoly of the state banks to some degree. In 

some instances, NBFIs also suffer from a deficiency of backing from the government in 

attracting deposits. In addition, the credit plan of the central government and the 

Peoples Bank of China do not extend to NBFIs. Consequently, state banks, and 

particularly regional governments, often established NBFIs to sidestep the credit plan 

(Girardin & Ping, 1997; Li, 1994).

8 

Interestingly, the allocative role played by stock markets is limited throughout the various stages of 

development (World Bank, 1998). 



In summary, recent pressures faced in the financial sector, and the subsequent 

reforms, have highlighted a series of social and economic concerns. Not the least is the 

serious problem of non-performing loans. China has no option but to tackle these issues 

if the potential expansion is to be managed equitably and efficiently. All this being 

taken into account, consideration and resources must be extended to the guidance, 

regulation and supervision of banks and NBFIs to foster the sector as a sound element 

of the financial system. The dependence on the banking sector should be addressed with 

the opening up of the markets and the economy as a whole to allow for the more 

efficient allocation of resources. This is particularly important as China opens its 

market, and accepts the challenges that accession to the WTO brings, especially that of 

the global economy and international competition.

2.6. Capital Markets in China

China’s securities market can be traced back to 1888, when trading was focused 

on government bonds, mostly issued to finance the many civil wars among various 

warlords. A relatively sophisticated securities market flourished until 1949, when, with 

the formation of the People’s Republic of China, the securities markets were closed. All 

securities were abolished by the Communist regime at this time, and none were issued 

again until the early 1980s with the issue of Treasury Bills (Hovey & Naughton, 2000). 

Capital market reforms reached a new high with the opening of the Shanghai and 

Shenzhen securities exchanges in 1990 and 1991 respectively. In this section, the 

development of the China’s capital markets is discussed.

2.6.1. Capital Market Development Theory

Capital structure theory, describing the process of corporate financing, is 

essentially the same in both emerging and developed economies (Booth et al., 2001). 

That which differentiates emerging economies is the institutional features that impinge 



on their ability to implement financing choice. Banking market structure, the 

participation of foreign institutions and the extent of securities market development all 

affect the capital structure. However, stock markets remain a relatively small source of 

new finance for the corporate sector in both emerging and even the developed markets 

(World Bank, 1998). The economic significance of equity markets stems largely from 

their secondary role as providers of liquidity to investors (Naughton & Hovey, 1999). In 

addition, the process of compliance with listing rules and the continued monitoring in 

the secondary market provides the institutional setting for potential improvements in 

corporate governance.

Despite being a relatively limited source of funds, an important issue is whether 

stock markets promote economic growth in the long-run? Financial markets as a whole 

and stock markets in particular, do provide important impetus for growth. Levine and 

Zervos (1996) show that stock market development is positively and robustly associated 

with long-run economic growth. Stock market liquidity (Levine & Zervos, 1996) and 

banking development (Levine & Zervos, 1998b) are both positive indications of growth, 

capital accumulation, and improvements in productivity (Levine & Zervos, 1998a). 

The liberalization of stock markets allows foreign investors to invest in the firms 

listed on the stock market. China is just starting to open up presently, buoyed 

particularly by its ascension to the WTO. It has had a segmented market in which 

foreign investors could only trade “B” shares while domestic investors were restricted to 

“A” shares. These are issued separately and only a small proportion of firms offered 

“B” shares. The market has opened up slightly in the last couple of years. Domestic 

citizens can now purchase B-shares and foreign institutions can now invest in A-shares, 

however entry to these markets is still very restricted. Whilst there has been talk of 

combining the two markets, no firm proposals have been put forward to date (Neoh, 

2000). It is expected that the liberalization of the stock market will be favourably 

viewed and reduce the cost of capital as risk will be diversified more broadly. For 

example, Henry (2000) found that on average, abnormal returns of 3.3% per month 

occurrence in real dollar terms on the aggregate equity price index in the lead up to the 

realization of stock market liberalization in other economies. 



2.6.2. Economic Significance of Equity Markets

While there was some recognition of the importance of fostering a stock market 

as part of a reform process during the early 1980s (Drake, 1980; Samuels & Yacout, 

1981), the common wisdom of development economists was not to single out security 

market development as having a significant bearing on the development of an economy. 

The emphasis was rather on interest rates, bank and money market development (Fry, 

1988). As few developing countries had security markets at that time, their role was not 

seriously considered. To a large extent, the development finance literature was guided 

by the McKinnon-Shaw model, which focuses on liberalising both the real and financial 

sectors of the economy (McKinnon, 1973; Shaw, 1973).

Despite this, a common feature in emerging economies in Asia has been healthy 

stock markets with varying degrees of openness to international investors. It is also 

increasingly a feature of transitional economies. This is argued by market economists 

that an open market reduces the cost of capital and increases market efficiency and 

hence allocational efficiency for economic development. Security markets play a 

primary role within an economy in providing large-scale direct finance to productive 

units as well as facilitating a secondary market for equity holders to buy and sell 

securities (Holtz, 2000; Naughton, 1999). Nevertheless, the danger of international 

investors is that they tend to be somewhat fickle and influence market sentiment, which 

may cause funds to flow positively in a strong economy and negatively at the slightest 

sign of economy weakness (Naughton, 1999). However, counter arguments are 

discussed in Chapter 3 (section 3.7.3).

2.6.3. The Development of Capital Markets in China 

As discussed above, China did not venture into the development of a securities 

market for quite some time after the initial reforms began. The reforms did not include 

the reestablishment of stock markets for around twelve years after other reforms were 

put into play. The Shanghai Stock Exchange (SHSE), which had been closed since 

1949, reopened on 19 December 1990. It was followed a few months later by the 



opening of the Shenzhen Stock Exchange (SZSE) on 3 July 1991. Typically, the firms 

that are listed on the SHSE are large SOEs, whilst small, export-oriented joint ventures 

companies are listed on the SZSE (Xu, 2000). Both exchanges were opened with trading 

systems and technology that were comparable to the most advanced markets in the 

region. The implementation of up to date technology, and an automated order-matching 

trading system, has significantly contributed to the potential of stock market 

development in China (Xu, 2000). In addition, there are two over-the-counter trading 

systems, the Trading Automated Quotations System (STAQ) and NET (Chu, 1997). 

These were the first real-time online securities systems, in the national OTC stock 

market. Also serving the investment community are brokerage firms and fund 

managers, in addition to securities related intermediaries such as, credit rating agencies, 

accounting and legal firms.

Figure 2.6: Market Capitalisation to GDP (%) – 1991-2002
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As can be seen in Figure 2.6, the most recent data indicates the importance of 

the stock market to the economy of China. It was seventh in the Asian region in 2002, 

just behind Japan and South Korea. It increased steadily from 0 in 1990 to over 50% in 

2001 and was then sixth. It did not wane with the 1997 Asian financial crisis, as did 

most other economies in East Asia. However, it has fallen off in 2002. To keep this in 

perspective, remember also that GDP in China has seen outstanding average growth of 

over 9% during this period. If it continues to grow at this pace, it is likely to outstrip 

Japan shortly. Moreover, keep in mind that firms’ in China rely heavily on bank 



finance. As this dependency decreases as more firms list on the stock market, the pace 

of growth and the importance of the capital market is likely to increase further.

2.6.4. Extent of Securities Market Development

The reopening of China’s stock markets in the early 1990s was a very important 

aspect of the reforms process. Since then, they have steadily grown from a handful of 

listed firms with a capitalisation of 2.2 billion Renminbi (US$0.28 billion) to 1,220 

firms in December 2002 and its peak capitalisation in March 2001 of 5,032.8 billion 

Renminbi (US$608.1 billion) (see Figure 2.7 and Figure 2.8 below). 

Figure 2.7: Number of Firms Listed on Shanghai & Shenzhen Stock Exchanges
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Shanghai 8 8 29 106 171 188 293 383 438 484 572 645 711

Total 8 14 53 183 291 323 530 745 851 949 1,088 1,153 1,220
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Data Source: China State Statistical Bureau (2001); TEJ (2003). 

The break-down of the number of listed firms and the types of shares is shown 

below in Table 2.5. On average capitalisation growth has been 153% per annum since 

reopening, despite negative growth of 5.5% during the turbulent 1995 year. However, 

for the sub-period 1996 to 2000 this phenomenal growth slowed to an average of just 

less than 80% per annum (see Figure 2.7 and Figure 2.8).
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Table 2.5: Summary of Listed Firms 

Year Shanghai Shenzhen Both A-share A&H-Share A&B-Share B-Share

1990 8 2 10 10

1991 8 6 14 14

1992 29 24 53 53 18  

1993 106 77 183 183 3 34 6

1994 171 120 291 227 6 54 4

1995 188 135 323 242 11 58 12

1996 293 237 530 431 14 69 16

1997 383 362 745 627 17 76 25

1998 438 413 851 727 18 80 26

1999 484 465 949 822 19 82 26

2000 572 516 1088 955 19 86 28

Source: China State Statistical Bureau (2001).

The Shanghai exchange grew more quickly than Shenzhen during the earlier 

years. The number of firms grew in particular from 1992 to 1995 and its capitalisation 

was considerably larger by 1995 (Table 2.5. and Figure 2.8). From 1995 to 1999, the 

Shenzhen market grew rapidly to the point where in 1997 the Shanghai exchange had 

465 firms listed verses 484 for Shanghai and was only 5% larger (Table 2.5. and Figure 

2.8). However, its capitalization declined in 2001 and is now well behind the Shanghai 

market (Figure 2.8).

Figure 2.8: Market Capitalisation

Data Source: TEJ (2002).
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that the stock market in China did not see the level of downturn that other markets 

experienced during the Asian financial crisis, but did see a downturn in 1998 (see 

discussion and detail in Figure 2.12). Moreover, it is driven by different factors. For 
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instance, in 2001 the suggestion that the state would sell-off more state shares and a 

clampdown on trading manipulation, such as cross-trading to manipulate the share price 

(for example see Guo, 2001), sent it tumbling (see discussion in Chapter 5).

Figure 2.9: China Capitalisation & Volume (Value)
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At the rate of growth presently experienced, it is one of the largest markets in the 

region. Currently combined capitalisation is second only to Tokyo in the East Asian 

region. In 2002, combined they were second largest behind Japan, and had grown larger 

than the Hong Kong market (see Figure 2.10 and Table 2.6). Unification of the 

Shanghai and Shenzhen stock exchanges has been seriously considered. When it 

eventuates, it will be one of the largest stock exchanges in the region. 

Figure 2.10: Market Capitalisation – East Asia

(US$ Billions)
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Note: Japan peaked at 4,455,348 in 1999.



Table 2.6: Market Capitalisation – East Asia

(US$ Billions)

1991 1996 1999 2000 2001 2002

Japan 2,928,534 3,011,161 4,455,348 3,193,934 2,264,528 2,069,299

China 2,028 113,755 330,703 583,453 525,846 463,091

Hong Kong 83,386 449,219 609,090 623,398 506,073 463,055

Taiwan 100,710 273,608 375,991 247,597 292,872 261,311

S. Korea 110,594 138,817 308,534 148,361 194,470 215,662

Malaysia 48,611 307,179 145,445 113,155 118,981 122,892

Singapore 34,269 153,107 198,040 155,126 117,338 101,554

Thailand 23,896 99,828 58,365 29,217 35,950 45,406

Indonesia 8,081 91,016 64,087 26,813 22,998 30,067

Philippines 5,927 80,649 48,105 25,261 20,606 18,183

Data Source: International Federation of Stock Exchanges (2003).

Almost 60 million investors own shares in China, although it is considered that 

as many as half of these are actually the same investor using a different account 

(Economist, 2003b). Stock trading is popular primarily because other investment 

opportunities are limited. The many investors are also reflected in the volume of trade 

by value, which was the fourth highest in the East Asia region in 2002 (Figure 2.11). 

Figure 2.11: Value of Share Trading – 1991-2002

(US$ Trillions)
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Data Source: International Federation of Stock Exchanges (2004). 

As investors are inexperienced and rely to some extent on rumour for 

information, the market is said to be somewhat momentum driven (Kang, Liu, & Ni, 

2002; Wilhelm, 2001). However, various empirical studies find that the market does 

respond to information released, such as performance information (Bao & Chow, 1999; 

Haw, Qi, & Wu, 1999; Xu & Wang, 1999). The market in China is presently being 

opened up to domestic institutions such as mutual and pension funds and to 

international institutions. This is expected to provide further liquidly and benefit the 



market by bringing greater maturity and a move towards being driven more by 

fundamentals (The Economist, 30 June 2001, Neoh, 2000).  For example, in June 2003, 

the government pension scheme invested a US$15.7 billion investment fund, or 5% of 

its assets, into the domestic stock market (Wonacott, 2003).

The market in China has a reputation for being momentum driven, rather than 

fundamentals driven, and this will impinge on the efficiency of its allocational and 

secondary roles. Overall, capital markets cannot change the existing lack of corporate 

performance in China single-handedly. There must also be a change in both corporate 

governance and the institutional framework to provide an improved alignment of 

corporate direction with capital markets and equity prices. In just a few years since its 

reopening in the early 1990s the stock market in China has attracted almost 60 million 

investors and has experienced dynamic growth. It is expected that this growth will 

continue and that the market will mature to become one of the most dynamic markets in 

the region. 

2.6.5. Market Performance

The overall market performance indicator in China is the China SSE Composite 

Index. The first data provided was recorded in April 1991. When it opened, there were 

just a handful of shares and extremely shallow initial trading, with a daily volume of 

less than 1,000 shares being traded. The market opened at a base rate of 100.

As shown in Figure 2.12 which plots the daily price and volume of the China 

SSE Composite Index from the end of March 1991 to the end of July 2002, the stock 

market in China had a poor start as it drifted down in the first five months of trading to 

hit bottom at 45.65 in September 1991. It turned around in October as volume rose to 

726,700, and reached a high for that period in February 1993 of 368.8, but dropped 

severely again before a dramatic rise which peaked at 520.3 in May 1997 (Figure 2.12).

The Asian financial crisis, which began in July 1997, obviously concerned the 

market, which stopped its rise. However the impact was not as severe in China as some 

other East Asian economies, as in May 1999 it bottomed out at 308.3 (see Figure 2.12). 

During this period the volume steadily rose and with the soaring market reached 27.1 



million in October 1996. The SSE Composite Index market all-time peak thus far, of 

665.6, came in June 2001 (see Figure 2.12). However, more recently the market has 

fallen away.

Figure 2.12: China SSE Composite Index, December 1990 – December 2003
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The market in China has grown to be a very liquid as demonstrated by the peak 

of liquidly on 24 June 2002, with 3,349 million shares being traded. The average daily 

volume January 1997 to July 2002 has been 467 million shares. Thus, it is one of the 

most liquid in the region. As discussed in the previous section, by value of trading it 

was fourth in the region in 2002. 

The market has is clearly been volatile with a standard deviation based on daily 

data for the SSE Composite Index of 169.1 since it opened in 1990 until July 2002. 

However, the volatility has reduced, as the standard deviation has been 78.5 over the 

two years to July 2002.

2.6.6. Types of Shares

A typical listed firm in China has a mixed ownership structure made up of 

principally three groups of shareholders – the state, Legal Persons, and domestic 

individual investors. On average in 2002, the state held 38.7% of shares, legal persons 

19.6% and individual investors 36.4% (see Figure 2.3 and Figure 2.4). Employee and 



foreign shares are offered by just a few firms and average approximately 1.0% and 3.6% 

respectively. Accordingly, on average, just a fraction more than one third of the 

shareholdings of the typical firm is tradeable and held by individual investors.

State shares as those held by one of the various levels of government, or by fully 

state owned SOEs, which is quite common or directly by the state, which is rare. State 

ownership is typically held as non-tradeable A-Shares, which have the same dividend 

rights and voting rights as ordinary shares. It is a form of state pyramid holdings 

(Watanabe, 2002). In a few cases, the state has direct ownership through “State Shares,” 

rather than through non-tradable A-shares. 

In China the ownership structure of firms with predominately state ownership, is 

primarily determined by governmental authorities or agencies. They are not engaged by 

the market or other factors such as private benefits of control. Thus, the state largely 

determines the presence of blockholders and at what levels. When firms are being listed, 

the proportion of equity that is being transferred is first assigned to state-owned Legal 

Persons, investment trusts or asset management companies. However, typically firms 

are not fully privatized as a sizeable proportion of ownership is held back by the state. 

The category Legal Person shares, refers to equity held by domestic institutions 

that are legal entities, literally translated “legal persons” in Chinese and denote legally 

constituted autonomous organizations. Institutions holding them include joint stock 

companies, non-bank financial institutions and SOEs with no less than one non-state 

owner in their structure (Gul & Zhao, 2001; Xu & Wang, 1999). These legal entities are 

holding companies established by government agencies to manage investment and are 

not mutual, pension or life insurance funds. However, they are not typical institutions as 

would be found in most free market economies. This is because the A-shares that they 

hold are essentially non-tradeable – they can only be traded between like firms. The 

shares are not tradeable on the stock exchanges. Since they do not trade their holdings 

on the open market, they are thus not directly involved in the trading process to form the 

stocks price. Consequently, though they are very well informed, they are not directly 

involved in influencing the market value of the firms. Their scope of influence is 

through their positions on the board of directors, access to management and the 

information that they have available to them. 



The only tradeable shares in China are “A” and “B” shares. The market is 

segmented by these two categories of shares (Abdel-khalik, Wong, & Wu, 1999). The 

A-share market is deeper, more liquid and about 10 times larger than the B-share 

market. Tradeable A-shares, or simply “A-shares,” are ordinary shares traded 

domestically on the two national stock exchanges – Shanghai and Shenzhen stock 

exchanges. They are predominantly traded by Chinese domestic citizens. A small 

number of domestic institutions can hold them or trade them. No individual shareholder 

can hold more than 0.5% of the outstanding common shares of a firm. Tradeable A-

shares are denominated and settled in the local currency – Renminbi (Hong, 1999). In 

December 2002 the market was also opened to foreign institutional investors, however, 

trading is heavily restricted and is not expected to be very popular initially (The 

Economist, 16 November 2002). The B-share market is for investors using offshore 

funds. They are traded on Shanghai and Shenzhen stock exchanges and are settled in 

U.S. dollars on the Shanghai exchange or in Hong Kong dollars on the Shenzhen 

exchange. Prior to February 2001, B-shares were held exclusively by foreign investors 

and several domestic securities firms that were authorised to do so. The B-share market 

was opened up for trading by domestic Chinese in February 2001, providing funds used 

for the trade are from offshore accounts. 

As the name suggests, employees of a firm own employee shares, albeit 

collectively. They are unique to China as, under the Contract Responsibility System, 

retained earnings were accumulated and channelled into employee shares, which are 

administered by either an investment management committee or a staff union. They are 

not tradable at the time of listing. However, after listing, with CSRC approval, they can 

be converted into tradable A-shares (Mallin & Rong, 1998). The minority of listed firms 

have employee shares or offer foreign shares. In 1995, they accounted for less than 10% 

of total outstanding equity (Qi et al., 2000; Xu & Wang, 1999). In 2000, on average 

around one percent of shares were employee shares (see Figure 2.3 and Figure 2.4). 

Other types of shares issued and the jargon used include H and N shares that are 

issued by Chinese enterprises, but listed in Hong Kong or New York respectively. Firms 

are also listed in London and on other exchanges globally. Red Chips are stocks issued 

by Hong Kong firms that receive substantial backing from Chinese institutions 



(McGregor, 1992; Xu & Fung, 2002). ‘China Plays’ are Taiwan and Hong Kong firms, 

listed on home exchanges, but that have substantial business interests in China 

(McGregor, 1992). In addition, some generic terms are used at times to refer to foreign 

listings by Chinese firms such as “L-shares” for firms listed in London and “S-shares” 

for listings in Singapore (ChinaOnline, 2003; HSBC, 2003). These are not necessarily a 

specific share type as are H-shares or N-shares, but a term used to denote these listings.

In all there are 14 Chinese firms listed on the New York Stock Exchange 

(NYSE) as at December 2002. Some are cross-listed on a number of exchanges. For 

example, Jillin Chemical is cross-listed on eleven foreign exchanges including in Asia, 

Europe and North America (Hovey, 2003). A quick review of some of the other firms 

listed on NYSE reveals that most are listed on numerous exchanges (NYSE, 2003). 

Currently there are six firms listed in China and cross-listed on Hong Kong and New 

York and other exchanges. All of these were listed in Hong Kong and New York 

concurrently, then listed in China some months or years later (Hovey, 2003).

2.6.7. Opening-up of the Market

A significant recent development in the securities market is that for the first time 

foreign-invested stockholding firms are be able to issue A-share and B-share stocks in 

China. The foreign trade ministry approved rules for overseas-controlled companies, 

foreign-invested joint stock limited companies, to list on the domestic “A” and “B” 

markets. Applications will require approval from the China Securities Regulatory 

Commission. Ministry of Foreign Trade and Economic Cooperation guidelines stipulate 

that foreign stakeholders must retain at least 25% of outstanding share capital 

(Economist, 12 July 2001, Euroweek, 2001). 

Furthermore, as of December 2002, China started to open its A-share market to 

foreign institutional investors. The scheme is called QFII as it is for qualified foreign 

institutional investors. It is aimed at substantial, established institutions. For example, 

foreign institutions are required to have at least $10 billion under management or be a 

top 100 financial institution. They are required to be fully committed to the market, 

thus, entry and funds repatriation conditions are restricted. A similar effective scheme, 



introduced in Taiwan in the early 1990s, was the model on which QFII is based 

(Economist, 16 November 2002, Loong, 2002). 

A further significant development was the opening of the B-share market for 

trading by local Chinese on 28 February 2001. The funds used for the B-share trading 

must be from offshore accounts. It was previously the exclusive bailiwick of foreign 

investors and several domestic securities firms that are authorised to do so (Xinhua 

News, 2001b).

Historically, the B-Share market has been lacklustre, undervalued and has 

severely lacked liquidity. Informational efficiency has also been poor, leading to 

disclosure problems, as although international accounting standards are required, 

timeliness of reporting has been inadequate. It suffered poor performance due to under 

capitalization, thin trading, poor liquidity and inconvenient access for overseas 

institutional investors (Figure 2.13). 

Figure 2.13: B-Share Indices

(January 1999 to Dec 2003)
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All in all, the market is not very attractive for foreign investors (Naughton & 

Hovey, 2002a; Nayaham, 2001). During the first quarter of 2001 especially, the B-share 

market was stimulated greatly. The market experienced an unprecedented bull run and 

was one of the few rays of hope in a world of declining financial prospects as record 

highs were achieved. By May 2001, the Shanghai B-share index climbed to 240 points, 

up from 91 points recorded in February, which amounts to a 162% increase. In 

Shenzhen, B-share index reached 426 points in May 2001, a rise of almost 204% from 



the February figure of 140 points (Figure 2.13). They have since eased off and as at 

December 2003 104.9 and 272 respectively.

The prospect of added volatility as momentum driven, speculative trading took 

hold made jittery international investors nervous. The subsequent flight of foreign 

capital from the B-share market was exactly the opposite outcome to that which was 

anticipated by the move to the new open door policy. The proportion of overseas 

investors has fallen severely from 30% before the opening of the B-share market to less 

than 10% in May 2001. In June 2001, the B-share market was opened further as 

restrictions were further lifted enticing a greater capital to stream into the market. It is 

hoped that these actions will attract overseas investors back and thus stimulate the 

market (Xinhua News, 2001a).

It was expected that the new open-door policy would be a conduit to channel 

foreign currency resources to stimulate the market and provide a source of additional 

capital. It is hoped to attract more funds from foreign sources to a more open and 

vigorous market. Another goal includes cultivating the local securities market by 

exposure to an international market. Opening the market provides experience and 

exposure to international markets and legal frameworks for the market players in China.

2.6.8. The Bond Market

The bond market in China has developed particularly due to the issuance of 

government securities. The bond market grew quickly in the latter half of the 1990s. In 

1994 the absolute value was almost US$70 billion and by 2000 had grown to US$269 

billion (Asian Development Bank, 2002). If this rate of growth continues, the bond 

market in China is likely to become one of the largest in the region in the future. If the 

stock market is any indication, there is a high probability that this will eventually occur.

The majority of bonds on offer are government or quasi-government issues. In 

December 1990, outstanding Treasury notes amounted to Rmb48.5 billion (US$19.5 

bill.) which had grown to Rmb533.2 billion (US$52.1 bill.) by December 1997 (see 

Figure 2.14). 



Figure 2.14: Bonds outstanding – 1981 - 2001
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Note: T-Note and Fiscal Security data is not available after 1997. TEJ do not provide details or 

definitions of the Bond data. They also report that the release of timely information is often a 

problem and categories are commonly dropped without explanation.

Public bonds outstanding in 1990 amounted to Rmb87.9 billion (US$10.6 bill.) 

which had grown to Rmb1,561.8 billion (US$189.0 bill.) by December 2001. Corporate 

bonds have shown little growth and accounted for only one percent of the market. In 

1992 there was Rmb80.2 billion (US$.7 bill.) outstanding and in December 2001 

Rmb100.9 billion (US$12.2 bill.) outstanding. Indeed in the mid-nineties outstanding 

corporate bonds declined substantially to Rmb33.3 billion (US$.0 bill.). One reason for 

the limited take-up of corporate bonds is that regulators are concerned about the social 

impact stemming from corporate bond defaults if they were to occur. Another is that the 

Ministry of Finance and the policy banks command substantial funding in order to fulfil 

their programs, which puts market pressure on the limited capital available in the 

economy (Slater, 2000). The corporate bond market is deemed important however, and 

the authorities are aiming to address regulatory and market infrastructure issues.

A recent development was the introduction of the Shanghai Government Bond 

Index. The base rate was 100 and it hovered just below that during 2003 (see Figure 

2.15), closing at 99 in December, with the volume reaching 8,659, up from 1,304 in 

February. However, by April 2004 the index had fallen to 92 and the volume to 3,413 

(TEJ, Index Data, 2004).



Figure 2.15: Shanghai Government Bond Index
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With regards to the development of the bond market, China’s market is still 

quite immature. There is limited trading, and the participants are primarily commercial 

banks, thus the secondary market is illiquid (see Figure 2.15). A more active interbank 

market would help to stimulate China’s bond markets. This would in turn stimulate 

greater liquidity. A further constraint on bond market development is the lack of 

development in the private sector in China. Corporate bonds have had very little growth 

since 1990.

There is no reliable mechanism for pricing the interbank offer rate, thus the 

market does not have a straightforward means to estimate the cost of borrowing - there 

is no government bond market benchmark yield curve. Furthermore, market 

infrastructure along with the legal and regulatory framework are not well developed 

(Asian Development Bank, 2002). Bond trades are conducted by a computerised system 

on the Shanghai Stock Exchange where over 80% of the government bonds are traded 

(Roell, 1996). On the Shenzhen exchange, they are thinly traded.

Although bonds have proved to be a more popular form of investment in recent 

years, as can be seen by Figure 2.16, there is plenty of room for growth. China’s ratio of 

government debt to GDP has steadily declined from 25.2% in 1995 to 14.4% in 2001. 

Of course, GDP has seen an average growth of around 9% during this period, yet 

government debt has not grown as quickly, thus the ratio is declining.



Figure 2.16: China’s Government Debt to GDP 1995-2001
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For comparison purposes, China had a ratio of 23% of government debt to GDP 

in 1996, made up of 5.7% in the form of Treasury-bonds and 17.2% external debt, in 

contrast, to the United Kingdom and Germany at 59% as noted in Table 2.7 (Hovey & 

Naughton, 2000). There will be a greater need for government debt financing as 

infrastructure demands are increasing dramatically and as SOEs move to restructure and 

finance capital requirements. 

Table 2.7: 1996 Ratio of Government Debt to GDP

Country %

China 23.0

United Kingdom 59.1

Germany 59.9

United States 63.0

Japan 90.1

Canada 97.3

Italy 124.0

(Hovey & Naughton, 2000)

Banks are the primary investors in government bonds. A growth potential can be 

foreshadowed in institutional investors as their respective markets develop. Mutual 

funds and insurance companies are required to invest the greatest proportion of their 

assets in government bonds. Another huge potential yet to be tapped is the retail 

investor base, with the development of the necessary infrastructure and instruments, this 

could have a significant bearing on the market.



2.6 .8 .1 .  D e v e l o p m e n t  o f  the  F i x e d  I n c o m e  M a r k e t

The first issue of bonds was by the Ministry of Finance who issued treasury 

notes to state employees and Chinese institutions in July 1981, as part of an obligatory 

purchase plan. Purchases did not become discretionary until 1991. This first issue was a 

modest 4.86 billion Renminbi (US$0.59 billion). The Central Promotion Committee for 

T-notes chaired by the Finance Minister was responsible for allocation of T-notes to 

local levels. The trading of bonds was illegal, thus, there was no official secondary 

market. There was however limited trading on black markets at discounts to the par 

value. There were no set instruments and bond interest rates differed depending on who 

the purchaser was. For example, individual rates for 5-9 year bonds issued at that time 

were 8% simple interest, yet institutions received only 4% (Jin, 1989; Sender, 1993).

Before the inception of the secondary market, the demand for government bonds 

was low. Consequently, bondholders found that notes issued between 1981 and 1987 

were not redeemable at their maturity dates and had to be reinvested in new T-bonds. 

Eventually, the secondary market was launched in April 1988, when the State Council 

approved trading of T- bonds issued in 1985 and 1986 to commercial banks in seven 

cities. Government approved over-the-counter markets were developed throughout the 

country. T-notes were traded at a significant discount, with large price differences 

across regions. The variation in demand and supply profiles in the two main markets of 

Shanghai and Shenzhen meant that the same bond would trade at different prices in each 

market. A major problem is that, though the Peoples’ Bank of China and the Ministry of 

Finance published regulatory guidelines in 1988 for the T-bond secondary market, there 

are no unified regulations in the regional markets (Jin, 1989; Sender, 1993).

The trading of all T-notes was approved in early 1990 and secondary trading 

extended in December when all T-bonds became freely tradeable in commercial banks 

in major cities. In October, the Trading Automated Quotations System (STAQS), a 

computerised trading system linked by satellite, was launched. Finally, in December, 

the Shanghai Stock Exchange was formally opened. With these developments, suddenly 

trading became more active, the volume increased 220% in 1990, and as a result, prices 

also gradually increased (Jin, 1989; Sender, 1993).



Primary dealers are the main players in the market. Totalling 30 in the late 

1990s, they include both banks and securities houses, their counterpart in other markets 

are market-makers. However, on the whole, they are a central government-approved 

group of underwriters. Financial institutions have become the underwriters of 

government securities, replacing the forced allocation method (Slater, 2000).

Table 2.8: Securities Issued

Securities Issued by the:

Ministry of Finance Enterprises

- Fiscal Notes

- State Construction Notes

- Key Construction Notes

- Inflation-adjusted Notes

- Local Enterprise Notes

- Stocks

- Short-term Enterprise Bills

- Internal Enterprise Notes

State Planning Commission Specialised Banks

- Basic Construction Notes

- Key Enterprise Notes

- Banking Notes

- Negotiable CD

Source: Hovey (2000).

As can be seen in Table 2.8, there are a variety of notes issued, however the 

market is relatively thinly traded and the diversity limited in comparison to other 

markets. Up until 1996, interest rates have been set by the ministry of finance, usually at 

one or two percentage points higher than the deposit savings rate set for the banks. 

However, in 1996 auctioning was introduced in the primary market: and on the issuing 

price (where the ministry of finance set the coupon), or on the interest rate (where bonds 

are issued at par). The advantage of the T-bill market is that the People’s Bank of China, 

the central bank, will get some feedback on market interest rates (Roell, 1996). 

A concern of large traders is that there are no bond derivatives available at 

present as the bond futures market in Shanghai closed in February 1995 (see below). 

However, China is likely to open its secondary national bond market in the coming few 

years and will issue short-term treasury bills with a maturity of six to nine months 

(Hovey, 2001). The opening of the secondary market for national bonds will provide an 

alternative to the high-risk stock market. This is an indication of the intention to 

introduce market forces into banking interest rates. 

In November 2002, China opened its government treasury bonds, convertible 

bonds and corporate bonds markets to foreign investors. It was not initially well 



received, as strict guidelines must be followed. For example, investors are required to 

designate a custodian bank to handle their investments (Shanghai Securities News, 8 

November 2002). .

2.6 .8 .2 .  T h e  1 9 9 5  B o n d  F u t u r e s  M a r k e t  C l o s u r e

The Shanghai Stock Exchange began to trade Treasury bonds and bills futures 

contracts in late 1993. It was short-lived as the China Securities Regulatory 

Commission (CSRC) suspended their trading in February 1995. This transitory 

government bond futures market experienced a series of major trading scandals 

(Economist, March 1995; Shanghai Securities News, February 1995; March 1995).  

Desperate and speculative brokers, who might have lost on the ever-rising T-bond 

prices, were able to short-sell massive futures contracts that they did not own (Shanghai 

Securities News, September 1995). On 23 February 1995, the futures market was closed 

amid the chaos of an attempt by a Shanghai broker, Shanghai International Securities, to 

drive the futures market down by enormous short-selling. Trading on this contract 

surged more than tenfold to nearly 100 billion Renminbi. However, many of the deals 

traded on that day were cancelled by the order of the CSRC (Economist, 4 March 1995; 

Shanghai Securities News, May 1995).  Before the suspension of the bond futures 

market, the SSE had overlooked the importance of risk management and neglected to 

improve the settlement rules and the monitoring mechanisms in the futures market 

(Economist, 4 March 1995).

2.6 .8 .3 .  P r o b l e m s  in  the  F i x e d  I n c o m e  M a r k e t

There are a number of problems associated with the bond market at present. For 

one, the market is relatively new and lacks experienced traders. Secondly, the market 

does not have an auction method of issues, thus the market does not set the rate but the 

issuer sets it. There has been an imbalanced schedule of bond issues and maturation, 

causing a lack of liquidity because investors cannot necessarily match investment 

timing. Along the same lines, there is a need for standardisation, as mentioned earlier. 

Contributing to the volatility of the market is the "postponement" of enterprise-held 

bonds (Poon, Firth, & Fung, 1998).



Favourable conditions for debt issuance have become apparent in China brought 

about by soaring investor confidence as the country successfully weathered the storm of 

the Asian crisis. The Ministry of Finance has been working hard to establish 

benchmarks in dominant international markets and, thus far, it has been the specialised 

Chinese banks and investment arms of provincial governments involved in the bulk of 

offshore borrowing. Essentially the next step in the reform process of the bond market 

will be to allow enterprises to offer debt instruments directly to the market. Recent 

reports have indicated that the market has been showing new signs of vitality in the past 

year or so (Slater, 2003).

2.6.9. Institutional Investment

Under the national pension system that was built on the basis of a planned 

economy, SOEs and collectively owned firms did not have pension funds. While 

improved pension funds management is critical to finance the retirement of China’s 

ageing population, the maturity of the industry is limited. A developed pension funds 

sector will also assist capital market development and infrastructure financing, expand 

the range of financial products and improve macroeconomic management (Hovey & 

Naughton, 2000).

The management of pension funds is at present spread among several levels of 

local governments. More than 3,000 departments are responsible for managing 

retirement funds in China, which reduces the ability for the funds to grow and avoid 

risky investments. It is envisioned that China’s pension system will include a 

government-run basic pension scheme – an obligatory pension collected from both 

employees and employers, and private pension funds (China Daily, 14 June 2000).  The 

Unified Pension System Reform Law, implemented in 1997, anticipated the staged 

introduction of funded pensions, initially for the urban population. This is seen as an 

important element of state-owned enterprise reform, assisting the move of responsibility 

for welfare away from SOEs (World Bank 1997). This scheme will be managed based 

on a three-pillar approach, with strict investment strategy guidelines. Provincial and 

municipal levels are the first two pillars. Funds accumulated under the third pillar are 

likely to be managed by life insurance groups outside the formal pension system. These 



funds are a major area of interest of foreign life insurance companies. They are also 

keen to assist in the efficient investment and management of funds invested under the 

first two pillars as well.

China’s first mutual fund to be regulated by the CSRC was launched in April 

1998. Closed-end funds were introduced first as they are considered easier to manage 

(Xinhua News, 2001c). They have a fixed number of shares on issue and trade on the 

market in the same manner as a share. By the end of 2000, there were ten fund 

management firms, with 56.2 billion units valued at 84.7 billion Renminbi (US$10.2 

billion) (Xinhua News, 2001c). This is a very small proportion of the overall market 

capitalization of more than 5 trillion Renminbi (US$628 billion). By mid 2001, another 

fund management company was approved, and three others were anticipating approval 

(Xinhua News, 2001c). 

The first open-ended fund was inaugurated in August 2001 (Karby, 2001). 

Open-end funds fluctuate in price based on the underlying value of shares held in the 

fund and capital flows, thus are far more complex than the closed-end funds. Overall in 

April 2003, there were 71 mutual funds with assets of Rmb100 billion (US$12.1 billion) 

under management (Slater, 2003). These funds had taken strong positions in large 

capitalization firms (Business Daily Update, 2003a).

It is expected that China will accelerate the development of its mutual fund 

market, and help cultivate institutional investors. In the near future, joint venture 

securities and fund management firms will be allowed to operate in the mutual fund 

market. Cooperation with foreign fund management companies will also be encouraged. 

Furthermore, it is anticipated that insurance and social securities funds will soon be able 

enter the stock market (Binglan, 2001; Xinhua News, 2001c). The danger is that without 

a well functioning derivatives market the necessary instruments that pension and 

insurance funds use to hedge risks will not be available.

Another step in the reform process will be direct foreign involvement in the 

funds sector. Under the WTO agreement, foreign companies will be allowed to hold a 

33% share in mutual fund management firms. Three years after WTO entry, this share 

will be able to be raised to 49% (Binglan, 2001). In March 2003, China Merchants Fund 

Co, China’s first joint venture fund company, was launched. It is a Shenzhen-based joint 
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venture between ING Group and four domestic partners, who hold the majority interest 

(Huo, 2003).

2.6.10. Foreign Investment

Foreign direct investment (FDI) has been a significant catalyst of growth for 

China in recent years. The fundamental means of external financial liberalization in 

China is through the inflow of FDI, loans from foreign governments and international 

organizations (Angresano, Zhang, & Zhang, 2002; Dayal-Gulati & Husain, 2002; 

Démurger, 2000). As can be observed in Figure 2.17, which shows the FDI actually 

taken up, there was a rapid rise in FDI from US$.4 billion in 1991 to US$.5 in 1993 and 

continued solid growth to US$.3 in 1997. The inflow declined after the 1997 Asian 

financial crisis, but has been growing since 2001 and in December 2003 was US$.5 

billion. Given the growth encounter in the first quarter 2004, economists in China are 

predicting that it will reach US$billion by the end of 2004 (China Daily March 16, 

2004). 

Figure 2.17: Foreign Direct Investment 

(US$ Billions) 1990 - 2003

Data Source: TEJ, Macroeconomic Data (2004).

China draws a very large part of the total available foreign direct investment 

(Beamish & Jiang, 2002). In 2000, China was offered US$62.7 billion of the total FDI 
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available of $350 billion (not all this was taken-up, as indicated by the actual taken-up 

figures above). In 2002 China attracted more FDI than any other economy, and in 2003 

only the U.S.A. attracted more (China Daily April 28, 2004). A significant portion of 

capital inflows to China are from Asian countries, and a large proportion of that comes 

via Hong Kong and from Japan (Beamish & Jiang, 2002). In recent years greater flows 

have entered from other developed countries (Economist, 7 April 2001). 

Foreign-invested enterprises (FIEs) have become a significant element of the 

economy and its growth. In 1998, there were around 250,000 FIEs operating in China, 

which employ around 11% of the non-agricultural workforce. They contribute 14% of 

the annual industrial output and represent almost half of the annual foreign trade. 

China has broadly four forms of foreign investment (see Figure 2.18). Firstly, 

equity joint venture, in which the foreign and domestic partners form a limited liability 

company. Secondly, the cooperative joint venture, through a non-corporate contractual 

agreement between the foreign and domestic parties. The third form is the enterprise 

that is wholly foreign owned. However, joint ventures between international firms and 

SOEs have been the prevailing form (Cooper & Zheng, 1998; Zhao, 2001). Lastly, by 

comparison, a small amount of development funds also flow into China. 

Figure 2.18: FDI by Form of Investment 1995 - 2003
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As can be observed in Figure 2.18, investment in joint ventures and cooperative joint 

ventures are on the decline and wholly foreign owned investment is on the rise. China 



has experienced a substantial increase in wholly foreign owned investment has been, up 

from US$10.3 billion in 1995 to US$33.4 billion in 2003.

An important recent development is that foreign-invested stockholding 

companies can for the first time issue A-share and B-share stocks in China, on approval 

of their application (Economist, 12 July 2001). This will provide direct access to both 

the “A” and “B” markets for foreign firms. There are many benefits for foreign firms, 

not the least of which will be the ability to raise capital in China, which is a growing 

market. This in turn will provide some protection against political risk (Shapiro, 1998). 

An interesting aspect of foreign investment is that in November 2002 China 

opened its A-share markets, government treasury bonds, convertible bonds and 

corporate bonds to foreign investors. They are who are required to designate a custodian 

bank to deal in their investments and to assist in negotiating the way through the 

complex array of regulations (Shanghai Securities News, 8 November 2002). . By 

March 2003, four months after the opening of the markets, not one international 

investor had entered the market for various reasons, one of which is cited the 

complexity of the regulations (Shanghai Daily, 18 March 2003).  In March 2003, the 

market was opened further to allow foreign investors to buy mutual funds and secure 

positions in IPO offerings (Shanghai Daily, 18 March 2003). 

2.7. Corporate Law and Standards

During the Cultural Revolution in the 1970s, most legal traditions were 

abandoned in China. It is now reverting to the Civil Law system (Liu, 2001), with a 

strong emphasis on its socialist market economy with Chinese characteristics, as 

discussed previously. New legal statutes were introduced in the 1980s and 1990s in 

relation to property, corporations, contracts and bankruptcy, although they were not at 

all coherent. Since reforms began in 1978, the improvements in China’s legal code have 

been continuing at a steady pace. It is imperative that reforms of the legal systems be 

maintained. Of particular importance are the areas of concern for this study, which 

includes corporate law, shareholder rights, property rights and their protection. A 



primary thrust of the reforms has been the development of a “modern” company system, 

and the legal infrastructure to support this focus (PRC Company Law, Art. 1). 

Nevertheless, undoubtedly the ultimate challenge will be making the judiciary 

independent, given that this will permit the judiciary to pass judgement contrary to CCP 

direction (Kluth, 2001), which is not allowed presently. As China’s legal system is not 

based on case-law system, the Supreme Court, under the oversight of the CCP, is 

required to issue guidelines clarifying how specific laws should be applied before 

judges can make rulings (Lawrence, 2002).

China’s 1993 Company Law endeavours “to suit the needs of establishing a 

modern company system, to regulate the establishment and activities of companies, to 

protect the lawful rights and interests of the companies, the shareholders and creditors” 

and also to “maintain social economic order and to promote the development of a 

socialist market economy” (1994, Art. 1). It particularly specifies that “when engaging 

in business activities, a company shall abide by the law and observe professional ethics, 

enhance the building of socialist spiritual civilisation and accept supervision by the 

government and the general public” (1994, Art. 14). Thus, the directors are to consider 

the interests of various stakeholders, not just shareholders, hence the two-tiered 

structure and provision for a supervisory board. The structure is therefore leaning 

towards the civil law approach to corporate form and governance.

The law does not address issues such as disclosure of information, securities 

trading, accounting standards and shareholder protection in any detail. These areas 

require further development (Chan, 1999). The Ministry of Finance of China is 

empowered to set Chinese accounting standards. However, though they have had some 

revisions, they are still somewhat outdated (Haw et al., 1999). 

2.7.1. Corporate Forms

In China, there are two corporate forms under the Company Law. Firstly, there 

are companies limited by shares (gu fen you xian gong si), which are commonly referred 

to as joint stock companies. They are akin to Anglo-US publicly traded corporations and 



are analogous to the Australian public company or the Aktiengesellschaft (AG) or stock 

corporation in Germany (Chan, 1999; Hong, 1999). Secondly, there are Limited liability 

companies (you xian ze ren gong si), which resemble the Anglo-US closely held private 

corporations. They both have legal personality and limited liability (1994, Art 2 & 3). 

They correspond to a proprietary company in Australia or the Gesellschaft mit 

beschrankter Haftung (GmbH) or limited liability company of Germany (Chan, 1999; 

Hong, 1999). However, these are not the same as the U.S. form of enterprise, in that 

these qualify for certain tax benefits in the U.S. (Art & Minkang, 1995). 

China’s Company Law of 1993 applies to all enterprises in China whether their 

investment is domestic or foreign. However, there is one exception, that is, limited 

liability companies with foreign investment. They are subject to the laws regarding 

Sino-foreign joint ventures and wholly foreign-owned enterprises. This law governs 

where the Company Law is silent and has primacy over the Company Law in the event 

of conflict (Yin, 1994).

2.7 .1 .1 .  Jo in t  S t o c k  C o m p a n y  Charac ter i s t i c s

By general standards, the requirements for establishing a joint stock firm in 

China are rigorous and a number of administrative approvals are required to complete 

the process. The firm must have in place its articles of association, name and 

organisational structure. The necessary facilities to conduct business and a fixed place 

of business are required. Additionally, the firm must hold sufficient resources by way of 

funds and personnel in accordance with regulations and the extent of the firm’s 

operations, and it must be able to independently maintain its civil liability. The scope of 

business must also conform to the provisions of state laws, statutory regulations and 

policies (Art & Minkang, 1995).

Joint stock firms are usually bigger than limited liability firms are and can have 

any number of shareholders. They may have between 5 and 19 on its board of directors. 

Shares may be allocate either by the “promotion method” whereby the promoters 

purchase all the shares by subscription, or by the “public offer method” where the 

company offers shares to the public, but the promoters must subscribe to at least 35% of 



the stock (1994, Art. 74 & 75). Promoters typically become shareholders, thus they 

normally contribute capital to the establishment of the firm (1988; Hong, 1999). 

2.7.2. The Development of Company Law

The initial reforms resulted in the shift to the contract responsibility system and 

away from the “iron-rice bowl” system. Enterprises gained greater autonomy under the 

contract responsibility system and gradually develop into self-managed entities with 

responsibility for their own profits and losses. As enterprises were allowed greater 

autonomy and built new wealth, property rights became hazy. The lack of clear property 

rights has, and continues to cause, sever problems and conflicting allegiances. For 

example, it allowed enterprises to shed their responsibilities and liabilities when there 

are difficulties in loan repayments. The model of “separation of ownership from 

management,” established in the Enterprise Law of 1988, endeavoured to clarify the 

property rights issue. This was the beginning of the identity of corporate enterprises in 

China. 

From this point, the next major milestone was the development of the 

shareholding system and modern corporate law in 1994. Legal entity came into being 

through these reforms. It is essentially the same as the principle of corporation found in 

most contemporary economies. Following from this, corporatisation, which was a 

widespread mechanism of corporate reforms, was established in law by the Company 

Law of 1993. It produced an amalgamation of codes of corporate law established in 

contemporary practices worldwide, with concepts of traditional Chinese law to create a 

Company Law with markedly Chinese characteristics (Hong, 2000). For example, they 

confer shareholders powers and the creation of a “legal representative.” This is 

conferred in the two-tier board of directors’ structure, with a “board of supervisors” 

which provides for the involvement of party officials and workers to have the right to 

influence corporate policy if it affects them (see Section 3, page 176). Nonetheless, the 

role of the supervisory board as a supervisory body over management is weak. It has no 

power to dismiss the management. Neither is it required to report to the shareholders on 

the company’s developments and the management’s performance. As a consequence, it 

has no real clout, which renders it generally ineffectual. Furthermore, Company Law 



does not rely on the shareholders pursuing their rights. Rather it primarily relies on 

administrative sanctions (Art & Minkang, 1995). For example, shareholders seeking 

retribution to make amends for loss causing actions of company officers is not 

encouraged. There is concern within the judicial community as to the political 

consequences of allowing shareholder lawsuits, especially class-action proceedings 

(Lawrence, 2002).

As one of the aspects of the economic reforms (Chapter 2, section 2.3), China’s 

constitution was amended on 29 March 1993, from “the state shall implement a planned 

economy on the basis of socialist public ownership system” to “the state shall 

implement a socialist market economy” (Yin, 1994). In November 1993, at the CCP's 

Fourteenth Congress the Central Committee resolved to establish a socialist market 

economic structure, which emphasized the importance of introducing a “modern” 

enterprise system for the SOEs. It was formally implemented in 1995 and aimed at the 

corporatisation of the SOEs under the Corporation Law of China, which became 

effective in 1994 (Sachs & Woo, 2000). The major reform objectives included 

transforming the SOEs into corporations by a clear definition of ownership and 

establishment of an efficient corporate governance structure. The corporatised SOEs 

were required to set up a board of directors that represented ownership interests, to 

produce separate corporate entities that supervise the management of each enterprise, 

and create a supervisory board. Members of the board should include outside specialists 

in business management. It should aim at separating the government administrative 

functions from the commercial functions of the enterprise (Peng, 2000).

A new Securities Law of the People’s Republic of China came into effect on 

1 July 1999. It is a seminal piece of legislation making many important structural 

changes in regulation, not the least of which is to provide greater clarity to the legal 

protection for investors and provides greater protection for minority investors (Neoh, 

1999; Tomasic & Fu, 1999).  It has served to make regulation in China more 

transparent, and rule-based, as opposed to policy-based. Although the securities market 

has been operating for many years, it has not had a unified law. The new Securities Law 

is aimed at rectifying this by creating greater consistency in the securities market. It 

supplements the rules and regulations that emerged of the years, along with the 1993 



Company Law. The CSRC is now working to ensure that the regulatory platform exists 

to enforce this law. It also requires intermediaries to be regulated according to 

internationally accepted norms (Neoh, 1999). One of the key changes is the obligation 

for securities firms to meet substantial capital requirements, which could ultimately lead 

to an extensive concentration in industry and to significant entry barriers for new 

entrants. All in all, the 1999 Securities Law was an important development and a 

significant move in the direction of the advancement of the rule of law to the regulation 

of the securities market. It is expected also that the 1993 Company Law will be further 

updated (Hong, 1999; Tomasic & Fu, 1999).

In 2002, China also introduced independent directors as well as quarterly 

reporting as requirements for corporations (Haddock, Chow, & Law, 2003).

2.7.3. Directors’ Duties in China

There is no explicit duty of reasonable care and diligence expressed in Chinese 

law. However, other articles provide for the firm to be managed and run appropriately. 

For example, with regard to performance, a firm is to “organize its production and 

operation … for the purpose of raising economic benefits and labour productivity, and 

maintaining and increasing the value of its assets” (1994 Art. 5). The internal 

management structure “shall be implemented within companies, to be characterized by 

clear definition of powers and responsibilities, scientific management and a 

combination of encouragement and restraint” (1994 Art. 6).

Directors are expected to “faithfully perform their duties and maintain the 

interests of the company and shall not take advantage of their position, functions and 

powers in the company to seek personal gain. Directors, supervisors and the manager of 

a company shall not, by taking advantage of their functions and powers, accept bribes or 

other unlawful incomes, nor may they misappropriate the property of the company” 

(1994, Art. 59). Thus, the law singles out the duty to act honestly in the interests of the 

company and not use their position to seek personal gain. They must not 

“misappropriate company funds or lend company funds to others,” have involvement in 

another firm that occasions a conflict of interests, nor disclose company secrets (1994, 

Art. 60, 61 & 62). Falsely reporting the registered capital, capital contribution and 



involvement in illegal registration are prohibited (1994, Art. 206-209, 123-125 & 223). 

The penalties can be harsh in China, for example, there have been a number of reports 

of executions for offences such as bribery and embezzlement (Palmer, 1996).

Under the law, a joint stock company that suffers continuous losses for three 

consecutive years can have its listing suspend (1994, Art. 157). For example, in April 

2001, the Shanghai Narcissus Electric Appliances Company, a washing machine 

manufacturer, was suspended from exchange trading after a loss for the fourth 

consecutive year (Smith, 2001). In part, the reporting requirement that this judgement is 

made on is the return on assets (ROE). However, there is no restraint on insolvent 

trading as in Australian law (Chan, 1999). 

2.7 .3 .1 .  Direc tors ’  P o w e r s  in  C h i n a

As is to be expected, directors are privy to inside information. They have the 

right to query chief officers in relation to the firm’s operations. Directors’ voting power 

permits them to influence decisions on such significant matters as management 

selection and dividend policy. In addition, they have the right to call for emergency 

shareholder meetings. All these measures give them the power to control and monitor 

the management. This is especially so for blockholders such as the state and Legal 

Person’s, who typically have representatives elected to the board of directors and the 

supervisory committee (Gul & Zhao, 2001; Xu & Wang, 1999).

2.7 .3 .2 .  C o r p o r a t e  G o v e r n a n c e  C o d e

In January 2002 the Code of Good Corporate Governance Practice for both 

listed and non-listed firms was introduced by the China Securities Regulatory 

Commission and the State Economic and Trade Commission. The code addresses issues 

such as minority shareholder rights, the responsibilities of independent directors, 

transparency and disclosure, and internationally accounting standards (Corporate 

Governance, 2002; Haddock et al., 2003). 



This is in response to an emphasis on supporting and developing boards and 

directors as part of the endeavour to enhance corporate governance practices. As much 

of the responsibilities of directors are beyond the domain of laws and regulations, it is 

important that a corporate governance code good practice is followed to achieve best 

practice. Further, as corporate governance per se is a relatively new concept in China, 

then an effort need to be made to build the skill base and knowledge of directors further 

to achieve the desired outcomes. The authorities have also been addressing this as well. 

For example, they have provided funds for training programs. 

2.7.4. Shareholder Protection

Minority shareholders are generally unprotected in China. The enforcement of 

the law to protect investors is weak, especially that of minority shareholders (Tam, 

2002; Zhou, 2002). Whilst the state, or state-owned entities, control the bulk of the 

shares and cannot trade them, state enterprises are not subject to market disciplines or 

shareholder scrutiny. Generally, minority shareholders have not been active in asserting 

their rights through the legal system, and there power to do so is constraint. 

Individual investors in A-shares are entitled to dividend payments and have one 

share one vote voting rights (Gul, 1999), as is the internationally norm (Cadbury, 1992). 

These rights are the same for all A-share holders, which include domestic individual, 

state and Legal Person. However, disclosure is relatively limited in China. For example, 

firms are not required to post annual reports or other material to stockholders. To 

counter this, limited accounting information is required to be published in newspapers. 

This primarily affects small investors, as it impacts considerably upon informational 

efficiency and the monitoring of small investors. Overall, the evidence suggests that the 

protective mechanism used by minority investors is to free-ride predominantly on 

institutional blockholders that provide some monitoring and performance enhancement 

(Gul & Zhao, 2001; Shleifer & Vishny, 1986b, 1997).

Article 111 (1994) states that if directors and supervisors infringe the rights of 

shareholders, then the shareholders may apply to court to stop such infringement. The 

problem is that the damage can be done before the infringement is discovered. The only 

party who can actually bring the action is the company itself, which is unlikely given 



that supervisors tend to be voted in by majority shareholders, primarily the state or 

state-owned institutions.

The state holds major blockholdings in China. On average during the years 1999 

to 2000, it directly held a 38% stake in listed firms, and indirectly, through Legal Person 

institutional holdings, it held a 21% interest (see Figure 2.3 and Figure 2.4). Strong state 

ownership stifles minority shareholder interests – because of their limited voting power, 

minority shareholders’ voices are thus seldom heard. Furthermore, disclosure tends to 

be less effective and extensive, especially when state representatives are on the board. 

As China is one of the least open markets in the East Asian region, there is a 

lack of foreign and portfolio investment especially. Foreign and particularly portfolio 

investment is likely to press for, and advance the cause of greater shareholder protection 

(Naughton & Hovey, 2002a).

2.7.5. Market Discipline

The discipline of the market is not functioning as well as it might in China, since 

the capital market is overall quite immature and market forces do not play a major role. 

True discipline of the market through mergers and acquisitions (M & A) is rare. M & A 

activity is typically state directed in that, by and large, SOEs are merged with poorly 

performing SOEs to save that SOE, to the detriment of the original SOE (Cooper & 

Zheng, 1998; Dirkis, 1998; Hong, 1999; Kamarul, 1998). Unprofitable SOEs have been 

encouraged to merge with, or be acquired by, profitable SOEs or other entities. This 

approach has had the oversight of central planning rather than market forces. 

Divestitures to the non-state sector are permitted in the form of acquisition by private 

companies, individuals or joint ventures. However, the government oversees such 

transactions by identifying potential buyers and providing merged companies with other 

incentives. Whereas the acquirer does inherit debt from the acquired firm, it is also 

eligible for government backing, such as unemployment benefits to redundant workers 

or temporary suspensions on interest payments on SOE’s debt. These interventions by 

the state have a propensity to negate any benefits gained with regard to discipline of the 

market (Cooper & Zheng, 1998; Dirkis, 1998; Hong, 1999; Kamarul, 1998). 



China began to carry out its merger policy with greater impetus in 1996, in a bid 

to restructure SOEs and make them more efficient. Consequently, from 1996 to 1998 

approximately 6,400 large and medium-sized SOEs were merged or downsized. The 

focus was on various industries including coal, nonferrous metal, sugar, textile, iron and 

steel, and defence. (Xinhua News, 2001d).

As previously discussed, foreign investment, particularly portfolio investment is 

lacking in China, as it is one of the least open markets. Such investors would promote 

market discipline and would tend to put pressure on the systems for heightened reforms 

(Naughton & Hovey, 2002a). An important development that will help promote market 

discipline is that foreign-invested stockholding companies can now issue A-share and 

B-share stocks in China, on approval of their application (Economist, 12 July 2001).

Momentum has a strong bearing on the market in China presently, particularly 

through the trades of small investors, rather than being driven by fundamentals (Kang et 

al., 2002). It is presently being opened up to institutions such as mutual and pension 

funds. This should bring greater maturity and a move towards being driven more by 

fundamentals (Economist, 30 June 2001). It is expected that this will have a significant 

positive affect on the discipline of the market.

State and party pervasiveness in China, in addition to the insider-dominated style 

of corporate governance, spawns directors who lack autonomy, which in turn results in 

a lack of truly independent directors. This reduces the strength of market disciple and 

has a negative influence on the development of good corporate governance. Impinging 

further on the discipline of the market is the dual combined role that many CEO’s play - 

as the chairperson and senior executive. This leads to greater managerial indiscretion 

and insider control (Lin et al., 1997), and impinges on the discipline of the market.

2.7.6. Bankruptcy

External checks and balances are weak in China and bankruptcy in larger firms 

has been rare. The authorities in China are cautious about the use of bankruptcy due to 

concerns relating to the serious likelihood of rising unemployment following such 



outcomes. Nevertheless, the number of bankruptcies is anticipated to grow in the next 

few years. 

The availability of soft loans impinges the market discipline of bankruptcies 

considerably. The SOE soft budget constraints problem is fostered by the prevalence of 

soft loans (Bai & Wang, 1998; Chen, Dietrich, & Feng, 2000; Qian & Roland, 1996; 

Sun, 2000; Xu, 1997). It is possible, if not convenient, for SOEs to delay or default on 

payment of debt. Reluctant to see SOEs collapse, municipal governments persuade or 

order the state bank branches in its jurisdiction to provide “policy loans” to refinance 

unprofitable projects or prop up failing enterprises (Hovey & Naughton, 2000; 

Naughton & Hovey, 1999). This is more desirable for local officials than workers being 

laid-off. In this environment, other improprieties such as asset stripping and managerial 

indiscretion and corruption often go unchecked also (Che & Qian, 1998; Lin et al., 

1997; Peng, 2001).

Although bankruptcies have been employed on occasions as a means of dealing 

with poorly performing SOEs, they are by and large restricted to small enterprises. In 

1997, China began to carry out its merger and bankruptcy policy in earnest in a bid to 

restructure these SOEs and make them more efficient. The focus was mainly on sectors 

such as coal, nonferrous metal, sugar, textile, iron and steel, and defence. Consequently, 

in 1999, 1,843 insolvent enterprises were shut down (Xinhua News, 2001d). China’s 

1986 bankruptcy law has scarcely been tested, yet the closure of some commercial 

banks and trust and investment companies (ITICs) has reflected the determination of the 

Chinese authorities to begin to bring economic order to financial institutions. It served 

as a warning and marked a watershed for China.

For example, two financial institutions were ordered to close down in June 1998. 

The first commercial bank, the Hainan Development Bank, was ordered by the central 

bank to close down in June 1998. The various ITICs under the sphere of the Hainan 

Development Bank, numbering about 70, had invested in the slumped real estate sector 

since 1993 (Gilley, 1998; Kahn, 1998). In June 1998, another ITIC, the Beijing-based 

China Venturetech Investment Corporation, was required to close down due to an 

accumulated debt of Rmb6 billion resulting from poor investment and fund 

management since 1995. It had been engaged in stock trading, commercial, real estate 



and hi-technology investments. It was closed, even though it was politically well 

connected (Chen, 1998). Then in October 1998, the business operation of Guangdong 

International Trust and Investment Corporation (GITIC) was suspended. GITIC was 

decidedly well connected with the Guangdong government, attracted foreign 

investments and was one of the 200 strongest ITICs in China. Poor investments, corrupt 

officials, speculation and smuggling activities were noted as causes of its downfall 

(Economist, 1999; Kahn, 1998; Xinhua News, 1999). 

As significant negative factor as result of these collapses was the treatment of 

foreign banks. In the backwash of the collapse of GITIC, the authorities promised to 

payout all creditors. Despite this promise, the guarantee was not honoured. Foreign 

banks’ unsecured debt was placed last behind both secured lenders and also the claims 

of employees and tax authorities (Economist, 1999). This was an ominous sign for 

foreign investors looking at investing in China.

2.7.7. Price Manipulation Laws

Though prohibited under Article 5 of the Securities Law, there are numerous 

reports of market manipulation in China (Guo, 2001; Tam, 2002; Wilhelm, 2001). For 

example, a number of firms have been caught cross-trading to manipulate their price in 

the A-share market. Essentially, there are two different types of manipulation strategies. 

Firstly, action-based manipulation and trade-based manipulation (Kose & Ranga, 1997). 

Action-based manipulation is manipulation with no trading involved such as the release 

of false information. Trade-based manipulation is manipulation by trading, for example, 

an investor could improve a position by trading large quantities of a stock between two 

firms in a pyramid (Felixson & Pelli, 1999). 

Firms have also been found to acquire stakes in other listed companies by 

buying stocks using false identities (Guo, 2001). In another recorded incident, one of 

China’s leading private brokerage firms, in a bid to rescue itself from bankruptcy, 

attempted to manipulate the price of bond futures (Brilliant, 1995; Faison, 1995). 

Reports are that the entire investment strategy of numerous speculators consists of 

spreading rumours about the dealings of price manipulators and following suit (Faison, 

1995). Additionally, given the ineffectual legal system, the regulation of state investors, 



typically the largest blockholders, is a major concern as they have virtual autonomy 

without the oversight of a strong regulatory regime to provide a check. As mentioned 

previously, the evidence suggests that as their principal protective mechanism minority 

investors engage in free riding, predominantly on the back of institutional blockholders 

as they provide some monitoring and performance enhancement (Gul & Zhao, 2000).

Widespread price manipulation is apparent in the equity market in China 

(Wilhelm, 2001). Artificially influenced stock prices carries serious detrimental 

consequences as it affects the confidence of the market and impacts upon investors, 

traders, brokers and securities exchanges alike (Felixson & Pelli, 1999). Though 

investigations have been undertaken and some action taken, authorities must act 

decisively and quickly to eradicate price manipulation to maintain the confidence of the 

market in China – especially if foreign investment is to be attracted. 

2.7.8. Accounting Standards

Accounts in China are often considered with some suspicion, or maybe regarded 

as to be outright questionable (Business China, 1998; Chen, Sun, & Wang, 2002; Lee & 

Chung, 2001; Lin & Chan, 2000; Lin, Chen, & Tang, 2001; Lin & Wang, 2001; Ng, 

1999; Xiao, Zhang, & Xie, 2000). For example, a study conducted by Shanghai Finance 

University and Brunel University (U.K.) shows that 70% of listed firms in China report 

overstated profits and 20% have allegedly totally fabricated their profits (ChinaOnline, 

4 March 2002).  Moreover, state auditors have revealed that no less than two-thirds of 

accounts are “cooked” and a PricewaterhouseCoopers accountant believes that the 

situation is even worse than this (Economist, 2001b). Furthermore, the timeliness of 

reporting of many listed firms is unacceptable (Business China, 1998; Eccher & Healy, 

2000; Naughton & Hovey, 2002a; Zhou, 2001).

Until the 1980s, the purpose of the accounting system in China was to assist the 

government to manage the economy under its socialist mandate. Accounting Law was 

amended in 1993, when the scope of the law was broadened from state-owned 

enterprises to all registered enterprises. The Basic Standard that outlines a conceptual 

framework for accounting became effective on 1 July 1993. In 2000, the accounting law 

was amended to make the regulations tighter, to intensify auditing and deter falsification 



of accounts, and strictly reinforce legal responsibility. The falsification of accounts is 

now a criminal offence. Furthermore, compensation claims against company directors, 

and auditors, which are now allowed, will act to improve the accuracy of accounts 

(Loong, 2001). Over the past few years, both the accounting standards and public 

accountants have improved, although there is still some way to go before it could be 

considered to be up to international standard. Falsification of accounts is now a criminal 

offence punishable by five years imprisonment (Loong, 2001).

China’s regulatory framework lacks in the control of financial structures and 

management of enterprises. It also falls short in the accurate disclosure, transparency 

and the communication of information to external users. Furthermore, there is a lack of 

infrastructure, as well as qualified experienced accountants. Combined these impact 

upon enterprise management and thus on China’s macroeconomic management 

purposes (Carnegie, 2000).

On account of the 2000 revisions of the accounting law, which was a significant 

step towards making the accounts of all companies more transparent, they are currently 

moving more into line with international accounting practices (Pacter & Yuen, 2001). 

The Ministry of Finance controls accounting standards and has developed a conceptual 

framework the “Accounting Standards for Business Enterprises.” Management 

accounting methods suitable to modern enterprises practices are being introduced. 

Ongoing development is more open to international influences. For instance, although 

they have some way to go before they conform totally, they are expected to ultimately 

embrace international accounting standards (Leung, 1999; Miller, 2001).

In conclusion, whilst accounting development has been stimulated in recent 

times, it is likely to continue to lag behind the level of economic development in China. 

Considerable improvements are needed in the regulatory framework and infrastructure, 

the financial structures, the management of enterprises, and the accuracy, timeliness and 

disclosure of accounting systems. However, at the present rate the development of a 

comprehensive set of accounting standards, it is likely to take several years. 



2.8. Conclusion

The chapter has brought together a review of the overall institutional setting in 

China and thus the chapter fulfils the objective to review the evolution of and current 

institutional setting. In doing so it highlights the complexity of the context into which 

this study applies and provides for a broad understanding of the background, evolution 

and current standing of reforms in China. It is a contribution to the literature as it brings 

this together in one overall review, which has not been previously attempted. The study 

draws on this review in formulating methodology, conclusions and policy advice.

The inception of the reforms in the late 1970s brought a focus on 

industrialization and away from China’s agricultural heritage. Since the commencement 

of the reform process, China has achieved consistently strong economic growth. The 

most recent factor, and a significant driving force of the reform agenda is WTO 

membership, which is expected to give the economy a further boost.

Rather than a massive and rapid undertaking, as seen in other centrally planned 

economies, China set upon a gradual path of economic reform, the purpose of which 

initially was to implement a real ownership system, and to rectify the distorted price 

system. Other factors included reconstructing of the financial and legal systems. A 

significant phase was the move towards a “socialist market economy,” a major feature 

of which was the reopening of China’s stock markets in the early 1990s. 

Corporate reforms have resulted in a shift away from central planning to a 

greater market orientation. They are primarily based on introducing modern 

management practices, corporatization and privatization, which the authorities prefer to 

call “marketization.” Enterprises in China are made up of a diverse mix of endeavour. 

They represent a considerable range of structures such as state-owned, urban collective, 

township and village enterprises, foreign and domestic joint venture enterprises, 

shareholding, cooperative, individual and privately owned enterprises. SOEs have 

achieved significant improvement. However, there are huge problems that they must 

contend with in order to become effective free market corporations. These revolve 



around loss-making, spiralling debt, poor productivity and considerable social 

obligations to employees. In addition, serious setbacks have emerged such as asset 

striping, debt evasion, tax avoidance and the falsification of accounts.

At the centre of enterprise reforms has been the development of ownership 

structures and corporate governance systems. A significant step in 1997 was the move 

towards a privatization programme for small SOEs and the formation of joint stock 

firms for large SOEs, and allowing SMEs self-determination as to the reform adopted. 

In relation to financial development, the chapter as highlighted that the financial 

market in China is relatively immature, but growing quickly. 

Overall, during the last two decades, China has undertaken a dramatic transition 

from a planned to a market economy, and the influence of market forces on the 

allocation of resources in various economic spheres has been significantly enhanced. 

One of the most important aspects involved in the transition is that the institutional 

setting in China has developed rapidly. It is evident that the economic reforms in China 

have been tailored to developing an institutional setting that embraces culture, as well as 

the political agenda. It appears that the institutional arrangements in China under the 

present economic reforms are conducive to sustained economic growth, though there is 

a considerable gap before internationally acceptable standards and openness is reached. 

China is therefore in a state of transition in the development of a market economy.

To sum up, the institutional setting forms the background to the study. Three of 

the primary facets that are so important for the success of transitional economies and 

emerging markets, the financial system, stock markets, legal and accounting systems 

have been considered within the context of corporate governance. Though China is at a 

relatively early stage of development, good but measured progress has been made. 

However, although there is a long way to go in some areas, the cautious approach has 

ensured that major catastrophes, as experienced by other transitional economies, have so 

far been averted. 
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C O R P O R A T E  G O V E R N A N C E  L I T E R A T U R E

C O R P O R A T E  G O V E R N A N C E  L I T E R A T U R E

3.1. Introduction

There is a considerable body of literature in relation to many aspects of 

corporate governance. The objective of this chapter is to provide a comprehensive 

review of the corporate governance literature, relevant to the focus of this study. As 

such, the review considers the theory of the firm, contracting theory, descriptive studies 

that identify competing models of corporate governance and corporate governance in 

transitional economies. Also reviewed are relevant corporate governance fields such as 

the agency problem, legal protection and large investors. A number of approaches to 

privatization by other countries are also considered and analysed, followed by an 

analysis of privatization in China. The ultimate aim of this review is to clarify the 

potential for the research in this thesis to contribute to our understanding of corporate 

governance in China.

This chapter brings together a review of the relevant corporate governance 

literature. In doing so it brings together the literature in context in which this study 

applies. It is a contribution to the literature as it brings this together in one overall 

review. The study draws on and refers back to this review in formulating methodology, 

conclusions and policy advice.



Corporations are playing an ever-increasing role in society as we progress into 

the twenty-first century. The dominance of market economies and the ever-increasing 

size of corporations result in large corporations interacting with almost every part of our 

daily lives. As privatization is escalating, both in the developed world and in transitional 

economies, the role and function of economic institutions of capitalism and their 

wellbeing are, without a doubt, of deep significance globally. Yet, the growth, 

development and stability of the corporation is an evolving science. Upheavals have 

occurred in many nations, notwithstanding the re-engineering, downsizing, 

restructuring, mergers, acquisitions, takeovers and intense battles for control in the 

boardrooms. The question arises as to which direction transitional economies should 

take in their quest for free markets. Which models of corporate governance work the 

best to meet the objectives of a sound corporate structure, especially in the context of 

the rapid global extension of capital markets?

Research has shown that institutional investors are willing to pay a premium for 

firms in the East Asian region that embrace good corporate governance (Coombes & 

Watson, 2000). The premiums range from 20% in Taiwan and Japan, to 27% in 

Indonesia (Table 3.1). The finding verifies the importance of research into corporate 

governance and the understanding as to what makes for good corporate governance. 

With this in mind, this chapter provides a comprehensive review of the relevant 

literature primarily focussing on issues associated with corporate governance. In this 

way, it fulfils the objective to the review of alternative international models of corporate 

governance for developed, emerging, and transition economies, especially China.

Table 3.1: Average Premium for Good Corporate Governance

Country

Premium

%

Indonesia 27

Thailand 26

Malaysia 25

South Korea 24

Japan 20

Taiwan 20

Source: Coombes and Watson (2000).

In this chapter the relevant corporate governance literature is reviewed. The 

focus is primarily on ownership and control, with less emphasis on board structure. The 



content of the chapter is as follows. The relevant literature is reviewed in relation to 

corporate governance, and descriptive studies that identify competing models of 

corporate governance. Also reviewed are aspects such as the theory of the firm, 

contracting theory, agency problems, legal protection, large investors, board 

effectiveness and international investors. Finally, corporate governance in transitional 

economies and privatization schemes are discussed. The ultimate aim of this review is 

to consider, retrospectively, the theory of the firm and issues to do with corporate 

governance. The overriding issue is the approach to be considered by China, particularly 

during this transitional stage of its development. 

3.2. Corporate Governance 

Traditionally, the term corporate governance relates to the make-up, role and 

function of a firm’s board of directors, with regard to firm strategy or executive 

decisions and shareholders rights and privileges (Blair, 1995b). The influential Cadbury 

Report defines corporate governance fundamentally and somewhat simplistically as “the 

system by which companies are directed and controlled” (Cadbury, 1992). Essentially 

corporate governance addresses the system of firm management and control, often 

focussing on the association between management and shareholders and the duties and 

responsibilities of directors and officers.

The focus of the literature has traditionally been on the composition and 

structure of the board and how it influences the performance of a firm. The 

efficaciousness of the board, the optimal structures of the board and the interplay 

between internal and external governance mechanisms have also been considered in the 

literature. The monitoring role of the board, the optional size and structure, and 

compensation structure and the committees of the board have come under scrutiny. 

Thus, corporate governance concerns the interaction and relationship between 

the institutions and individuals immediately or ultimately implicated or concerned in 

decision-making of an economic institution. This may include the principals 

(shareholders or owners), their agents (managers) and the stakeholders (such as 



employees, creditors, lenders, suppliers and customers) (Blair, 1995a; Carlin & Mayer, 

1995; Elmeskov, 1995; Hilmer, 1998; Milhaupt, 1998). This wider view is not without 

some practical support in Western economies, for example the supervisory board system 

in Germany includes union representation.

This is a rather wide all encompassing view of corporate governance, which is 

not typical of that which is found in the bulk of the literature. Most commentators take a 

narrower view based on the Anglo-US free market perspective. Thus, the review begins 

with what most of the literature discusses without qualification as “corporate 

governance,” that is, corporate governance from the external market-based perspective. 

The following section discusses the various models of corporate governance prevailing 

presently.

In conclusion, corporations have a profound influence on economic performance 

overall. Yet, the modern corporate system is not yet distinctly defined (Zingales, 2000) 

and our understanding of it is still evolving, through much has been gained in the last 

decades in particular. 

3.3. Evolution of Governance Systems

Research has shown that in the evolution of corporate governance systems, 

economic and political pressures, along with other environmental factors, have had 

substantial influence on the model of corporate governance that has evolved.

The various models of corporate governance that exist globally have emerged in 

an ad hoc manner (Alejo, 2000; Shleifer & Vishny, 1997). They evolved as firms and 

economies were shaped, simply following convention, or based on the environment – 

the worldview, culture, legislative and political framework – in which they operated. 

Eventually they crystallised into the models of corporate governance that we have 

today, yet continue to evolve. The primary influences aside from political and legal are 

“culture, democratic representation and accountability, the distribution of power, the 

protection of property rights and equality” (Alejo, 2000, p181). Other influences include 

the degree of freedom of the media and the level of competition (Zingales, 2000). The 

point is that typically the corporate governance model that evolves is not planned or 



specifically designed to achieve maximum efficiency, economic benefit, nor 

shareholder protection or wealth, but is driven by many other forces. 

There is an assertion that the political process, rather than maximising social 

welfare, accommodates the most powerful players, influences and interests in the 

economy. For instance, Roe (1994) contends that in the U.S., politics, not economic 

efficiency, has shaped corporate law by systematically discouraging large investors. 

Institutions such as banks, mutual and pension funds, and insurance companies were all 

precluded from exercising any real influence over corporations. The surge of takeovers 

in the 1980s met an adverse political reaction that is seen as a continuance of anti-large 

policies (Grundfest, 1990; Jensen, 1993). The very detailed development of small 

shareholders legal protection in the U.S. is suggested by some to be a reply to the 

suppression of large investors, at least in part (Bhide, 1993; Coffee, 1991; Douglas, 

1940). The U.S. system is far from efficient concludes Roe (1994), as large investors are 

discouraged.

The assertion also applies to Germany and Japan in that, during the rapid 

economic growth of the latter 19
th 

century, they forged their systems of powerful banks 

with healthy state support (Gerschenkron, 1962). Furthermore, German banks dissuaded 

initiatives such as disclosure rules, insider trading prohibitions and further minority 

shareholders protections. This ensured that minority investors never became dominant 

enough to protect their rights, and that the banks held their powerful positions. Thus, the 

legal system evolved to accommodate the banks that were the predominant economic 

power.

Consequently, the notion as to the evolution of corporate governance systems 

does shed some light on the issues involved. The argument demonstrates that there are 

many influences behind the quest for the best or most efficient corporate governance 

system and has a number of implications for transitional and developing economies.



3.4. An Overview of the Theory of the Firm

In this section, the theory of the firm is discussed in detail from the perspective 

of the Anglo-US model of corporate governance that operates in free financial market 

systems. As this is the predominant view of the bulk of the literature in corporate 

governance, we will primarily concentrate on this perspective.

The theory of the firm concerns the way companies act with regard to the 

purchase of inputs, production techniques, output quantities and pricing. Traditionally 

the theory has assumed that a firm’s principal aim is to maximise profits. For the 

purpose of this paper, the firm is defined as a productive unit within an economy, 

irrespective of ownership or control in the broad sense.

Prior to the twentieth century, wealthy and powerful entrepreneurs and 

industrialists typically controlled large corporations. However, during the mid-

nineteenth century and into the twentieth century, the scene progressively changed, 

particularly in the U.S., as corporations were listed publicly and became widely held by 

individual stockholders (Blair, 1995a). Berle and Means (1932) essentially laid the 

foundation for the classical economic model of the free-market firm.

3.4.1. The Berle and Means Model of the Firm

In their now classic 1932 book, The Modern Corporation and Private Property, 

Berle and Means, writing from the perspective of the situation in the United States at the 

beginning of the twentieth century, presented the view that the corporation is an 

economic organisation with equity capital that is widely held by individual 

shareholders. The theory of the firm proposed by Berle and Means has become 

dominant in externally based markets. As a consequence, it has become the model that 

has typified the nature of corporate management in the U.S., and other free market 

economies for many years. The work of Jensen and Meckling (1976) or Grossman and 

Hart (1986), are prime examples.



Berle and Means (1932) compared the U.S. business units of the nineteenth 

century to the corporate conglomerates that were becoming more prolific in the 1930s. 

Thus, U.S. capitalism had entered a different phase than its earlier entrepreneurial days. 

Berle and Means argued that the unit of business of the preceding millennium was 

typically owned and controlled by individuals or small groups, and that the firms were 

managed by either the owners or their appointees. The primary constraining factor to the 

growth of the firm was the limited equity available from the owners, which was 

contained by their personal wealth. Publicly listed corporations, on the other hand, were 

able to draw on the resources of a myriad of individual investors. Thus, Berle and 

Means (1932, p2) argue that this corporate system became “the principal factor in 

economic organisation through its mobilisation of property interests.” The equity 

thereafter was ultimately controlled by the management of the corporation. 

In the literature to date, the Anglo-US model of corporate governance has been 

the most researched paradigm. Thus, diverse external ownership and its conflict with 

management has been the central theme of corporate governance literature for many 

years, dating back at least to Berle and Means (1932). The basic notion goes back to the 

famous economist Smith (1776). Berle and Means (1932) proposed that the firm’s 

requirement for technological advancements and economies of scale has been the 

primary driving force in the quest for large capital pools. Accordingly, firms issue 

shares that many diverse investors take up. The consequence is that the “owners” cannot 

effectively manage or control the firm either individually or jointly. As a result, the 

oversight and management, and thus the control of the firm, is delegated to professional 

corporate management (see Figure 3.1). 



Figure 3.1: Berle and Means Model of Corporate Governance

As illustrated in the figure above, the separation of ownership and control 

concentrates the control of the firm in management. Primarily, this management control 

is in the hands of one person, the chief executive officer (CEO) (Denis & McConnell, 

2003). The shareholders elect the directors to the board of directors, which has 

supervisory power over management. Other stakeholders such as employees, lenders, 

suppliers and customers can only exert influence at an operational level and on 

management, as shown in the model (Figure 3.1).
9 

The result of the separation of ownership and control is a principal/agent 

relationship, between the firm’s diverse shareholders and management (Milhaupt, 

1998). It points to the opportunities that abound for managers to misapply financiers’ 

funds and to self-serve. Misused resources could be put into projects that are not in the 

best interests of the shareholders or, in the worst situation, managers could absconded 

9 

However, they do not have representatives on the board, as in the German model discussed below.



with funds, and in so doing expropriate investors. Thus, a role of corporate governance 

is to “prevent managers from stealing” (Johnson et al., 2000, page 4).

In 1932, Berle and Means estimated that approximately two-thirds of the 

industrial wealth of the U.S. had shifted from individuals or small groups, to large, 

public corporations. By the end of 1929, of the 200 largest industrial corporations, 11% 

were held by individuals or small groups, which consisted of 6% of the total value of 

the firm. In 44% of the firms, there was a 36% majority holding. The balance, 44% of 

the total number of firms, was widely held by many individuals, which amounted to 

58% of the total value. A case in point is the Pennsylvania Railroad Co., in which only 

2.7% of the total number of common shares were held by the twenty largest 

shareholders collectively (Berle and Means, 1932). Thus, the corporate world, 

particularly of the U.S., had changed quite dramatically since the previous century.

As a consequence, two aspects significantly contributed to the development of 

the corporation as the primary economic institution of capitalism. In the first instance, 

the factory system of the industrial revolution concentrated large numbers of workers 

directly under the control of a single management. Secondly, the modern corporation 

brought together the wealth from a myriad of individual investors as equity under the 

control of this same central management (Jensen, 1993). Together these accentuated and 

brought about synergies providing centralised corporate control, in conjunction with 

considerable power. Thus, the control and power of management was systematically 

augmented.

3.4.2. The Shift in the Control of the Firm

Individual or small group owners were willing to forego control over their 

capital wealth and surrender to the coalesced direction of the firm and its interests. 

Correspondingly, this reordering of ownership had shifted control away from the 

owners – the countless, anonymous, immobilised shareholders, who now only had a 

circuitous say in the management of the firm (Berle & Means, 1932). Control and power 

was consequently in the hands of the professional management. The result being that the 

control of the firm was passed to management that held relatively small proportions of 

the total outstanding shares, if any at all. These professional managers themselves 



would select successors, and in addition, be accountable primarily only to themselves. 

In this way, the executives were now elevated to lofty positions of power. They were no 

longer the hirelings of powerful magnates. As a result, they essentially became a self-

perpetuating body, utilising the proxy mechanism to maintain their positions of 

circumstance and power (Berle & Means, 1932). 

A shift the control of the firm was also brought about by the proxy vote 

mechanism. A vote of the shareholders is typically required for significant corporate 

decisions, including the election of directors. Characteristically, shareholders do not 

attend such meetings in large numbers to vote on these crucial issues. Instead, they are 

requested to sign proxy forms surrendering the right to cast their vote to management. 

More often than not, small investors do take the time to return the proxy forms, which 

relinquishes there vote or, as in many cases, gives management the right to cast the vote 

to the default - in favour of the management proposal. Consequently, the proxy 

mechanism is utilised by managers to gain control – providing proxy power (Dodd & 

Warner, 1983; Pound, 1988). In the predominant Anglo-US corporation it thus 

completes the control effected as a result of the separation of ownership and control. 

What is more, to extricate a controlling minority becomes a more formidable task the 

bigger the firm and the greater the distribution of its shares (Berle & Means, 1932; 

Eisenberg, 1969; Mace, 1979; Ruder, 1983).

The outcome of the shift in the rights of the shareholder, as argued by Berle and 

Means (1932), is that they relinquish their explicit rights in exchange for unspecified 

expectations. The increasing power and control of the governance of firms has lead to a 

relentless abatement of the capacity for the shareholder to see demands satisfied with 

any measure of surety. Accordingly, the interest of the individual shareholder becomes 

subservient to the aspirations and bidding of the management and directors. 

3.4.3. Does the Berle and Means Model Hold

Despite alternative positions, the Berle and Means (1932) view of the firm has 

existed as the traditional view for a number of decades. Nevertheless, this has been 

questioned in studies that have investigated the legitimacy of the “Berle and Means” 

representation of the firm, in more recent years. Results show that even the biggest 



firms in the U.S. have moderate ownership concentrations in some measure (see 

Demsetz & Lehn, 1985; Demsetz & Ricardo-Campbell, 1983; Eisenberg, 1976; La 

Porta et al., 1999; Mørck et al., 1988; Shleifer & Vishny, 1986a). For example, 

Holderness and Sheehan, (1988a; 1988b) have found that majority ownership of more 

than 51% exists in a few hundred listed firms in the U.S. In addition, management 

ownership in the U.S. has become higher in recent years (Holderness, Kroszner, & 

Sheehan, 1999). Furthermore, considerable ownership concentration has been found in 

other wealthy economies also. For instance, ownership concentration has been found in 

Germany (Edwards & Fischer, 1994; Franks, 1997; Gorton & Schmid, 2000), Japan 

(Berglöf, 1994; Prowse, 1992), Italy (Barca, 1996) and seven OECD countries 

(European Corporate Governance Network, 1997). La Porta et al. (1999), found that the 

ownership of the leading 20 publicly listed firms in the 27 economies that are generally 

considered the wealthiest, do not tend to be widely dispersed. They have also found 

relatively high levels of ownership concentration in developing countries.

Thus, researchers have reached strikingly different conclusions to that of Berle 

and Means (1932). They have found that, in many economies, large corporations have 

considerable holdings by major shareholders, who are also involved in corporate 

governance. Thus, contrary to the Berle and Means (1932) assertion, these firms are 

more accountable (see for example Kang & Shivdasani, 1995; Yafeh & Yosha, 1998). 

When major shareholders with controlling interests maintain cash flow rights, there is a 

persuasive inducement to monitor managers, to maximise returns, and to inhibit the 

redirection of resources by management for self-interest. Thus, the scenario tends to 

enhance the value of minority shares (La Porta et al., 1998).

La Porta et al. (1999), found that dominant shareholders that have significant 

control are to be found for the most part in large corporations internationally. The 

dominant shareholders are usually either the state or families (see Figure 3.2). Thus, the 

Berle and Means style of corporation is not supported globally. 



Figure 3.2: Corporate Governance Model with Family/State Owners

La Porta et al. (1999), found that, characteristically, the dominant shareholders 

are involved in management and hold rights of control exceeding their cash flow rights, 

primarily by means of the exploitation of pyramids. It was also found that other 

substantial shareholders do not inhibit the control influences of the dominant 

shareholders. Likewise, the German model (see 3.9.1.3) whereby banks have 

considerable control through voting rights is also infrequently found. La Porta et al. 

(1999, p473) conclude from this that the “theory of corporate finance relevant for most 

countries should focus on the incentives and opportunities of controlling shareholders to 

both benefit and expropriate the minority shareholders.” 

Using 20% of the votes as the definition of a controlling stake, La Porta et al. 

(1999) found that globally family-controlled firms are the most dominant, commonly 



comprising 30% of the total. Of the balance, the “Berle and Means” type widely held 

firms account for only 36%, 18% are state-controlled, and the residual 15% are split 

between the miscellaneous forms. Cross-shareholdings on a global scale are uncommon, 

with the exception of such countries as Japan, Germany and Sweden (La Porta et al., 

1999; Rubach & Sebora, 1998). Wojcik (2001) Denis and McConnell (2003, page 40) 

discuss convergence of corporate governance systems including ownership structures 

and conclude that “presumably market forces will affect the extent to which 

convergence occurs; however market forces are not allowed to operate unimpeded 

throughout the world.” Thus, the widely held firm is not as common as it is generally 

thought. 

In summary, this section has discussed the theory of the firm from the external 

market-based viewpoint. Firstly considering the view of the firm presented by Berle and 

Means (1932) that a modern firm has widely dispersed, small shareholders, which 

cannot control the firm themselves and rely on directors to watch over their interests, 

and for professional managers who are their agents to ensure they get the maximum 

possible return on their investment. This is the agency problem - the problem associated 

with the separation of ownership and control. Thus, agency theory is discussed at length 

in the following section.

3.5. Agency Theory

In this section, agency theory will be reviewed in the context of its impact upon 

corporate governance. Overall, the range of economies on which studies with regard to 

finance theory have been carried out is quite limited, although it has been increasing in 

the last decade. More recent literature stems from other Anglo-US countries and also 

from Europe and East Asia. Consequently, much of the focus of corporate governance 

research is centred on these countries. 

As discussed previously in the chapter, the theory of the firm leads to the 

consideration of the separation of ownership and control and the associate costs. It is at 

this point that we take up the normative studies. Thus, the theory of and the agency 



problem is first considered and the ensuing discussion examines various means of 

overcoming the problem and the concomitant costs.   

3.5.1. Agency Theory Outlined

The consequence of the separation of ownership and control in the modern 

corporation, as argued by Berle and Means (1932), is the potential for conflict between 

the owners and professional managers (see section 3.4.1). Management objectives may 

be at variance from those of the shareholders of the firm. Shareholdings in a sizeable 

corporation may be so widely held that they find it challenging to have their objectives 

heeded or to influence management in any way, certainly not to control management. 

Consequently, the separation of ownership and management induces a state of affairs 

where management may well exploit the situation and serve their own interests more 

readily than that of the shareholder’s. Thus, with the dissemination of corporate 

ownership, the question arises as to the vigilance of the managers to pursue the wealth 

of the shareholders. As far back as 1776, Adam Smith asserted that the vigilance of the 

managers of publicly held corporations would surely wane. He proposed that they are 

not likely to take care of the firm with equivalent attention, or in the same manner, as an 

owner-manager is likely to: 

“The directors of such (joint-stock) companies, however, being the 

managers rather of other people’s money than of their own, it cannot well be 

expected, that they should watch over it with the same anxious vigilance with 

which the partners in a private copartnery frequently watch over their own. Like 

the stewards of a rich man, they are apt to consider attention to small matters as 

not for their master’s honour, and very easily give themselves a dispensation 

from having it. Negligence and profusion, therefore, must always prevail, more 

or less, in the management of the affairs of such a company” (Smith, 1976, 

pp264, 265) 

Berle and Means posited the argument that the dispersion of ownership has 

allowed managers to engage in practices other than the pursuance of wealth 

maximisation. Modern evidence in support of the Berle and Means thesis is provided by 

Santerre and Neun (1993), who repeated the analysis of U.S. corporations from the 



1930s. They found a nonlinear relationship between the extent of control of primary 

stockholders and firm performance.

Ross’s (1973) “principal-agent” or agency problem, as it is commonly known, 

has at its core in the separation of ownership and control or as aptly put by Shleifer and 

Vishny (1997, p740) of “management and finance.” The crux of the problem is that 

funds are raised from investors by an entrepreneur or manager with the expectation that 

they will be invested in worthwhile projects, or alternatively, to cash out the holdings of 

the entrepreneur or manager in the firm. The relationship is built around the manager’s 

need for the investors’ funds and the investors’ need for the specialised professional 

human capital of the manager. With the exception that, once they supply their funds 

how, can investors’ be sure that the funds are invested astutely for maximum returns or 

with the best interests of the investor at heart? This then is the core of the agency 

problem, that is, the uncertainties investors face in being assured that the capital they 

provided would not be otherwise wasted unproductively or expropriated.

3.5.2. Agency Costs

There are also costs involved in the agency problem. The potential associated 

costs of the arrangement are agency costs (Jensen & Meckling, 1976; Shleifer & 

Vishny, 1986a). The notion of agency costs proposed that agents make optimal 

decisions that maximise the wealth of the principal only if appropriate and appealing 

inducement is provided, and/or only if monitoring of the agent is proactively pursued. 

These are costs to the firm – agency costs. Any costs associated with the agency 

problem are agency costs. 

There are many agency costs. They include shirking with regard to work or duty, 

misuse of free cash flow and risk aversion - risk reduction on corporate strategy and 

hence on firm competitiveness. An important aspect is the costs associated with the 

misalignment of objectives and the realignment of objectives. Incentives are agency 

costs which include remuneration packages, employee share ownership plans (ESOPs), 

stock options, bonuses and perquisites (‘perks’). Commonly cited perquisites are 

company vehicles, accommodation, corporate jets, conferences, travel, vacations, 

dining, wine and drinks, entertainment, club memberships, additional support staff, 



well-appointed offices and added luxuries of various kinds. To gain maximum 

effectiveness, these must be directly related to how close management decisions 

correspond with the interests of the shareholders. Monitoring is another significant 

agency cost. It can involve systematically reviewing management perquisites, auditing 

financial statements and limiting management decisions. Management entrenchment 

and personal objectives such as power, status, perquisite seeking, also have the 

propensity to be significant agency costs.

Burrough and Helyar (1990) assert that the consumption of perquisites is 

probably the least expensive cost. This is particularly the case where managers’ 

expropriation of investors is kept to a minimum via the legal system. In contrast, 

incurring greater expense are managers’ pursuit of favoured endeavours and projects, 

unproductive firm growth and empire building, and fruitless reinvestment of free cash.

Managers can expropriate shareholder funds once they are entrusted to the firm. 

Outright theft may draw legal intervention, however perhaps less egregious 

infringements may not. For example, the “business judgement rule” or the “corporate 

veil” tolerates considerable latitude in the managements favour (Bainbridge, 2001; 

Meek, 1998; OECD, 2001; Scott, 1999; Shleifer & Vishny, 1986a). Consequently, 

corporate governance is a means of reducing the possibility or the costs associated with 

managers acting in their self-interest. 

The level of agency costs depends among other things on statutory and common 

law, and human ingenuity in devising contracts. Both securities and corporate law, and 

the sophistication of contracts relevant to the modern corporation, are the products of an 

historical process in which there were strong incentives for individuals to minimise 

agency costs. A primary objective of law evolvement since the 1930s has been to curb 

management involvement in draining off resources or embarking on financial dealings 

to benefit themselves personally, to the detriment of the firm or a subset of its 

shareholders. It is also aimed at restraining management from involvement in fraud, 

deceit or theft (Blair, 1995a).

Both the theory and the evidence discussed in this section indicate that managers 

have immense discretion in relation to what is done with the capital that investors 

provide which leads to significant agency costs. This then leads to opportunistic 



behaviour by management, which has the effect of reducing the amount of funds 

investors are willing to commit to the firm. The end result is a reduction the total 

resources available to the firm (Grossman & Hart, 1986; Williamson, 1985). This 

section also highlights that there are a considerable number of examples of a variety of 

agency costs in the literature attributed to the misalignment of managerial and 

shareholder objectives.

3.6. Managing the Agency Problem

In this section, managing the agency problem and its associated costs is 

discussed. The separation of ownership and control leads to managers finding 

themselves with considerable discretionary control over the funds that shareholders 

invest. The problem is that as their agent, managers do not always act in shareholders 

best interest and may engage in opportunistic behaviour. A most important point of 

consideration and discussion is how to minimise the agency problem and the associated 

costs. Thus, though there is no quick solution to the problem, in the following sections, 

we will consider specific areas relating to managing the agency problem.

A primary concern then is how to overcome, or at any rate, minimise these 

agency costs and reduce both managerial perfunctoriness and unresponsiveness to 

shareholder interests. For example Mason (1960, p83) wrote, “the search is directed 

toward ways of limiting or governing power that may be used against the interests of 

others while keeping as much as possible of the ability to act in (the manager’s) own or 

his organisation’s interest.” Gilson and Roe (1993, p874) observed that the “analysis of 

American corporate governance has always sought to solve the problem of separation of 

ownership and control.” The corporate governance structure is intended to be a means to 

address the matter of agency costs. However, in itself, it does not solve the problem 

completely and some corporate governance structures work better than others do.



3.6.1. Incentive Contracts

A potential answer to aspects of the agency problem is incentive contracts. 

Indeed, it is argued that incentive contracts are a meaningful solution to agency 

problems and one that is relatively common in practice, in many part of the world 

(Choi, 2001; Earle & Sapatoru, 1994; Earle & Sapatoru, 1996; Hemmer, 1993). Shleifer 

and Vishny (1997, p744), reason that the objective of incentive contracts is to accord the 

manager “a highly contingent, long term incentive contract ex ante to align his/her 

interests with those of investors.” The intent behind the use of incentive contracts is to 

encourage management to discharge their duty with a focus on the best interests of 

investors, but without instigating blackmail in any form. Whereas it is possible for the 

marginal value of the personal control benefits of potential contingencies, to be greater 

than the marginal value of the contingent compensation provided for a manager, 

occurrences will be somewhat atypical, as long as there is ample incentive component 

provided in the manager’s remuneration package.

Incentive contracts are the focus of extensive empirical literature dating from 

Berle and Means (1932). They contend that management in large firms own too little 

equity for it to be a catalyst for profit maximisation, or for it to induce any specific 

managerial focus. Incentive contracts provide a possible answer and come in a wide 

range of shapes and structures, such as equity ownership, equity options or the 

deterrence of the threat of termination after poor performance (Fama, 1980; Jensen & 

Meckling, 1976). Ultimately, the significance of the manager’s decisions, the individual 

risk aversion characteristics, and the capacity to pay outright for cash flow ownership, 

determine the optimal incentive contract (Holmstrom, 1979; Holmstrom, 1982; 

Mirrlees, 1976; Ross, 1973; Stiglitz, 1975). A performance measure, highly correlated 

with the manager’s decision quality, as a contact, must be able to be supported in court 

to make the incentive contract feasible. It may be sufficient in some instances for a 

discernible signal of investor action or intent, but not necessarily verifiable, for the 

implicit promise or threat of action to be credible.

A positive relationship connecting pay and performance has been found by 

several studies, which thus rejected the extreme hypothesis of complete separation of 



ownership and control, and in so doing take issue with Berle and Means (Benston, 

1985; Coughlan & Schmidt, 1985; Murphy, 1985). Nonetheless, a study of U.S. 

executives’ pay to performance sensitivity by Jensen and Murphy (1990) considers 

salary and bonuses, equity options and the effects on pay of potential dismissal if 

earnings are at a low level. It found that a relatively high number of executive 

remunerations in the U.S. both rise and fall by approximately US$3 per US$1,000 

change in shareholders wealth. The conclusion that Jensen and Murphy arrive at is that 

this is an indication of inefficient compensation arrangements and that politically 

motivated restrictions on very high executives remuneration packages is the driving 

force. Studies spanning the U.S., Germany and Japan by Kaplan (1994a; 1994b) find 

that the pay to performance and dismissal sensitivity is similar in the three countries. 

Jensen and Murphy’s findings of the sensitivity of pay to performance may require 

considerable risk tolerance by executives as it may produce huge fluctuations in 

executive wealth. Haubrich (1994) concludes that further sensitivity may perhaps be 

inefficient for executives that are risk-averse.

However, findings in relation to incentive contracts indicate that they do not 

fully overcome the agency problem, due to various complications associated with them. 

Firstly, managers are exposed to greater firm-specific risk as exposure to the firm 

increases and optimal diversification decreases, and thus they require compensation for 

that risk (Meulbroek, 2001b, 2001a). Furthermore, there are a number of ways in which 

managers can maximise their own utility and behave opportunistically in incentive 

contracts (Garvey, Grant, & King, 1998; Noe, 1999; Shapira, 2000). Furthermore, as the 

holdings of management increase, the literature suggests that it affects the behaviour of 

management. An increase in the holdings in any one firm reduces a manager’s 

diversification and potentially increases the risk and management required return. For 

example, a clear negative link is found between derivative holdings and management 

risk-taking incentives (Rogers, 2002) and is inversely associated to the use of leverage 

(Harvey & Shrieves, 2001; Ryan & Wiggins, 2001). It is also shown to impact upon 

firms’ acquisition and divestiture propensity (Aggarwal & Samwick, 2003; Avery, 

Chevalier, & Schaefer, 1998; Sanders, 2001). The results of a study by Yermack (1997) 

imply that equity options are often used as a clandestine self-dealing mechanism, rather 

than the intended incentive instrument. He observes that managers receive allocations of 



equity options just prior to positive news announcements and wait until after negative 

announcements to receive allocations. Also implied is that self-dealing opportunities are 

a problem, particularly if the negotiation of contracts takes place with boards of 

directors that are poorly motivated, as opposed to negotiating with large investors. 

Favourable contracts can be negotiated when managers know that there is likely to be an 

increase in earnings or a rise in stock prices. Alternately, increased earnings can be 

sought by manipulating investment policy and/or accounting figures favourably.

An influential role in restraining the sensitivity of executive earnings to 

performance have almost certainly been played by legal and political factors found in 

the U.S., and which seem to be common in other countries also (Jensen & Murphy, 

1990; Shleifer & Vishny, 1988). 

Considering the opportunities for self-dealing in ambiguous and acquisitive 

incentive contracts, regulators and courts have viewed them with certain misgivings. In 

the U.S., the business judgement rule prevents the courts from getting involved in 

corporate decisions, except in the matters of executive pay and self-dealing (Shleifer & 

Vishny, 1997). Since the remuneration of managers’ is generally related to the size of 

the firm, rather than to maximising shareholder wealth, they are often reproached for 

pursing sales or for growth maximisation motives, rather than profit. In so doing, they 

engage in self-interest empires building, rather than wealth maximisation.

Thus, in conclusion, as promising as incentive contracts may appear, they do not 

fully overcome the agency problem, due to the obstacles and drawbacks associated with 

them. There are a number of ways in which managers can maximise their own utility 

and behave opportunistically, which negate the benefits of incentive contracts to some 

extent. 

3.6.2. Legal Protection

Investors provide external financing principally because they receive certain 

control rights, in relation to the assets of the firm, in exchange for their investment. 

Essentially, external financing is a contract between the firm and the financiers, whose 

rights are enforceable by the legal system. The rights are influenced by the legal system 



and are not intrinsic to the securities per se (La Porta et al., 1998). Throughout the 

world, corporate governance systems differ primarily as to the managerial legal 

obligations to financiers, and how these are interpreted and enforced by the courts 

(Shleifer & Vishny, 1997). In the 18
th 

and 19
th 

centuries, much of the development of 

corporate law in Britain, Continental Europe, and Russia, rather than focusing on 

avoidance or even empire-building, focused specifically on dealing with the problem of 

larceny by management. The legal system in numerous countries endeavours to protect 

investors from managerial diversion of company assets to themselves (Hunt, 1936; 

Owen, 1991).

Generally, legal systems around the world have a tendency to offer investors a 

somewhat restricted collection of rights (La Porta et al., 1999). Shareholders’ legal 

rights may include areas such as voting on important corporate matters like mergers, 

acquisitions and liquidations, and the election of directors who in turn have certain 

rights with regard to the management (Easterbrook & Fischel, 1983; Manne, 1965). 

Common-law countries have a propensity for considerably greater investor protection, 

for both shareholders and creditors, than do many civil-law countries (La Porta et al., 

1998). In addition, investor protection and enforcement is generally weaker in poorer 

countries (La Porta et al., 1998). Of civil-law countries, La Porta et al. (1998) found that 

the French-civil-law tradition is the weakest, whereas the German-civil-law and the 

Scandinavian countries give greater protection. Thus, the literature finds significant 

variation between countries with civil-law systems. It is also asserted that minority 

investor protection is too weak in some other countries in Europe - Italy is cited as an 

example (Bianchi, Bianco, & Enriques, 1997). 

Shareholder voting rights happen to be costly to exercise and enforce. Postal 

voting by shareholders is not permitted in many countries (La Porta et al., 1999). The 

cost of attendance at meetings thus almost certainly ensures that small investors do not 

vote. Voting rights are violated quite blatantly in countries with weaker legal systems 

(Shleifer & Vishny, 1997). Essentially courts in developed countries can be depended 

on to make certain that voting does take place (Shleifer & Vishny, 1997). However, 

managers still interfere by various means in the process of voting (Grundfest, 1990; 

Pound, 1988). Shareholder resolutions are a mechanism for disciplining management, 



but they are so uncommon that they have little effect. For example, in the six years, 

1984 to 1990, merely 0.35% of boards encountered a proxy challenge, of these only 

28% were completely successful (Grundfest, 1993).

It is quite common for managers to be required to adhere to a duty of loyalty to 

shareholders, which augments shareholder-voting rights, and obligates managers to act 

in the shareholders best interest. Albeit, some argue that managers should also have a 

duty of loyalty to their employees, creditors, community, the state and other 

stakeholders (Hopt & Teubner, 1985). In China for example, the law singles out 

directors’ duty to act honestly in the interests of the company and not use their position 

to seek personal gain (Chapter 2, 2.8.4). In most developed countries, and especially in 

OECD countries, the courts generally accept the notion of the duty of loyalty by 

managers’ to stockholders in principle, in that their investment is generally sunk – 

further investment by them will not generally be required, and thus the discipline that 

this brings does not apply. Because of this, stockholders have less protection from 

expropriation, which thus necessitates the introduction of protection to encourage their 

initial investment. For example, in the case of the self-dealing of managers, the law may 

prohibit or enforce corporate rules that forbid it (Easterbrook & Fischel, 1991). 

Restraints also stipulate that stockholders with minority holdings be treated no worse 

than insiders (Holderness & Sheehan, 1988a). Managers’ actions may also be restrained 

by legal constraints. For instance, by providing stockholders the ability to monitor and 

to prevent assets being sold at reduced prices, or alternatively, by insisting that 

management confer with the board of directors before certain important decisions are 

made (Shleifer & Vishny, 1997). Even though in most OECD countries there is an in 

principal acceptance of the duty of loyalty, court enforcement and will differs 

considerably (La Porta et al., 1999).

Law enforcement can be a substituted for weak legal rights or rules as courts 

may act to protect investors rights - “active and well-functioning courts can step in and 

rescue investors abused by the management” (La Porta et al., 1998, page 18). For 

instance, in the U.S., Japan and Germany, the law at least does protect some of the 

rights of investors and is reasonably willing to enforce these laws. Largely, law 

enforcement (as distinct from legal rights) varies considerably throughout the world. 



Enforcement in the German-civil-law and the Scandinavian systems tend to be 

unsurpassed. It is also generally robust in common-law countries. French-civil-law 

countries tend to be the weakest. Law enforcement quality has a tendency to ameliorate 

considerably as income levels rise (La Porta et al., 1999). 

As an example of enforcement in the U.S., stockholders may bring a claim 

against the corporation if management is deemed to have violated the duty of loyalty. 

Thus, the free-rider problem is circumvented by the use of class action suits. 

Nevertheless, class action suits are prohibited generally outside the U.S. and Canada 

(Romano, 1993). In the case of U.S., courts will interpose if managers issued equity to 

themselves, or if management larceny and asset diversion was involved. Nevertheless, 

intervention if there should happen to be exorbitant pay hikes is basically unlikely, 

particularly when it is in the form of complicated option contracts. Likewise, business 

decisions, even if they might be damaging to stockholders, are also not likely to be 

challenged by the courts. On the whole, the U.S. is considered reasonably firm on the 

restrictions imposed by the duty of loyalty, yet it is argued by some that it is not 

stringent enough (Bebchuk, 1985; Brudney & Chirelstein, 1978). 

Court enforcement differs considerably from country to country, but in general, 

function the best in OECD countries. In most of the remaining countries, there is weaker 

in principle acceptance of the duty of loyalty. La Porta et al. (1999) point out that to 

some extent, this is because the desire or capacity of the courts to interfere in business is 

limited. The end result being, that in many countries, investors can not necessarily be 

assured that they will get their money back through the legal protection offered. The 

situation can be quite serious in some developing countries, in particular in most non-

OECD countries, where the legal systems do not operate as well and offer investors less 

protection. Typically, the legal obligations to financiers are not well protected or 

enforced. 

Overall then, the legal system in OECD countries offers some protection to the 

rights of some investors at least. Essentially, though the legal system leaves managers 

with considerable discretion. The courts in developed countries can be counted on to 

make certain that the pertinent laws are enforced. In contrast, overall in non-OECD 

economies, the legal system provides less protection for investors. The legal protections 



to make certain that the rights of investors are upheld and that their investment is 

protected, are deficient.

3.6.3. Large Investors

In consideration of the question as to how investors can be induced to hand over 

their funds, perhaps being large enough will provide more effective control rights. If 

there are just a small number of investors whose concentration of combined ownership 

leads to a concentration of control rights such as votes, they have a collectively large 

cash flow stake. Under these conditions, they are more motivated and it is much easier 

for them to take concerted action. This is achieved with little intervention of the legal 

system. Thus, the effect is that the legal protection is leveraged up by their ownership 

concentration. Various forms of concentrated ownership will be discussed in the 

following section, for instance, large shareholders, take-overs and large creditors.

3.6 .3 .1 .  L a r g e  S h a r e h o l d e r s

Concentration of ownership, such as when one or more investors have 

substantial minority ownership holdings in the firm of 10 or 20%, is the most direct 

means of aligning control rights and cash flow rights of external investors. Considerable 

study has been conducted in free market economies as to the affect of ownership 

distribution, firm performance and valuation. The typical free-rider problem, observed 

when there is a diffusion of ownership, is alleviated because investors with substantial 

minority holdings have an added incentive to monitor management and gather 

information. In addition, in certain situations they can prevail upon management or 

possibly unseat the management by way of a proxy contest or a takeover (La Porta et 

al., 1998; Shleifer & Vishny, 1986b). Thus, a principal or large shareholder will to some 

extent internalise the benefits of monitoring management, and consequently will tend to 

curb managers ability to self-serve at the expense of shareholders (Shleifer & Vishny, 

1986b).



3.6 .3 .2 .  M a n a g e r i a l  O w n e r s h i p

Higher managerial ownership has been shown to enhance share value, ceteris 

paribus (Mehran, 1995), particularly for firms with inferior investment opportunities 

(McConnell & Servaes, 1995). Higher levels of insider ownership have also been shown 

to promote efficient voluntary liquidations (Fleming & Moon, 1995). Eventually 

however, higher managerial ownership may bring about entrenchment and the 

opportunity to pursue private benefits, and the relationship may invert. Thus, ultimately 

the influence of management ownership depends on the trade-off between the effects of 

alignment and entrenchment (Mørck et al., 1988).

Recent studies suggest that various levels of managerial ownership affect firm 

performance differently (see for example Davies, Hillier, & McColgan, 2004; Faccio & 

Lasfer, 2000; Han & Suk, 1998; Hillier & McColgan, 2003; McConnell & Servaes, 

1990; Mørck et al., 1988; Short & Keasey, 1999; Wruck, 1989). For example, Hillier 

and McColgan (2003) found that at levels up to 7% performance increased, but declined 

from 7 to 26%. From 26 to 50% performance increased once again as managerial 

objectives are influenced by market discipline. Performance then declines from 51 to 

76%. It improves thereafter, as management ownership becomes dominant, and is 

aligned to managerial and shareholder objectives. Observing these findings, it would 

lead to the proposal that insider shareholdings would be value enhancing, if the benefit 

derived from the shareholdings outweighs the benefits forgone by way of the rewards 

offered through the remuneration and privileges of the position – bonuses, perquisites 

and other benefits to be had.

3.6 .3 .3 .  Ma jor i t y  O w n e r s h i p

Majority ownership, with a 51% stake or more in the firm, essentially has 

outright control of the firm and its management. The most widespread form of majority 

ownership is either by family involvement or where the founder manages the firm 

(Denis & Denis, 1994). Aside from this, it is considerably less probable that a firm 

would be majority-controlled. Majority owners have considerable interest in the firm 

and thus have enough control over its assets to be respected, consequently they tend to 

overcome the agency problem and in so doing maximise returns (La Porta et al., 1999; 



La Porta et al., 1998). However, in contrast, majority management ownership of listed 

firms at certain levels has been shown to have a negative influence on firm 

performance. For instance, Hillier and McColgan (2003) have found that performance 

of listed firms declines when management ownership is between 51 to 76%, but 

improves after that as managerial and shareholder objectives are aligned.

Majority shareholders are not as common in the U.S. as in other parts of the 

world, most likely since financial institutions such as banks, mutual funds, insurance 

companies, are constrained by law (Roe, 1994). Empirical evidence indicates that, even 

in the US, there are concentrations of ownership, especially by families and wealthy 

investors (Demsetz & Lehn, 1985; Demsetz & Ricardo-Campbell, 1983; Eisenberg, 

1976; La Porta et al., 1999; Shleifer & Vishny, 1986a). A few hundred cases of majority 

ownership of more than 51% exist (Holderness & Sheehan, 1988a, 1988b). Firms in the 

United Kingdom, as a rule, have a widely dispersed diversified shareholder ownership 

base (Black & Coffee, 1994).

Nonetheless, in some counties, there are considerable ownership concentrations. 

A study by the European Corporate Governance Network (1997) has shown it to be 

significant in seven principally European OECD countries, namely Austria, Belgium, 

France, Germany, Italy, the Netherlands, Spain. Further evidence is provided by studies 

in countries such as France (Gedajlovic & Shapiro, 1998; OECD, 1995), Germany (see 

for example Franks, 1997), and Italy (Barca, 1996; Bianco & Casavola, 1999). 

Corporations in the other countries of the world, including most of Europe, East 

Asia, Africa and Latin America, for the most part typically have controlling owners, 

which are frequently the founders or their progeny (Shleifer & Vishny, 1997). In East 

Asia, more than half of the firms are controlled by a single shareholder (Claessens et al., 

2000b; Fan & Wong, 2002). For example, in Japan (Berglöf & Perotti, 1994; Prowse, 

1992), Taiwan (Liu, 2001) and Korea (Joh, 2003) significant ownership concentrations 

are shown to dominate. In China, ownership concentration is in the hands of the state 

(Chen, 2001; Hovey, Li, & Naughton, 2003; Liu, 2001; Xu & Wang, 1999). A study of 

developing economies also reveals a heavily concentrated ownership structure (La Porta 

et al., 1999). Hence, around the world, share holdings are heavily concentrated and a 

high proportion of controlling ownership appears to be the rule.



Furthermore, studies in various countries provide evidence that, as well as large 

corporations having large shareholders, these large shareholders play an active role in 

corporate governance. Majority shareholders in Germany are linked with enhanced 

performance and greater director turnover (Edwards & Fischer, 1994; Franks, 1997; 

Goergen, 1998; OECD, 1995). In Japan majority shareholders tend to reduce 

discretionary expenditure and poorly performing managers are more likely to be stood 

down (Kang & Shivdasani, 1995, 1999; Kaplan & Minton, 1994; Yafeh & Yosha, 

1998). U.S. research indicates that the probability of a takeover is increased with large 

external shareholders. Furthermore, in defeated takeovers of poorly performing firms, 

the turnover of managers’ increases (Denis & Serrano, 1996; Shivdasani, 1993). In the 

United Kingdom, large external shareholders are adopting an activist stance (Solomon 

& Solomon, 1999). Overall, the results back the observation that an active role is played 

by large shareholders in corporate governance.

The effectiveness of large controlling shareholders is ultimately linked to their 

ability to exercise their voting rights. Thus, their control is reliant upon the extent of 

legal protection of these rights and their ability to defend them. Given that majority 

ownership is not difficult to verify or uphold, little legal enforcement is necessary. 

However, it is more complex for large minority shareholders, because alliances with 

other investors are necessary for them to realize control. Given the need for alliances, it 

provides management the opportunity to intervene. Furthermore, legal enforcement is 

required much more to protect the rights of large minority shareholders, since there is a 

conflict between highly concentrated ownership and minority investors, which leads to 

an equity agency problem between dominant shareholders and minority shareholders 

(Denis & McConnell, 2003; La Porta et al., 1998). Thus, there is a need for a relatively 

sophisticated legal system for protection to be successful. Consequently, majority or 

outright ownership is likely to be more common in countries with weaker legal systems 

(La Porta & López de Silanes, 1999). A further complication is that generally, 

controlling shareholders do not seem to support reforms of the legal systems that might 

strengthen minority rights – typically, they lobby against it (La Porta et al., 1997). 



3.6 .3 .4 .  T a k e o v e r s

Takeovers have become important transactions for corporate control in the 

market, particularly in external market-based Anglo-US economies where it is generally 

considered that large shareholders are not as prevalent. Thus, takeovers have unfolded 

as the primary mechanism for ownership consolidation (Franks & Mayer, 1990b; Jensen 

& Ruback, 1983). The market for corporate control is a market whereby management 

vies for the rights of corporate control through takeovers (Jensen & Ruback, 1983).

Considerable evidence and supporting theory exists affirming that governance 

problems are resolved by the takeover mechanism (Manne, 1965; Manne, 1997; North, 

2001; Scharfstein, 1988). For example, typically takeovers augment the coalesced value 

of both the target and acquiring firm, indicating that returns growth is expected 

subsequent to the takeover (Jensen & Ruback, 1983). Takeover targets are frequently 

firms with poor performance (Denis & Kruse, 2000; Mørck et al., 1988; Mørck, 

Shleifer, & Vishny, 1989; Palepu, 1986) and their management is typically dismissed 

(Martin & McConnell, 1991). Furthermore, takeovers are the catalyst to the control of 

managerial discretion (Denis & Denis, 1995; Easterbrook & Fischel, 1991; Jensen, 

1993) and are capable of resolving the free cash flow problem (Jensen, 1986, 1988).

Acquired firms tend to have lower insider ownership and higher outsider 

ownership. Non-management blockholders who are represented on the board are the 

most predominant (North, 2001). A non-monotonic relationship exists between 

managerial share ownership and the tendency to overpay when acquiring other firms, as 

measured by the takeover offer premiums. At first, increased managerial ownership 

lowers the bid premium as interests are aligned, but at higher levels of ownership, this is 

more than offset by the twofold allurement of diversification and maintaining control 

(Hubbard & Palia, 1995). 

The effectiveness of takeovers as a corporate governance mechanism has been 

questioned. For instance a liquid capital market is required that provides access to 

expansive capital resources available at short notice. Severe performance failures have a 

tendency to be resolved because they are expensive in that the bidder might have to be 

compensated for the anticipated growth in returns (Grossman and Hart, 1980). 



Furthermore, agency costs can escalate when managers pursue acquisitions that yield 

private benefits of control (Shleifer and Vishny, 1988). Many countries are opposed 

politically to hostile takeovers, thus leading to very few takeovers. Politically driven 

state anti-takeover legislation in the U.S. is a factor in the cessation of the run of 

takeovers in the 1980s (Jensen, 1993).

To sum-up then, takeovers, as practised in free market economies, are quite 

exposed politically, and are a less than perfect ownership concentration mechanism. The 

takeover mechanism is regularly used to discipline poorly performing management in 

free market economies.

3.6 .3 .5 .  L a r g e  Cred i tor s

Creditors can be potentially large and quite active financiers, as in the case with 

financial institutions like banks, which can be very involved in firms in countries such 

as Germany and Japan (Aoki & Kim, 1995; Coffee, 1991). Large creditors typically 

commit sizeable investments to the firm and wish to maximise their returns, as do large 

shareholders. The consequence of the controls rights granted if firms default or infringe 

debt covenants is that creditors reap extensive cash flow rights (Smith & Warner, 1979). 

They may also be empowered to step in when the firm is making major decisions 

(Smith & Warner, 1979). To some extent, the reason is that they characteristically 

require obligors to return at frequent intervals to renew their short-term loan facilities. 

What is more, financial institutions in numerous countries hold both debt and equity of 

the companies they have an interest in (Aoki, 2000; Aoki & Kim, 1995). They often 

also secure proxy-voting rights of other investors’ equity by means of the system of 

bearer shares (Franks & Mayer, 2001). The outcome is that large creditors monitor the 

firms they have an interest in (Diamond, 1984, 1996; Kroszner & Strahan, 2001).

Unfortunately, there is a limited amount of empirical evidence from just a few 

countries on the topic. In Germany, there is patchy evidence of company performance 

improving with bank involvement (Gorton & Schmid, 2000). “Main” bank relationships 

in Japan instil management turnover in response to poor company performance (Kang & 

Shivdasani, 1995; Kaplan & Minton, 1994). In the U.S., investment banks have played a 



significant governance role, as have banks when firms face financial distress (de Long, 

1991; Gilson & Kraakman, 1993).

The legal rights pertaining to large creditors are to a large degree a determinant 

of their effectiveness. German and Japanese banks have greater powers because of their 

voting blocks, positions on boards of directors, dominant lending role, and favourable 

legal system (Coffee, 1991; McCahery, 2002; Shleifer & Vishny, 1997). There again, as 

evidenced in Italy, bank governance will almost certainly be less efficacious in 

countries where bank control is not as deeply rooted (Barca, 1996).

Edwards and Nibler (2000) contest that any advantage that the German system 

of corporate governance has is derived from high ownership concentration. This 

argument proposes that the high ownership concentration has an even greater influence 

than the banks “control of proxy votes, positions on supervisory boards, and provision 

of loan finance” (Edwards & Nibler, 2000, 237).

To conclude this section, all large investors share a requirement for at least some 

protection by a legal system. Voting rights need enforcing for large shareholders and the 

participants in takeovers and creditors need the backing of the legal system. Majority 

investors place less reliance on the courts, apart from takeovers. A heavily concentrated 

ownership structure is more common in countries with poorly informed and motivated 

courts and a less rigorous legal system. Creditors can also be large and quite active, as 

in the case banks in Germany and Japan.

3.6 .3 .6 .  T h e  Cos t s  o f  L a r g e  Inves tors

Concentrated ownership has costs as well as benefits. A significant cost is that 

large shareholders may bear excessive risk due to inadequate diversification and thus 

demand a higher rate of return (Demsetz & Lehn, 1985). They may use their voting 

power to persuade management to divert returns from minority shareholders, and in so 

doing exploit or expropriate them (Barclay & Holderness, 1989; Bergström & Rydqvist, 

1990a; Zingales, 1994). Given that concentrated ownership is so common in many 

countries, it implies that there is a greater individual cost for the large investor if control 

is relinquishing – a higher individual forfeiture than the cost of lack of diversification.



The reality that large investors represent their own interests is a fundamental 

problem. Their interests may not correspond with those of other investors, employees 

nor managers. The large investor, in exercising control rights for self-interest, in the 

process can apportion wealth in both efficient and inefficient ways. Importantly, firm-

specific investments can be distorted at the expense of other investors and employees by 

the possibility of expropriation by the large investors. 

The direct expropriation of other investors, managers and employees, when they 

give themselves preferential treatment at the cost of other investors and staff is a 

significant cost. If their control rights are substantially greater than their cash flow 

rights, it exacerbates the situation. This is possible particularly if large investors have 

superior voting rights attached to the equity they own by way of a pyramid structure. 

For instance, it is possible in a situation where there is a sizeable deviation from one-

share-one-vote (Grossman & Hart, 1988; Harris & Raviv, 1988).

Large investors have the ascendancy and a strong predilection to line their own 

pockets rather than disburse cash flows as pro rata apportionments to all investors. One 

way this is achieved is by allocating special dividends that benefit themselves. Dann and 

DeAngelo (1983) give instances of selective arrangements for large investors in the 

form of targeted share repurchases and greenmail.
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They may also exploit business 

relationships with the firms controlled by them. For instance, they may do so by trading 

with other firms owned by the large shareholder at prices that are advantageous to the 

large shareholder. Evidence of such private benefits of control obtained by large 

shareholders at the expense of minority shareholders has been found in the U.S. 

(Barclay & Holderness, 1989), in Sweden (Bergström & Rydqvist, 1990a) and in Italy 

(Zingales, 1994).

Evidence is also provided by studies that suggest that there is a large premium 

attached to shares with superior voting rights control that may come at the expense of 

minority shareholders, and thus is evidence of significant benefits of control. Voting 

premium is the lowest in Sweden, where a 6.5% in Sweden (Bergström & Rydqvist, 

1990b; Rydqvist, 1986, 1987, 1996; Rydqvist & Hogholm, 1995). Shares in the U.S. 

trade at a small premium when they have superior voting rights (DeAngelo & 
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that is not available to other shareholders.



DeAngelo, 1985; Lease, McConnell, & Mikkelson, 1983, 1984; Zingales, 1995), though 

it increases sharply when the control over firms’ is contested (Zingales, 1995). In 

contrast, causal evidence implies that Italy’s expropriation problem is greater, which is 

congruous with the far higher voting premiums found in Italy (Barca, 1996; Zingales, 

1994). A 45.5% voting premium is found in Israel (Levy, 1982) and 20% in Switzerland 

(Horner, 1988). Voting premiums are also found in South Korea (Chung & Kim, 1999). 

Thus the causal evidence implies that expropriation problems exist in these countries.

The studies of performance and ownership structure also provide a body of 

associated evidence on the potential expropriation of minority shareholders and benefits 

of control. The extent to which large shareholders impose costs on the firm by 

attempting to obtain private benefits of control will depend on how much their control 

rights diverge from their cash-flow rights. For example, there is evidence to suggest that 

there is a relationship between the largest shareholder’s cash flow, ownership and the 

firm’s profitability, as measured by their Tobin’s Qs, in that profitability initially rises, 

then falls thereafter (Mørck et al., 1988). This is consistent with the notion that 

incentives can lower agency costs. Notwithstanding, once ownership reaches a given 

concentration, almost full control is achieved and the resources, both materially and 

authoritatively, are available to utilise the firm to generate private benefits of control 

that are not enjoyed by shareholders with minority stakes. All in all, there are costs 

connected with high ownership and entrenchment, in addition to a diffuse ownership 

structure. A model has been established by Stulz (1988) and empirical work conducted 

of the inverse U-shaped association between ownership and performance (McConnell & 

Servaes, 1990; Wruck, 1989). Thus, although it is argued by Demsetz (1983) and 

Demsetz and Lehn (1985) that there should be no association between ownership 

structure and a firm performance, the evidence does not strongly authenticate their view.

There is a suggestion that Japanese and German banks gain abnormal returns 

through their control over industrial firms, thereby clearly benefiting the banks at the 

expense of other investors. For instance, banks have an informational advantage 

allowing them potentially to extract abnormal returns from investors (Rajan, 1992). In 

addition, higher average interest rates are paid by Japanese firms with main-bank 

relationships than do firms without a main-bank (Weinstein & Yafeh, 1998). Findings 



that show that Japanese firms seek to borrow in public capital markets if given the 

opportunity also support the notion that the costs associated with bank finance exceeded 

its benefits for these firms (Hoshi, 2001; Hoshi, Scharfstein, & Kashyap, 1993; 

Nakamura, 2002). On the one hand, Gorton and Schmid (2000) found that there was no 

evidence that German banks derive rent. However, Franks and Mayer (1997) cite cases 

in which German banks resisted takeovers of their customer firms, inasmuch as they 

were probably afraid of forfeiting income, or were captured by management.

Another angle of expropriation by large investors is when different classes of 

financiers have distinct cash flow claims or requirements from the firm. Because equity 

holders partake of the gains associated with risky investment projects, but have limited 

exposure to downside risk, management’s appetite for investment risk may be 

influenced (McConnell & Servaes, 1990). Thus, large equity holders may have an 

inducement to impel the firm to take on much more risk than it otherwise would. Yet, 

other investors, such as creditors, may bear all the default risk and costs (Jensen & 

Meckling, 1976). Myers (1977) finds the antipode situation holds also in that large 

creditors may shun worthwhile projects, since they face some of the costs, whilst 

shareholders enjoy the benefits. 

Large inventors may be more inclined than managers are to channel rents away 

from employees (Shleifer & Summers, 1988). The incentives of managers and 

employees may be adversely affected by the expropriation by large investors, with the 

resultant efficiency losses. This is primarily because large investors cannot promise not 

to extract rents ex post from the manager, and this adversely affects management and 

employee incentives ex ante. Large shareholders have high-powered incentives that can 

reduce a manager’s endeavour (Burkart, Gromb, & Panunzi, 1997; Cremer, 1995; 

Schmidt, 1996). The same can be said in the case of takeovers (Shleifer & Summers, 

1988) and banks (Rajan, 1992).

When the object of large investor expropriation is other investors, it leaves 

potential minority investors unprotected, and thus may cause external sources of finance 

to wither. The protection of the rights of minority investors is weak in many countries, 

although there are large investors such as families or financial institutions. This may 

explain why public equity markets in countries like Italy, Germany, and France, are 



relatively small. Notwithstanding this, Japan has a large equity market, yet weak 

protection for minority investors. The explanation may be that there is a prevalence of 

low powered incentives in large organisations or in the mechanism of implicit contracts 

or of reputations in Japan (Shleifer & Vishny, 1997).

The opposite situation is when large investors, whether they are shareholders or 

creditors, are too soft. There may be several explanations. Corporations face their own 

agency problems, which offer the first reason. A case in point is German banks, which 

all but control themselves. For example, Charkham (1995, p36) provides examples from 

recent general meetings whereby “Deutsche Bank held voting rights for 47.2% of its 

shares, Dresdner for 59.25%, and Commerzbank for 30.29%.” Harris and Raviv (1990) 

point out that as long as a firm is not likely to default, there is no incentive for banks to 

discipline managers. Indeed, there is some incentive to pander to them, in the quest for 

more business. Furthermore, given German banks’ lending power and control over 

equity votes, one might expect that they would be active in corporate governance. 

However, Edwards and Fischer (1994) suggest that this is not the case.

The second reason as to why large investors may be too soft is that unprofitable 

projects that they have invested in are sustained because continuation is preferred to 

liquidation (Dewatripont & Maskin, 1995; Gertner, Scharfstein, & Stein, 1994). The last 

reason is that a very wealthy large investor may forgo wealth maximisation and prefer 

to maximise private benefits of control. The cost of these benefits may not be 

internalised unless the investor owns the entire firm.

All of these reasons point to a distinct set of problems with large investors that 

would need to be carefully considered if this were the corporate governance strategy 

being favoured. Generally the evidence suggests that large investors fail to force 

managers to maximise returns and recompense all investors equally.

3.6.4. The Debt or Equity Consideration

Hitherto, the question as to why investors hand over their hard-earned funds to 

managers has been considered. In response, various aspects of legal protection and 

concentrated ownership in securing the safe redemption of investor’s returns have been 



contemplated. In this section, the particular contractual mechanisms employed relating 

to the agency problem is discussed with specific attention being given to debt the verses 

equity consideration.

Perhaps the most famous theoretical contributions in the field of debt theory was 

by Modigliani and Miller (1958) (hereafter M&M) who are renown for two propositions 

in particular. M&M proposition one, states that given assumptions such as perfect 

capital markets and no taxes, the value of the firm is independent of its capital structure. 

M&M proposition two considers the effect of a firm’s capital structure on the return to 

investors and finds that the expected rate of shareholders return of a leveraged firm rises 

in proportion to the debt-equity ratio. Thus, M&Ms analysis worked around the 

framework whereby debt is associated only with a particular pattern of cash flows.

A considerable amount of research has been conducted in recent years on debt 

contracts as a means of resolving agency problems. The distinguishing feature in this 

ensuing analysis is creditors’ capacity to effect control. One of the key elements of debt 

contracts is that a borrower typically covenants a range of undertakings - for instance to 

preserve the value of firm assets (Smith & Warner, 1979). 

A crucial aspect of debt is that, if contractual commitments are violated, some of 

the control rights are transferred from the borrower to the lender. Specifically, the 

lender has certain rights if the borrower defaults on payments or infringes covenant 

undertakings, such as the seizure of assets, or compels the commencement of 

bankruptcy proceedings. For example, the borrower can make off with firm proceeds, 

but the lender has the right to examine the firm’s books and seize cash if the borrower 

defaults on repayments (Gale & Hellwig, 1985; Townsend, 1979, 1982). Covenants 

effectively give this right through receivers and managers. A debt contract is the most 

favourable contract for minimising the expected costs of investigation (Gale & Hellwig, 

1985). Viswanath and Eastman (2003, page 157) found that there is an “implicit ex-post 

settlement component to debt contracts, which is enforced by the courts.” Furthermore, 

default empowers creditors to deny the management the benefits of control (Grossman 

& Hart, 1982). Debt also plays a key role in securing the payout to investors of free cash 

flows (Grossman & Hart, 1982; Jensen, 1986). 



Myers and Majluf (1984) demonstrate that external finance is costly because 

management has information that is superior. This is highly relevant though it is not 

from the context of the agency theory. They argue that the issuance of the security that 

is least price sensitive to the manager’s private information minimises the adverse 

selection problem. Whereas, debt valuation is straightforward if collateral is bountiful, 

and since equity is difficult to price without relevant information, such as asset value 

and growth prospects, highly rated debt tends to be issued before equity.

The literature following Grossman and Hart (1986) more explicitly embrace the 

incomplete contracts structure, and draw attention to the transfer of control to creditors. 

On default, the contractual framework of debt gives the creditor the right to repossess 

collateral (Hart & Moore, 1994, 1998). The models of debt of Hart and Moore (1995; 

1998) also demonstrate how debt repayments schedules are subject to what can be 

realised by creditors on gaining control. Furthermore, upon default, creditors have the 

power to prevent the firm’s involvement in the capital market, consequently thwarting 

all future financing efforts (Bolton & Scharfstein, 1996).

The costs and benefits of the debt contract is the subject of various other 

literature (in general see Diamond, 1991; Harris & Raviv, 1990; Hart & Moore, 1995, 

1998; Stulz, 1990). Specifically, Myers (1977) and Gupta (1982) found that a firm’s 

overshadowing debt may well be a real disincentive to new investment and funding, and 

that maximizing debt does not yield the maximization of firm value. The maximum firm 

value will persistently be attained in advance of the utilization of the maximum 

available debt. Subsequent studies found that the primary cost of debt is incurred when 

debt covenants prevent a firm from raising further capital, thus inhibiting a firm from 

embarking on worthwhile projects. Leverage restricts investment in firms with inferior 

prospects (Lang, Ofek, & Stulz, 1996). Alternatively, creditors may force a firms into 

inefficient liquidations which may be especially costly when alternative asset usage is 

restricted or while funds cannot be raised by the potential asset purchaser (Shleifer & 

Vishny, 1992; Williamson, 1988).

Reduced agency costs are frequently cited as a benefit of the debt contract 

(Dewatripont & Tirole, 1996). For instance, the prevention of managers from making 

negative net present value project investments or insisting that management divest 



assets that would have higher value if utilised optimally in alternative deployment. 

Baker and Wruck (1989) found that the demands of maintaining a high debt ratio 

produced improved firm performance. A model presented by Dewatripont and Tirole 

(1994) developed the optimal amount of debt whereby a demanding negotiating position 

by a debtor after default deters ex ante managerial shrinkage. Thus, tough short-term 

debt holders should have control during bad states in particularly (Berglöf & von 

Thadden, 1994; Douglas, 2002).

Debt, rather than equity, is generally considered as offering superior protection 

to outside investors, as creditors’ rights are clearer and violations can be more easily 

borne out in the courts (Roberts & Viscione, 1984; Viswanath & Eastman, 2003). 

Nevertheless, the relative powers of debt and equity is cast in a new light when large 

investors are studied. Particularly, a comparison of what debt and equity typically 

affords by way of ease of ownership concentration and legal protection. 

Bank lending is the foremost manner of lending worldwide. Being large 

investors, at a borrowers default, or even before so, banks typically gain numerous 

control rights in the firm. The main-bank, for instance, at default frequently can take 

control of the firm’s bank account, thus gaining substantial control over the firm with 

little court involvement. Direct equity ownership and a monopoly over any future credit 

extended, augments this control (OECD, 1995). On the contrary, Mayer (1990) finds 

that more widespread use of syndicated bank lending or public debt, wherein creditors 

are somewhat dispersed is used by firms in the U.S., Canada, and Britain.

Debt does not need to be concentrated to provide effective legal protection, as 

does equity. The firm has a legal obligation to creditors singularly, thus a lone creditor 

can initiate legal proceedings on default. Evidently, once one creditor instigates action, 

the rest promptly follow suit to ensure that the first creditor has no chance to seize a 

disproportionate share of the assets, their action being also backed by the courts. 

Actually, bankruptcy protection is given theoretical justification due to this ability of 

creditors to instigate unilateral action. When debt is dispersed and a borrower defaults, 

renegotiating with a large number of creditors is far more taxing than otherwise. Indeed, 

the borrower might be compelled to go into bankruptcy (Bolton & Scharfstein, 1996; 

Gertner & Scharfstein, 1991). Given that renegotiation with a bank may be easier, and 



the mediation difficulties and power of dispersed creditors, combined may account for 

public debt’s lack of use of as a financing instrument. Bank debt is more commonly 

used, even in the few developed countries where public debt is available (Mayer, 1990).

On the other hand, individual shareholders do not have a claim on payouts in 

return for their investment, though dividends may be received at the discretion of the 

directors. They do not have claim to specific firm assets, as do creditors, nor a right to 

extract the collateral.
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Neither do they have a final date of liquidation and the 

distribution of proceeds. Theoretically, they may not receive anything back (Shleifer & 

Vishny, 1997).

Characteristically, the primary right that holders of equity have is the right to 

vote for the directors. This is in addition to some limited legal protection. Albeit, even 

the right to vote is not universal as multiple classes of common stock in many countries 

allow equity holders with superior voting rights to get proportionately more votes than 

the equity held, to the detriment of equity holders with inferior voting rights (La Porta et 

al., 1998). Unless voting rights are concentrated, they are of limited value as the voting 

mechanism restricts shareholders gaining control unless there is concerted action by a 

considerable number of shareholders collectively. There is little incentive for small 

shareholders to even become conversant with how to vote. Furthermore, utilising the 

proxy mechanism is complex and costly, as a large group of shareholders need to be 

communicated with and convinced (Dodd & Warner, 1983).

On the contrary, concentrated votes are tremendously valuable, given that those 

who control the amassed votes are capable of making almost all corporate decisions, 

whether amassed by a large equity block or a takeover. In this regard, concentrated 

equity holdings are more influential than concentrated debt. Votes attached to individual 

shares are valuable to those wanting to control the firm and minority shareholders 

protection assures some flow on of the minority benefits, overall enhancing the value in 

individual shares (Grossman & Hart, 1988; Harris & Raviv, 1988).

Agency-theoretical models of dividends point to the capacity to gain dividend 

payouts from management as stemming from the voting power of equity and minority 

11 

Mutual funds are frequently considered an exception, in that individual equity holders can compel a 

liquidation of their pro rata assets share and a repayment of its value .



shareholders legal protection. Equity and debt similarly rely on the control rights of the 

financiers to secure payouts from managers. In the instance of equity, control rights are 

the voting rights (Easterbrook, 1984). Furthermore, managers pay dividends to hold off 

the sabre-rattling of shareholders that threaten to elect to terminate management or 

liquidate the firm (Fluck, 1998; Myers, 1998). However, merely 0.35% of boards 

encountered a proxy challenge in the six years, 1984 - 1990, of these only 28% were 

completely successful (Grundfest, 1993). Whilst such governance related resolutions 

had a tendency to target poorly performing firms in the period 1986-90, there is little 

evidence that they led to higher stock prices (Karpoff, Malatesta, & Walkling, 1996).

The free rider problem is not addressed expressly in these models. Shareholders 

being many, small and dispersed thus have difficulty organising themselves to pose a 

threat to the management. Challenges are so uncommon that they scarcely have any 

effect. For example, in total, less than a disheartening one tenth of one percent are 

rewarded with complete success (Grundfest, 1993). However, equity ownership 

concentration, or in any event, the potentiality of such a concentration, must be 

meaningful in getting firms to payout dividends.

It is a wonder that firms succeed in issuing equity of any reasonable quantities at 

all, given the impotence of control rights outside of concentration. This is one of the 

fundamental incomprehensibilities of equity agreements. The most appropriate 

financing instrument is equity if the enforceability of debt contracts is bounded, in 

particular when credit cannot be pledged against collateral security, nor the obligations 

of debt repayments maintained with current cash flows. Firms with intangible assets, or 

few assets, such as new firms, are frequently financed with equity as their assets have 

limited material value. If such firms choose debt finance, from the outset they are 

usually required to hand over almost full control to the lenders. If firm value is 

predominantly based on its growth prospects, and the bank is disinterested in the growth 

upside and will not accept equity against the debt claim. It poses quite a quandary in 

that the impetus for the firm to liquidate becomes skewed (Dewatripont & Tirole, 1994; 

Diamond, 1991; Hart & Moore, 1995). Typically, the ownership structure of firms 

facing the dilemma is highly concentrated, with equity holdings by both the 

entrepreneur and a venture capitalist, which avoids giving control to the banks. 



Providing minority rights are respected, this may then lead to dispersed external equity 

ownership. Firms in rapidly growing economies, plus young or growing firms, typically 

use equity financing. On the other hand, mature firms, those in mature economies 

(Mayer, 1990; Singh, 1995), and OECD and U.S. firms with tangible assets (Rajan & 

Zingales, 1995; Titman & Wessels, 1988), tend to more often use bank finance as an 

external source of funds. Even if they are developing quickly, the situation in countries 

that have little protection of minority investors is particularly problematic for firms 

wishing to raise equity finance as evidenced by Singh (1995). A plausible rationale is 

that the expectation of impending access to the capital market and reputational sway 

encourage proper conduct during a period of energetic economic development, until the 

necessary legal protections and institutions are established (Gomes, 2000). 

In summary, in this section, the contractual mechanisms employed relating to 

the agency problem was discussed. Special attention was paid to debt versus equity 

consideration. Under the Anglo-US model, firms depend on investors’ legal protection, 

whereas legal protections are relied on less in most of Europe and Japan and as there is 

a greater reliance on large investors and banks. Legal protection is also weak to non-

existent in most other countries throughout the world, thus large investors are relied on. 

Debt contracts may be beneficial in that a borrower typically covenants a range of 

undertakings, for instance to preserve the value of firm assets. Some of the control 

rights are transferred from the borrower to the lender when these commitments are 

violated, and thus act as a disciplinary measure. Furthermore, debt financing is not as 

sensitive to agency problems for a variety of reasons, primarily to do with monitoring 

and cash flows, as outlined above. However, high levels of debt can restrain growth by 

reducing the take-up of good projects. The circumstances in countries that have little 

protection of minority investors are particularly problematic for firms wishing to raise 

equity finance, consequently debt is often sought to sustain growth. Therefore, the 

question of whether debt or equity is better remains, especially in that large shareholders 

that are also aligned with agency problem reduction, enter the equation also. Various 

aspects of legal protection and concentrated ownership in securing the safe redemption 

of investor’s returns have been contemplated in the sections above. The study indicates 

that legal protection and private concentrated ownership are fundamental to functional 

corporate governance systems.



3.6.5. Alternative Views

To complete the discussion and analysis of the theory of the firm, there are at 

least two alternative views to consider that may have consequential relevance to the 

study. Firstly, transaction cost economics and secondly the contracting literature.

3.6 .5 .1 .  T r a n s a c t i o n  C o s t  E c o n o m i c s

An alternative view to that of the principal/agency notion, was offered by the 

classic 1937 paper of Ronald Coase, “The Nature of the Firm.” In it, he poses the 

question as to why firms exist at all, with, “well might we ask, why is there any 

organisation?” (Coase, 1937: p333). In short, the answer is that firms exist when they 

are more efficient than the open market or other producers in the markets. Coase (1937: 

p333) contends that these “are alternative methods of coordinating production.” In the 

market “price movements direct production,” these are coordinated by means of an 

elaborate framework of exchange transactions (Coase, 1937: p333). Alternatively, 

inside the organisation market transactions are dispensed with and the “entrepreneur-co-

ordinator, who directs production,” thus supplants the market structure by taking “the 

place of the price mechanism in the direction of resources” (Coase 1937, pp333, 335). 

Accordingly, within the theory of the firm, the established model is that corporations are 

organisations bound by a confluence or nexus of contracts that exist in order to 

minimise transaction costs in pursuance of the goal of maximising shareholder wealth. 

Inasmuch as markets were generally considered the prominent mechanism by which 

coordination was accomplished, on the contrary, Coase asserts that markets are 

recurrently replaced by firms in this capacity. 

Essentially, it was the transaction costs that induced the firm to look within, or 

that drove the firm to seek other organisations in the market place that could produce 

more cost effectively. Dahlman (1979: 148) provides a laconic definition of transaction 

costs, describing them as “search and information costs, bargaining and decision costs, 

policing and enforcement costs.” One could say that these transaction costs are the 

administrative, legal and other costs entailed in negotiating and ratifying contracts. For 

Coase’s theory to be effective, it would require low transaction costs and well-defined 



property rights over the good or service. When these circumstances are met, there will 

be an incentive for an efficient outcome to be arranged through the process by the 

parties (Cinar, 1999). 

Williamson (1985) advanced the theory by applying transaction and information 

costs in explaining organisational structure and the subsequent choice between markets 

and organisations, in that certain transactions can be managed by organisations more 

efficiently than the markets. It follows that the sole requirement is that transactions 

which are framed in the bounds of an organisation are more cost-effective than those 

that are not. Thus, the fundamental premise is that more efficient organisational 

structures displace those that are less efficient. 

Transaction cost economics examines the economic organisation through a 

microanalytical approach that highlights the efforts of the firm in minimising the cost of 

its transactions (Williamson, 1985). A focal point of transaction cost economics has 

been on the existence of behavioural uncertainty. This is especially so when combined 

with contracting that creates unnecessary complexity and costliness in the writing of 

contracts due to heightened misgivings in relation to appropriation. 

3.6 .5 .2 .  C o n t r a c t i n g  a n d  Assoc ia t ed  L i t e ra ture

The question then arises, could contracting managers specifically to take 

decisions that build shareholder wealth and avert the agency problem be the answer? As 

a result of shareholders bearing the residual risk within the firm, shareholders rights are 

effectively poorly defined contractually. Notionally, management opportunism could be 

circumvented by complete and explicit contracts being written between shareholders 

and management. As all future contingencies are difficult to predict, complete and 

explicit contracts are technically extremely difficult and enormously expensive 

(Grossman & Hart, 1986). Optimal incentive mechanisms may be a possible choice, but, 

as discussed later, are not entirely feasible either. Consequently, contracts remain 

implicit and residual rights of control are inevitably designated to managers. 

Accordingly, fiduciary principles and corporate governance systems are necessary to 

minimise the consequence of contractual incompleteness and inadequacies (Scott, 

1999).



The theoretical perspective of the contractual view of the firm was born out of 

the work by Coase (1937), Jensen and Meckling (1976), and Fama and Jensen (1983b; 

1983a). Accordingly, in theory, management opportunism could be circumvented by 

complete and explicit contracts being written between shareholders and management. 

However, the literature on the theory of incomplete contracting emphasises that 

contracts alone are incapable of resolving agency problems. The theoretical perspective 

was born out of the work by Coase (1937), Jensen and Meckling (1976), and Fama and 

Jensen (1983b; 1983a) who stressed the advantage of ‘control’ in response to situations 

in which there are difficulties in writing or enforcing complete contracts. The allocation 

of the negotiating power is a matter that the theory of the firm ought to give some 

explanation to and it could well be allied to the allocations of residual control rights. 

Grossman and Hart (1986) further developed their work by espousing the theory that all 

encompassing contracts would be extremely costly, consequently resulting in 

incomplete contracts. They call attention to the evidence that contractual rights can be 

both specific and residual rights.

In principle, investors and managers form an agreement in which the 

relationship and expectations of each party is expressed. How the manager invests the 

capital, is specified in general terms, as is an understanding as to how the returns are 

divided between the parties. In a model world, a complete contract would be drawn-up 

specifying precisely what is expected of the agent manager, together with how capital is 

invested and returns are distributed.

The problem with this notion is that, occurrences of unexpected events are 

certainly quite likely. Therefore, it is not practical to provide for every possible 

happening contractually and not all possible future contingencies can be covered 

contractually. Thus, contracts that are complete in every detail and cover every loophole 

are fundamentally impracticable. In view of these difficulties, the parties are allocated 

residual control rights. That is, rights that enable decisions to be made when unforeseen 

circumstances arise that were unanticipated in the contract (Grossman & Hart, 1986; 

Hart, 1995; Hart & Moore, 1990).

There are two further complications. In the first instance, of necessity, contracts 

are required to be unambiguous and not open for interpretation if the courts are to be 



involved in any enforcement necessary (Vekas, 1996; Williamson, 1985). Secondly, 

when shareholders are small and widely dispersed, they may be too poorly informed to 

bring to bear the control rights that they in reality possess (Hart, 2001).

The efficient apportionment of residual control rights is dealt with by ownership 

theory. If shareholders wanted to be a part of the decision making process they face two 

primary difficulties: Firstly, they may not be qualified and secondly they may not be 

sufficiently informed to make decisions. On the other hand, the manager is hired as a 

management professional with the necessary expertise to make the appropriate 

decisions, and with the confidence that they have access to the relevant information. 

Thus, managers are allocated substantial residual control rights. Nevertheless, in an 

attempt to provide some protection to the shareholder the contract generally does 

stipulate discretionary limits. To a large extent, corporate governance is the means by 

which these discretionary limits are dealt with.

The apportionment of residual control rights may sway management incentives 

to structure investments to maximise outcomes. Hart (1995) contends that the more the 

physical assets held by an individual, the greater the protection generated for the 

investments in human capital if failures transpire. If returns on investments are 

negatively affected, it has an effect on investment decisions, which then negatively 

affect returns. In the workplace, access to particular assets is necessary to carry out 

one’s duties. If access is denied, productivity of human capital declines. Thus, when 

access to the necessary physical assets can be deprived, the tendency will be to under-

invest. In turn, if this then reduces efficiency, the assets should be held by the entity or 

individual. Thus, the pros and cons of vertical integration, in contrast to independent 

ownership, are represented along with who should be in possession of the physical 

assets.

Given an instance where a transaction is made between two individuals in which 

there is no influence by declining incentives, efficiency would induce the individuals to 

make investments in relationship-specific human capital. Presuming that ex post returns 

are divided evenly, the tendency will be for the participants to under-invest, conditional 

on, and in proportion to their bargaining power. In turn, bargaining power is primarily 

determined by the opportunities that exist for participants’ outside the firm. Explicitly, 



trading failure is governed by the options that are available to the participants. 

Incentives for investment in relationship-specific human capital are augmented, as 

protection increases (Hart, 1995).

As previously discussed, firms are a nexus of contracts. They oversee 

“transactions” or exchanges between participants. Coase, (1937) describes the firm as 

an economic organisation in which transactions are organised and are thus patterned in a 

hierarchical form, which is relatively efficient. Conversely, transactions also take place 

in markets outside the firm without management to oversee the exchanges, which often 

is not as efficient (Williamson, 1975, 1985). The primary premise is that firms pervade 

economies for the very reason that they can frequently negotiate and implement more 

efficiently than do markets. By this means, they decrease the costs of negotiation, 

implementation and the enforcement of terms and conditions (Coase, 1937). 

Uncertainty regarding the outlook of the future business environment, makes 

contracting that might accommodate every possible scenario, prohibitively expensive, 

thus many contracts remain essentially incomplete. This is especially so when 

transactions have peripheral economic consequences, for instance, when the firm’s 

assets cannot be broken up, or the firm cannot be altered by changing or adding assets, 

or by firm-specific investment involving sunk costs (Alchian & Demsetz, 1972; Coase, 

1937; Grossman & Hart, 1986; Hart & Moore, 1990; Klein, 1983; Klein, Crawford, & 

Alchian, 1978; Teece, 1980; Williamson, 1975, 1979, 1985).

Centralised hierarchical organisations, in which the group is ranked in 

accordance with status, capacity or suchlike, permit better adaptability and 

accommodation between autonomous parties than does contracting. Efficiency factors 

frequently necessitate variations in the allocation of proceeds within a trading 

relationship when there is change in the trading environment. Accordingly, adaptability 

is of considerable consequence. If worse comes to the worst and a dispute arises, 

hierarchical organisations are able to apply an arbitrary order or decree to resolve 

trading disputes. Conversely, when disputes arise in market contracts, such 

organisational fiat is not accessible. When variations are required, a hierarchy tends to 

accommodate adaptation in a more cooperative environment and thus tends to be more 

cost efficient than if the transaction transpires via contracts between autonomous parties 



(Williamson, 1975, 1985). Generally, cases concerning parties from the same firm are 

not considered by the courts but are given over to arbitration. In this way, the legal 

system supports the exercising of organisational fiat (Williamson, 1991). Quite the 

reverse applies in contracting in that a contractual partner will quite possibly use the 

legal system to settle a dispute or even for “opportunistic” behaviour, such as to obstruct 

or delay to take advantage of any circumstance of possible benefit (Klein, 1983; Klein 

et al., 1978). 

To complicate matters further, individual investors face the free-rider problem 

(Shleifer & Vishny, 1986b, 1997). That is to say, other investors may potentially take 

advantage of the efforts of any one investor to gain additional information or bring 

control rights to bear. Furthermore, individual investors often find it tedious to become 

informed regarding the firms’ they have invested in, or to take part in corporate 

governance, especially considering the possibility of free-riders. As a result, managers 

effective control rights are much more extensive than would otherwise be the case; 

hence, they have much broader discretionary limits.

In summary, because shareholders bear the residual risk within the firm, their 

rights are in effect poorly defined contractually. Accordingly, theoretically management 

opportunism could be circumvented by complete and explicit contracts being written 

between shareholders and management, as discussed in the following section. However, 

the literature on the theory of incomplete contracting emphasises that contracts alone are 

incapable of resolving agency problems, as not all potential contingencies can possibly 

be addressed in contracts (Grossman & Hart, 1986). The theoretical perspective was 

born out of the work by Coase (1937), Jensen and Meckling (1976), and Fama and 

Jensen (1983b; 1983a). Consequently, at this juncture, there is no solution in the 

contracting literature that completely alleviates the agency problem for the diversified 

small shareholder.

3.6.6. Reputation and Optimism

The decision as to what is done with the capital that investors provide is at the 

discretion of managers, as indicated by both the theory and the evidence considered in 

previous sections. Frequently, this discretion extends to the point of managers being 



able to expropriate much of the capital.  Once financiers have invested their funds they 

are technically not needed any further, particularly by the managers. For example, they 

do not provide expertise as managers do, and they are not required to provide any 

special ability to serve the company. Yet, external finance sources are generally a vital 

part of free market economies, despite the existence of these complexities.  This then 

urges the question: why do investors hand over their hard-earned funds to managers at 

all? This is the focal issue of corporate governance. 

Accordingly, there are two possibilities as this complexity is examined, the 

suggestion that firms and managers have reputations to protect and that investors are 

somewhat gullible and easy to fleece. The shared component of both of these is that 

investors contribute funds anticipating that they will gain sometime in the future. 

Further, that they have no control rights in return for their contributed funds. 

Firstly, a widespread argument as to why agreements are delivered on, even 

though they are not obligatory, is the reputational affect argument (for instance see 

Gomes, 2000; Kreps, 1996). The logic is that managers wish to raise funds in the capital 

market in the future, so consequently provide returns to investors. The purpose is to 

engender a reputation as being a good risk for investment and thus induce investors to 

provide funds in the future (Bulow & Rogoff, 1989; Eaton & Gersovitz, 1981). For 

example, reputation building by settling their short-term loans quickly (Diamond, 1989, 

1991, 1996), and paying dividends in a bid to engender a reputation as being a good risk 

(Gomes, 2000).

However, there is one problem with the reputation models. That is if in the 

future, or in a changed environment, the costs associated with funding undertakings 

pledged to investors outstrips the managerial benefits of raising the funds, management 

are likely to default on meeting those commitments (Bulow & Rogoff, 1989). As a 

consequence, the reputational rapport encounters a backward recursion obstruction 

(Shleifer & Vishny, 1997). Further to the notion of reputation comes the action of 

creditors intended to preclude managers from striping assets off from the firm. This is 

likely to work in tandem with reputation (Diamond, 1989).

Excessive investor optimism is the basis of another theory as to why investors 

entrust their funds to firms yet have no control rights (de Long et al., 1989, 1990). Often 



investors rely predominantly on short-run capital gains. Having become somewhat 

enthused about a firm, they do not carefully consider the risks. A somewhat extreme 

example of this scenario is a ponzi scheme, whereby funds raised externally by the 

promoter, are not used for project investment, but are used to provide returns for other 

investors and thus give the appearance of superior returns. Pyramid structures are also a 

relatively common phenomena in attracting external finance without effective 

governance (Kindleberger, 1991; Kindleberger, 2000; Wolfenzon, 1999). To illustrate, 

the U.S. railroads were essentially built using pyramid schemes. La Porta et al. (1999, 

p471), Claessens et al. (2000b) and Fan and Wong (2002) documented pyramid 

structures as characterizing many corporations undeveloped capital markets and in East 

Asia. Pyramids are also reported to be a common occurrence in Italy (Barca, 1996; 

Bianchi et al., 1997; Volpin, 2002). In some of these case investors may not be gullible, 

but simply may not have other investment opportunities available to them.

Investment in the East Asian economies, which were growing briskly before the 

Asian financial crisis, was at least partly based on the optimistic outlook of investors 

and their expectation regarding the appreciation of short-run capital gains (Ahn, 2001; 

Barth & Xin, 1999; Bowe & Domuta, 2001). The underlying weaknesses of 

mechanisms that are unable to compel managers to repay investors were disregarded 

(Lemmon & Lins, 2001).

Other instances are investors who systematically overvalued the high yield 

bonds used to fund U.S. takeovers during the late 1980s (Kaplan & Stein, 1993). 

Furthermore, equity issues in initial or secondary offerings are systematically 

overvalued (Aggarwal, Krigman, & Womack, 2002; Brennan & Franks, 1997; How & 

Low, 1993; Loughran & Ritter, 1995; Pagano, Panetta, & Zingales, 1998; Ritter, 1991; 

Taylor & Whittred, 1998; Teoh, Welch, & Wong, 1998).  

Nonetheless, although managerial discretion does extend to the point where 

expropriation occurs, it is limited as investors generally are not prepared to hand over 

their hard-earned funds to managers for completely worthless securities.



3.6.7. Section Conclusion

In summary, this section has discussed agency theory and the agency problem. If 

shareholders are so widely dispersed and have such small shareholdings in the firm, 

how can they adequately keep a check on management actions? Thus, managers find 

themselves with considerable discretionary control over the funds that shareholders 

invest. The problem is that the manager/agent does not always act in shareholders best 

interest and may engage in opportunistic behaviour. Thus, the theory of the firm leads to 

the notion of the separation of ownership and control and related complexities – the 

primary consideration being the principal-agent problem and its associated costs. A 

most important point of consideration and discussion is minimising the agency problem 

and costs. If the agency problem is so widespread, and management discretion provides 

a means for opportunistic behaviour, are there other solutions? Unfortunately there is no 

quick fix to the agency problem for the diversified small shareholder. Potential ways of 

resolving or at least managing the problem are considered in the following section.

3.7. How are the Problems Associated with Corporate Governance 

Best Managed

In countries applying the Anglo-US model, investors depend on legal protection, 

particularly on the rights of minority investors, and characteristically there are not as 

many large investors under this framework. There is a greater reliance on large investors 

and banks in most of Europe and Japan, and thus elaborate legal protections are relied 

on less. However, Japan and Germany do have legal protection of minority investors 

and concentrated ownership. Nevertheless, legal protection of minority investors is 

considerably weaker to non-existent in many countries throughout the world, where 

ownership is typically heavily concentrated in families, with few large outside investors 

(La Porta et al., 1999). La Porta et al. (2000) argue that legal distinctions provide a 

better perception of corporate governance models and reform than do the typical 

comparisons between bank and market-centred financial systems.



Not forgetting that research reveals that globally most firms have a dominant 

owner, even listed firms (La Porta et al., 1999). Furthermore, this dominant owner is 

frequently involved in the firm management. Most occurrences see a family or the state 

holding the dominant stake (La Porta et al., 1999). Continental Europe often has a 

strong pattern of this nature, but in developing countries, it is even more prominent. 

Occasionally, but infrequently, a bank plays this role, particularly in Germany and other 

parts of Europe (see section 3.9.1.3). Ownership structures in economies in transition 

are still not well established, many being in a state of flux. Moreover, even in 

economies that embraced mass privatization through voucher systems early on, widely 

held firms are a rarity (Barca & Becht, 1999; Berglöf & von Thadden, 2000; La Porta et 

al., 1999). 

This section discusses the options that are available in the consideration as to 

which arrangement may be the best, given that corporate governance mechanisms vary 

considerably around the world.

3.7.1. Legal Protection and Large Investors

The preceding investigation leads to the conclusion that both legal protection 

and private concentrated ownership are determined to be fundamental to commendable 

corporate governance systems. They are mutually important to the protection of 

inventors and enhancing firm value as discussed in this section.

Studies in various countries provide evidence that large shareholders play an 

active role in corporate governance (see for example Denis & Serrano, 1996; Edwards 

& Fischer, 1994; Goergen, 1998; Kang & Shivdasani, 1999; Solomon & Solomon, 

1999; Yafeh & Yosha, 1998). As high levels of management ownership may lead to 

entrenchment (Claessens et al., 2000b; Jung & Kwon, 2002), large investors are 

important, as they tend to constrain management to distribute the profits. This is 

particularly so in unstable legal environments such as in transition economies, 

blockholders are an important means of monitoring management and improving 

performance (Agrawal & Mandelker, 1990; Demsetz & Lehn, 1985; Shleifer & Vishny, 

1986a; Shleifer & Vishny, 1996; Zeckhauser & Pound, 1990). 



Nevertheless, large investors require protection of their fundamental legal rights 

including such areas as voting rights, the right to extract collateral and to exert their 

power upon management. On the other hand, small investors also require legal 

protection if they are to be attracted to equity financing, predominantly to safeguard 

against expropriation by managers and large investors. Legal protection and large 

investors are complementary in an effective corporate governance system particularly in 

Germany, Japan and the Anglo-US market-based system. In each of these, corporate 

governance relies on a combination of some form of concentrated ownership and legal 

protection of investors (Denis & McConnell, 2003; Shleifer & Vishny, 1997). 

Investors’ legal protection in most of the developing and transitional economies 

does not have the same substance owing to poor legislation or on account of these laws 

not being enforced (La Porta et al., 1999). Consequently, firms typically remain family-

controlled and, have difficulty raising external funds - using mostly internal finance to 

fund investment (Mayer, 1990). However, strong family ownership often leads to 

expropriation of minority investors (Claessens et al., 2000b; Faccio, Lang, & Young, 

2001), frequently using pyramid structures (Barca, 1996; Claessens et al., 2000b; 

Hwang & Seo, 2000). Thus overall, it is difficult to confidently judge whether the costs 

outweigh the benefits, as little study has been carried out other than through the market-

based view of corporate governance based on common law systems, and others such 

Germany and Japan. In general however, it is concluded that the necessary legal 

protections are deficient and concentrated ownership is relied on more heavily, as 

insider financing is predominant (Edwards & Nibler, 2000).

In conclusion, previous sections indicate that legal protection and private 

concentrated ownership are fundamental to functional corporate governance systems. In 

this section, it was found that a combination of a legal system that protects investor 

rights and large investors is most common in developed countries. In other countries, 

corporate governance is less effective, as the legal protections necessary to protect 

minority investors are poor and ownership concentration is more heavily depended on, 

as insider financing is the principal form of financing.



3.7.2. What Kind of Large Investors and at What Level?

If legal protection and private concentrated ownership are the basis for a better 

corporate governance systems, it bodes the question as to what kind of large investor is 

best. Many comparisons of the Anglo-US, German and Japanese systems converge on 

the best type of large investors. In other words, takeovers compared with large 

shareholders and creditors. Currently, the research that is available does not provide a 

definitive conclusion (Berglöf & von Thadden, 2000; Shleifer & Vishny, 1997).

Literature thus far would suggest that there is a possibility that the level of 

ownership or concentration may also be important, as varying levels have been shown 

to provide differing firm performance or on takeover activity (Banerjee, Leleux, & 

Vermaelen, 1997; Claessens & Djankov, 1999b; Lange & Sharpe, 1995; Shivdasani, 

1993; Williamson, 1985). For example, impact on overcoming agency costs varies, but 

concentrated ownership does not overcome the problem and is associated with low 

earnings informativeness (Fan & Wong, 2002).

In considering the process of development of governance in transitional and 

developing economies in general, there does not appear to be evidence to suggest that 

either significant investor legal protection or takeovers are conceivably going to be 

central components. Eastern Europe is leaning towards insider dominated corporate 

governance with little or no external finance, thus are moving toward strong 

involvement by bank and large shareholders. For instance, in the Czech Republic, large 

shareholders, by way of mutual funds that are often bank-controlled, play a key role 

(Lastovica, Marcincin, & Mejstrik, 1995; van Wijnbergen & Marcincin, 1995).

3.7.3. International Investors

Of interest in the considerations of this study is the influence of foreign direct 

investors and portfolio investment on corporate governance. In general terms, 

international investors can and do provide a valuable monitoring function (Naughton & 

Hovey, 2002a; Razin, Sadka, & Yuen, 1999) and improved corporate governance 

(Cornelius & Kogut, 2003; Robertson, Gilley, & Street, 2003; Stulz, 1999b). As 



discussed in this section, they are also significant in their role of influencing the 

restructuring of firms. They are of benefit also as a source of substantial capital and are 

found to help reduce volatility and provide risk sharing between markets.

For example, in a study of Central European firms, Meyer (2000) suggests that 

international investors had a positive influence on the corporate governance of the firms 

in which they invested. Khanna and Palepu (2000b) found that foreign institutional 

investors perform an effective monitoring role, particularly as emerging markets enter 

the global economy. Rojec (2001) found that foreign investors played an important role 

in the restructuring of firms in central and eastern Europe. International involvement in 

capital markets also provides economic benefits by means of risk sharing between 

domestic and foreign participants (Henry, 2000). Furthermore, allowing foreign equity 

investors helps reduce volatility (Mullin, 1993). Research by Stulz (1996; 1999b; 

1999a) and others has found that opening an economy to portfolio flows reduces the 

cost of capital, without affecting its stock markets adversely. Portfolio flows, such as 

these, do not increase equity return volatility, or destabilise equity markets (Stulz, 

1999a).

A significant positive aspect is that international involvement in the capital 

markets is an effective means to overcome capital shortages (WIDER, 1990). 

International investors provide developing and transitional economies with much 

needed capital, and they have been at the core of the success of much of the 

development of Asian economies, many of which have experienced unprecedented 

growth in the last decades. These investors have a tendency to be foreign financial 

institutions, with a long history of worthwhile foreign investments, which are well 

resourced by them. Typically, they are foreign investment banks, mutual funds, hedge 

funds or pension funds (Stulz, 1999a). 

However, it is feared by some that international investors play a destabilizing 

role in weaker economies. The technical argument against foreign investors is based on 

the potential for large inflows of portfolio investment to have a destabilising effect on 

the economy, particularly the potential adverse effect on inflation and an appreciation of 

the exchange rate. An additional concern is that foreign portfolio funds are fickle. 

Sudden large-scale negative flows can exacerbate systemic risk, that is the potential 



destabilisation of the financial system and spill over into the real sector of the economy. 

However, though these arguments sound feasible, generally there has been little 

empirical support for any of these concerns (Kim & Singal, 1993; Kim & Singal, 2000a, 

2000b; Singal, 2004). For instance, the study of the case in South Korea by Choe, Kho 

and Stulz (1999) found that international investors did not have a destabilizing effect on 

the security markets.

Nevertheless, there are some negative effects on countries that open up to 

foreign investors that need to be carefully managed. The primary negatives are firstly, 

restrictions on policy autonomy. In particular, policies that impact upon currency, 

political and inflation risk are effected (Grabel, 1996). Secondly, when investors wish to 

sanction firms, they do so through the portfolio reallocation mechanism (Frieden, 1991, 

1999; Rowland, 1999). The result is that, portfolio investment flight has the potential to 

increase the susceptibility of the economy to risk, financial volatility and crisis (Hasan, 

2002). However, in the case of Malaysia for example, Rasiah (1998) argues that the 

primary cause during the Asian financial crisis of 1997 and 1998 was “confidence 

wrecking policy statements” which had a negative bearing on the perceptions in the 

market. Furthermore, it is found that, when faced with economic downturns, 

international debt has a more harmful affect on the economy than does international 

portfolio investment (Errunza, 1979; Gram, 2002).

Thus in conclusion, international investors overall have some strong positive 

influences on an economy. They have a positive bearing on corporate governance since 

they provide a valuable monitoring function. They are of benefit in that they positively 

influence the restructuring of firms. They are a source of substantial capital and are also 

found to help reduce volatility and provide risk sharing between markets. However, 

there are some negative affects such as restrictions on policy autonomy particularly 

regarding currency, political risk and inflation. Secondly, there is the risk of 

international investors applying portfolio reallocation mechanism to sanction firms 

(Frieden, 1991, 1999). All the same, encouraging international investors has been at the 

core of the success of the development of many Asian economies that have experienced 

unprecedented growth. However, the literature provides no indication as to whether 

international investors provide strong protection for minority investors.



3.8. The Effectiveness of Boards of Directors

The interests’ of shareholders are not always well represented by directors, 

despite the members of the board having actually been voted in by the shareholders 

themselves. The effectiveness of boards of directors is not always evident, and is a 

question that has proven to be controversial in a number of countries (Denis & 

McConnell, 2003; Shleifer & Vishny, 1997).

Hermalin and Weisbach (2003) summarise the findings based on U.S. evidence 

in relation to the characteristics of boards of directors. Their review indicates that the 

size of the board is negatively related to firm performance and to decision-making 

quality. A greater percentage of external directors typically provide better decisions 

pertaining to executive compensation, CEO turnover, acquisitions and similar decisions. 

However, external directors are not found to produce superior firm performance. A 

change in board membership is often associated with changes in ownership structure, 

CEO turnover, and poor firm performance.

Significant differences can be found in the structure of corporate boards across 

countries. Even with those countries that have developed economies, differences can be 

found, from insider-dominated boards in Japan, to the mixed boards typical of the 

Anglo-US model, to Rhineland forms of two-tier supervisory and management boards 

(Charkham, 1995). However, there is little evidence that on is more effective than the 

other is either with regard to firm performance or regarding the protection of minority 

investors. 

The systematic evidence that is available regarding board effectiveness is not 

consistent. Weisbach (1988) asserts that the boards of the U.S. on occasions discharge 

top managers after poor performance especially, and this is more likely with outside 

dominated board of directors. Nevertheless, generally boards do not actually act until a 

legitimate performance disaster occurs (Warner, Watts, & Wruck, 1988). Both Mace 

(1971; 1972) and Jensen (1993) argue resolutely that in the U.S, corporate boards are 

captured by the management. In addition, Kaplan (1994a; 1994b) presents evidence 



relating to Japan and Germany, indicating that, except under extreme circumstance, 

boards are quite passive. 

Board size and the independence of the members of the board are two of the 

main characteristics that are prominent in the literature. The argument is that smaller 

boards are more effective. For instance, Yermack (1996) found that firms that have a 

small board have higher market valuations (also see de Haene, de Vuyst, & Ooghe, 

2001; Eisenberg, Sundgren, & Wells, 1998; Ho & Williams, 2003; Huther, 1997). There 

are many studies considering outside directors’ and their ability to monitor management 

more effectively, which improves firm performance (see for example Agrawal & 

Knoeber, 1996; Byrd & Hickman, 1992; Dahya, McConnell, & Travlos, 2002; Hermalin 

& Weisbach, 1988; Lee, Rosenstein, & Wyatt, 1999; Monks, 2001; Peng, Buck, & 

Filatotchev, 2003; Rosenstein & Wyatt, 1990, 1997; Weisbach, 1988). However, the 

effectiveness of boards is negatively affected by their tendency to be passive, as well on 

the dependence by the directors on information and reports that are provided directly by 

the CEO. The directors typically do not hold large shareholdings and thus lack of 

exposure to share returns, which subsequently enables CEOs to extract excessive 

compensation (Bebchuk & Fried, 2003). The agency problem is not restrained when 

there is a lack of independent directors and when CEO duality exists, which negatively 

influences the performance of the firm (Cotter, Shivdasani, & Zenner, 1997; Denis & 

McConnell, 2003; Hermalin & Weisbach, 1991; Hermalin & Weisbach, 2003; 

Yermack, 1996). The ownership structure has a bearing on agency costs and impacts 

upon firm performance also, particularly as it relates to insider and blockholder 

ownership (Craswell, Taylor, & Saywell, 1997; Davies et al., 2004; Faccio & Lasfer, 

2000; Hillier & McColgan, 2003; McConnell & Servaes, 1990; Mørck et al., 1988; 

Short & Keasey, 1999; Wruck, 1989).

The literature suggest three primary aspects that significantly contribute to board 

effectiveness overall. Firstly, for boards to be effective they are required to monitor 

management (Byrd & Hickman, 1992; Hossain, Prevost, & Rao, 2001; Suchard, Singh, 

& Barr, 2001; Weisbach, 1988) as per the agency theory (Grossman & Hart, 1980; 

Jensen & Meckling, 1976; Ross, 1973). Secondly, they need to offer expertise and 

advice as per the stewardship theory (Sundaramurthy & Lewis, 2003). There is some 



suggestion that strategic management and a clear strategic focus are significant factors 

as well (Dalton et al., 1999; Heracleous, 2001). Finally, board members often offer 

linkages and networks to external resources (George, Wood, & Khan, 2001). 

When firms operate in countries with higher corruption levels, then their 

politically connections become more important (Agrawal & Knoeber, 2001). For 

example, politically connected firms enjoy lower taxation, greater market share, and 

have higher leverage (Faccio, 2003). However, politically connected firm’s 

performances are lower when measured applying an accounting basis (Faccio, 2003). 

Thus, political connects are an important consideration also. 

In conclusion, there are a number of aspects to the effectiveness of boards found 

to be of consequence in this brief review. Their ability to monitor management is 

important and the research indicates that to do this effectively a sufficient number of 

independent directors are required, primarily external directors. It has been found that 

large boards of directors are considered less effective than smaller boards. Directors 

also need to offer expertise and advice, have a clear strategic focus, and offer linkages 

to external resources. 

3.9. Descriptive Studies That Identify Competing Models

There is a range of corporate governance models that have gained predominance 

globally. Firstly in this section, the evolution of governance systems is discussed. The 

predominant models of corporate governance - the Anglo-US model, the Japanese 

model, and the German model - are then considered. After which, corporate governance 

in China is reviewed. From this analysis, the question as to which approach or what 

aspects should be considered in the restructure and reform of China’s corporate sector 

the best. The final sections cover a comparison of the models that have interested China.



3.9.1. Developed Country Models of Corporate Governance 

3.9 .1 .1 .  T h e  A n g l o - U S  M o d e l  o f  C o r p o r a t e  G o v e r n a n c e

In Chapter 1 (1.1.1), the Anglo-US model of corporate governance was defined 

and discussed to introduce the topic. It is now revisited in greater detail for the purpose 

of the comparison with other models. A market-based Anglo-US perspective of 

corporate governance is typically the dominant model in common-law countries (La 

Porta et al., 1998). It is perceived to be essentially to do with the relationship between 

shareholders and management, though this is not without debate (Milhaupt, 1998). A 

narrower view of corporate governance from a purely external market-based Anglo-US 

perspective, is defined by Shleifer Vishny (1997), as the means by which the financiers 

of a corporation give themselves surety of realising a reasonable return on their 

investment. The shareholders’ role in governance is to appoint the directors and the 

auditors and to satisfy themselves that an appropriate governance structure is in place, 

which will at least protect their investment and preferably maximise their wealth. 

Primarily corporate governance is viewed as the relationship between shareholders, as 

the sole owners of a firm, and managers. Historically, the Anglo-US model considers 

that the firm’s shareholders are the sole owners, whereas creditors are not owners. 

A key feature of the Anglo-US form of corporate governance is the operation of 

a market-based economic system. The market-based financial system facilitates the 

mechanism for entrepreneurs to utilise the securities markets to raise capital quickly. 

The system provides the means wherewith inefficient institutions can be quickly 

supplanted or taken over by operators that are more efficient. Capital can be raised 

promptly to merge or acquire a business, or go into competition against inefficient 

operators. Thus, when firms compete in the market, theoretically the consequence is that 

the firms improve to become more efficient, or those that are able to conduct business 

more efficiently replace them (Roe, 1997). Thus, in theory, the competitive pressures 

improve efficiency and in so doing influence organisational structures.

The Anglo-US market model is characterised by an external market-based 

system of corporate governance that incorporates a capital market, and is primarily 



centred on a uni-dimensional relationship, between the firm’s shareholders and its 

management (Milhaupt, 1998). It places a considerable degree of control in the hands of 

the CEO (Denis & McConnell, 2003). This gives reason to the notion of external market 

forces being a significant disciplinary factor in management control. This is essentially 

achieved via market competition for not only the firm’s capital requirements, but also 

corporate control, human capital, and products (the product and factor markets). To 

alleviate the problem of information asymmetry between management and the capital 

market, and to further permit competition, monitoring in the Anglo-US market system 

of corporate governance requires transparency and information disclosure (Rubach & 

Sebora, 1998).

The separation of ownership and control, that characterises the modern 

Anglo-US corporation, creates potential conflicts of interests between managers and 

shareholders. The corporate governance system that helps resolve such conflicts 

consists of the internal control system, the external market for corporate control and the 

discipline of the product and factor markets. The primary functions of the board of 

directors are to monitor managerial actions, assist management by providing advice and 

veto any management decisions that will be harmful to shareholders. The board is 

responsible for setting goals, evaluating management performance in achieving these 

goals, compensating management for their performance and promptly removing poorly 

performing managers. Monitoring of the board of directors is external, through the 

operations of financial markets, and ultimately through the market for corporate control. 

The market system combined with an active board is demonstrated to be a relatively 

effective instrument to reduce agency costs. They coalesce to reduce agency costs 

through effective monitoring. In recent years, the U.S. has seen an upsurge in active 

boards as a result of market pressures namely the growing prominence, and influence of 

the growth of institutional investment, takeover activity, through the ex-post 

adjudication of the judiciary, and finally through the adversity of negative media reports 

directed at the management of poorly performing companies (MacAvoy & Millstein, 

1999). 

A concern of some who take an opposing view with regard to the Anglo-US 

form of corporate governance is that, whilst it does promote the firm’s adaptive 



efficiency, it disregards other significant stakeholders (Milhaupt, 1998). A further 

critique of the Anglo-US model corporate governance is that it serves to facilitate an 

investment fraternity culture of putting disproportionate prominence on the 

corporation’s short-term performance (Franks, 1997).

The model of corporate governance typically adopted in the Anglo-US corporate 

world is depicted by a board of directors who represent the shareholders, with the 

primary objective being to maximise shareholder wealth and an influential chief 

executive officer (CEO) who looks after the day-to-day operations of the firm. The role 

of the directors is primarily twofold. In the first instance, the role is to protect the 

investment of the shareholders, by monitoring and overseeing the management on 

behalf of the shareholders. Secondly, their role is to advise the CEO, particularly with 

regard to strategic matters (Monks, 2001; Salmon, 2000). The responsibilities of the 

board are to set objectives, appraise the CEO’s performance, oversee compensation, and 

appoint and, if necessary, terminate the appointment of the CEO. This aspect can 

become adversarial during times of poor performance, when the CEO must be 

confronted with the poor results (Kaplan, 1994a). The role of the board is also to 

provide advice to the CEO with regard to marketing, supplier dealings, technology and 

approaches to political networks or constituencies. The board’s responsibilities revolve 

around strategic direction, such as setting goals, evaluating management performance in 

attaining these goals, management compensation relating to their performance, and 

promptly removing managers whose performance is inadequate. Sometimes, the 

oversight and advisory roles are in reality contradictory responsibilities (Kaplan, 1994). 

Voting power concentration in the U.S. and the United Kingdom generally are 

transitory in nature (Becht & Roell, 1999). For example, Goergen and Renneboog 

(1999), highlight the case in U.K. whereby show-of-hands voting at annual general 

meetings is often customary, rather than being proportionate to share ownership as in 

one-share-one-hand. Becht (1999) asserts that if the consequence of this was able to be 

quantified in the research, it might be determined that substantial voting power is 

controlled by boards under Anglo-US corporate governance mechanisms. This is in 

contrast to the German model of corporate governance, whereby generally voting power 



concentration tends to be more stable in that it is not transitory (Becht & Roell, 1999), 

as discussed in section 3.9.1.3.

In summary, the driving force of the Anglo-US model is the external market 

system, and its ability to tap the large resource of capital made available through the 

free capital market. It also acts as one of the disciplining agents of management and is 

thus a controlling factor to minimise agency costs. The chief purpose of the board of 

directors is to monitor managerial actions, support management by providing advice and 

sanction management decisions that may be damaging to shareholders. This is the 

second primary disciplining agent of management and the claimed advantage of the 

Anglo-US model.

3.9 .1 .2 .  T h e  J a p a n e s e  M o d e l  o f  C o r p o r a t e  G o v e r n a n c e

The Japanese model of corporate governance is distinct from the Anglo-US 

market-based approach in a number of ways. Firstly, there are varied and distinctive 

styles of firms in Japan. Dewenter and Warther (1998) list three: keiretsu firms, 

independent firms and hybrid firms. Of these, Keiretsu firms have the greatest impact. 

The Keiretsu, being a structure of interlocking business and financial networks 

and relationships within the Japanese business community, is a paradigm that is deeply 

rooted in Japanese culture. The Keiretsu can be characterised by “intragroup trade and 

a capital structure with elaborate cross-holdings of debt and equity. There is also a 

strong domination for the group’s main bank in corporate holdings of debt and equity” 

(Berglöf & Perotti, 1994, p260). Having been cemented by cross-ownership of company 

stockholders and by corporate group or keiretsu arrangements, companies owe 

dedication and respect and are compliant to each other (Kaplan, 1995a; Montagu-Smith, 

1997). 

Keiretsu-member inter-relationships are found to have a bearing on the 

performance of the member firms. The findings of Guo, Keown, and Sen (2001) suggest 

that keiretsu relationships tend to contain investment in poor projects or unsatisfactory 

business units. Kato’s (1997) findings suggest that CEOs of keiretsu-member firms in 

Japan are rewarded for capital investment projects and consequently the growth of the 

firm. The mechanisms of disciplinary governance is traditionally carried out by the 



keiretsu network (Kaplan, 1995a; Montagu-Smith, 1997), rather than by market forces. 

This leads to another significant difference, which is the general lack of consideration of 

shareholder interests, particularly that of shareholder wealth (Kaplan, 1995a; Wakasugi, 

1998). Thus, minority shareholders have traditionally been a weak source of discipline 

on corporate management in Japan. 

Characteristically within the keiretsu relationships, firms have a close 

relationship with a single bank – the firm’s “main” bank. The main-bank backs the firm 

with a considerable proportion of the firm’s financial requirements and generally takes 

an equity stake in the firm, plays a part in its management, and organises a rescue 

package when a firm faces financial distress. Nevertheless, the main-bank relationship is 

informal and is not a legally binding arrangement (Aoki & Kim, 1995 ; Kim & 

Limpaphayom, 1998). Aoki (1990) and Aoki et al. (1995) suggest that the main-bank 

acts as a passive participant until a firm becomes financially distressed. 

Kim and Limpaphayom (1998) propose that there is a two-tier corporate 

governance mechanism present in Japan in which financial institutions and business 

corporations in the financial keiretsu networks play an important role. For example, 

when financial difficulties or distress is encountered by keiretsu firms, financial 

institutions reduce the leverage of firm. Thus, the responsibility for ensuring that firms 

are well managed and in good health rests with the financial institutions.

However, recent developments suggest that the process of change has at least 

commenced (Naughton & Hovey, 2002a). For example, the recent foreign participation 

in the Japanese motor industry.

In conclusion, there are three primary distinctive types of firms in Japan – the 

keiretsu, independent and hybrid firms. The keiretsu firms are the most prominent and 

well studied, and have the greatest impact. Main-bank relationships are also a 

distinguishing feature. Thus, there are interlocking links between keiretsu member firms 

and with their main-banks which provides a considerable level of allegiance and support 

between each other. Another distinguishing feature is the exceptional homogeneity of 

typical Japanese boards. All in all, corporate Japan is considered to have a relatively 

closed approach to corporate governance.



3.9 .1 .3 .  T h e  G e r m a n  M o d e l  o f  C o r p o r a t e  G o v e r n a n c e

The German model of corporate governance is generally characterised by 

codetermination, a two-tier board mechanism and bank control through equity holdings 

and voting rights. 

The two-tier board system is a mechanism in which responsibilities are split 

between the management or executive board and the supervisory board. Under this 

system, the management board runs the company and the supervisory board monitors 

their performance. The supervisory board is divided into capital representatives who act 

on behalf of the shareholders and creditors, and the labour delegates who look after the 

interests of the employees. Between a third and half of the supervisory board are elected 

by the corporation’s employees, providing a relatively strong sense of codetermination. 

Essentially, the supervisory board’s role is to monitor the performance of the 

management board that runs the enterprise (Charles, 1994). 

The dual board structure also shields management from the threat of hostile 

takeovers (Rubach & Sebora, 1998). This highlights the inside nature of governance 

systems as a central characteristic of German enterprises (the Aktiengesellschaften). 

Macey and Miller (1997), assert that fixed claimants almost completely dominated the 

management board. Company performance is monitored by the ‘stakeholders’ such as 

banks, and carry sway through participation in supervisory boards and who have an 

enduring relationship with the firm (Jorgen, 1995). They are involved in influential 

facets of the decision-making process, and can initiate internal steps to change 

management decisions if dissatisfied. 

Of importance also are other companies, and strong individual and family 

ownership found in German firms. Franks and Mayer (2001) studied the ownership 

patterns of firms in Germany, and find high levels of concentration which are 

predominantly linked to other companies and families, in addition to complex pyramids 

structures. Of the 98 corporations studied by Edwards and Weichenrieder (2004), in 39 

cases the largest shareholder was an individual or family, 26 were held by a non-bank 

enterprise, banks held 13 firms, 12 by foreign firms, and 8 by public sector body’s.



German banks play a significant role in the provision of external financing to 

corporations, even more so than do the Japanese “main” banks (Coffee, 1991). German 

banking power is derived from the right of German banks to hold corporate equity, and 

they are thereby frequently depository holders of stock on behalf of public stockholders 

by means of the system of bearer shares. This then permits them to cast the proxy votes 

of the deposited shares. Furthermore, the banks derive power through the right to vote 

the shares held by mutual funds. As a consequence, German banks control large voting 

blocks of stock, though they hold a comparatively small proportion of equity at 

approximately 6% on average (Franks, 1997; Macey & Miller, 1997; Rubach & Sebora, 

1998). This leads to an immovable hold on the corporations by the banks (Rubach and 

Sebora, 1998). The majority bank control escalates the probability that decisions will be 

taken that do not maximize shareholder value (Boehmer, 2000; Elston & Goldberg, 

2003; Januszewski, Koke, & Winter, 2002). 

The discipline of the market is severely restrained by the German system 

(Franks & Mayer, 1998) which indicates that the management of firms in Germany 

continue with lacklustre performance somewhat unchallenged, especially if there is a 

strong and comfortable relationship between management and the monitoring bank 

(Franks & Mayer, 1990a, 1996, 1998). 

Although, on the one hand the German model has had much acclaim, 

particularly in its ability to monitor management and stability, there are reservations as 

to its success in identifying and dealing with management that is under performing 

(Charles, 1994). The system has also been criticised as being less efficient than others 

(Arndt & Christine, 1998). 

In sum, the German model has a two-tier, codetermination structure of corporate 

governance, with stakeholders playing a significant role and banks being in a powerful 

position with large blocks of voting shares, positions on boards and the provision of 

extended financing. Although the German system offers stability, it does so at the cost 

of efficiency and performance.



3.9.2. Alternative Models of Corporate Governance 

The models adopted by both South Korea and Czech Republic have been upheld 

as possible approaches to privatisation for China. For this reason they are discussed in 

this section.

3.9 .2 .1 .  T h e  A p p r o a c h  in  S o u t h  K o r e a

China has reportedly considered the chaebol model of corporate governance 

adopted in the South Korean economy (Claessens et al., 2000b; Economist, 1997; 

Harvie & Naughton, 2000). China’s interest in the model at the time of setting the 

objectives for this study is the reason for singling out the South Korean model for 

specific review. Consequently, the development of South Korea, the model applied and 

the structure of corporate governance is discussed in this section.

South Korea experienced healthy economic growth from the early 1960s, chiefly 

driven by the development of export-oriented industries fostered by strong government 

support (Graham, 2003). Historically the chaebol model, which developed in South 

Korea, could be described as a “state directed capitalist model” which was applied to 

structure the economy particularly during the 1950s-70s (Cargill & Parker, 2002; FEER, 

1995). The approach revolved around forming strong industry groups. The firms were 

rewarded with government assistance and favours if they operated in those industries 

favoured by the government and if the firms “performed” well by meeting the targets 

for production and export. These chaebol received considerable government backing by 

various government initiatives, and corporate debt and dividend policies through 

political affiliation and bank ownership. These institutional arrangements encouraged 

debt financing (Bongini, Ferri, & Hahm, 2000; Gul & Kealey, 1999; Lee, 1998; Lee, 

Lee, & Lee, 2000). Firms that did not “comply” were not “rewarded.” Oligopolistic 

cartels formed and in time became huge family owned conglomerates known as the 

chaebol (Kirk, 1999; Shin, 2002). 

During the developmental stage of the South Korean economy, the chaebol 

system served it relatively well (Kim & Hahn, 1989). Initially the model appeared 

robust, but started to reveal its limitations around the early 1990s in particular (Hwang 

& Seo, 2000). The pyramid control structure ultimately became a hindrance to 



performance especially as the firms relied heavily on debt. This and had other major 

weaknesses were exposed as a consequence of the 1997-98 Asian financial crisis (Lee et 

al., 2000). Up until that time, the chaebol firms were more efficient than the non-

chaebol firms (Lee, Ryu, & Yoon, 2003). However, since the late 1980s, their relative 

advantage in terms of productive efficiency has fallen away. Accordingly, the chaebol 

model is considered to lack long-term sustainability.

Since the Asian financial crisis, the chaebol are being restructured, many with 

foreign investment (Naughton & Hovey, 2002a). As a consequence, the reform of 

corporate governance in South Korea is in progress. However, the families that are 

heavily involved in the chaebol and enjoy the benefits of control are unlikely to 

willingly relinquish their power. Bankruptcy, acquisition and mergers have been the 

means of bringing about the required reforms (Campbell & Keys, 2002).  

The lessons to be learned from the South Korean model is that it suffers from a 

lack of transparency and did not distribute wealth equitably as the structure that 

developed was an insider family based system. Foreign investment was not encouraged 

in South Korea, whereas, other economies such as Hong Kong (Naughton & Hovey, 

2002b), were benefiting from direct foreign investment. As such, the approach did not 

achieve transparency, disclosure or a fair and equitable distribution of wealth. 

The approach of rewarding enterprises that apply desired strategic direction and 

achieve good performance could be further adopted in China. For example, during the 

transition of larger SOEs, only those that make significant changes to management and 

introduce reforms to implement best practice in corporate governance, market 

orientation and other reforms outlined above would receive any assistance and 

managerial incentives. Whilst lacking in transparency and market mechanisms, the 

approach has been a means of rapid economic growth and has addressed serious social 

concerns such as unemployment and poverty reduction. It primarily achieved this in the 

initial stages of development.

3.9 .2 .2 .  T h e  C z e c h  M o d e l  o f  C o r p o r a t e  G o v e r n a n c e

Prior to regained independence in 1993 the economy of the Czech Republic was 

almost entirely centrally planned under Communism (Leff, 1996). Independence and the 



end of communism compelled a rapid transition towards a market economy. A “mass 

privatization” program was launched. The scheme used vouchers to transfer SOEs to 

private ownership by issuing a considerable amount of joint-stock company shares 

through voucher auctions in which citizens participated directly or through financial 

intermediaries. In the Czech privatization auction, vouchers were distributed to citizens 

who then bid for shares in companies being privatized, resulting in a substantial 

reduction in state ownership. Equity of the privatization scheme was the primary 

concern (Aggarwal & Harper, 2000). 

The Czech Republic has been celebrated as the way forward for transitional 

economies (Claessens, 1997). In theory, the “Czech Miracle” has look promising with 

little inflation, low unemployment and a growing economy. GDP growth was running at 

2.2% in 2002, which is above EU average of 1.0%, and is expected to continue above 

the EU average (Access, 2002). 

The mass-privatization program in the Czech Republic has been hailed as one of 

the largest and most successful experiments in ownership transformation in transition 

economies and thus the model could be considered as a way forward for China. The 

Czech scheme used vouchers to transfer state-owned enterprises (SOEs) to private 

ownership, and was interwoven with, and facilitated by, the establishment of associated 

financial institutions such as investment funds, unit trusts and the Prague Stock 

Exchange (PSE). The banks played an active part, in addition to being partially 

privatized in the scheme. A majority of the eligible populace embraced the opportunity 

and actively participated (Claessens & Djankov, 1999b; Hashi, 1997, 1998), though in 

the end, the actual take-up was not as high as had been anticipated (Claessens & 

Djankov, 1999b).

Adult citizens could purchase a package of vouchers worth 1,000 points, for a 

nominal 20-25% of the average monthly wage. They could then bid for the equity offer 

using these points. Once bidding was completed, equity was exchanged for points. At 

that time, the PSE started trading the stock on the secondary market. Alternatively, 

participants could offer their points to investment funds, which applied these points to 

acquire equity via the bidding process. Many participants did take advantage of this 

scheme. Around 550 investment privatization funds (IPFs) made their debut. Domestic 



banks sponsored most funds - several banks started more than one. Notwithstanding, 

foreign banks, corporations and individuals also sponsored some funds. Instituting a 

fund necessitated the inception of a management firm that administered the fund. Most 

were joint stock companies, whilst some were either open-end or closed-end trusts. IPFs 

conducted active marketing campaigns, hence in the first wave 72% and in the second, 

64% of individuals’ points were offered to them. Bank-sponsored funds secured the 

largest share - around 44% of individuals’ points or 67% of points attained by all funds 

(Claessens et al., 1999; Hashi, 1997).

The process of privatization was designed to achieve the greatest possible price 

discovery. Relevant information on each firm was provided for participants prior to the 

commencement of the auction process involving five sequential bidding rounds with 

limits on the sale of each firm in successive cycles (Claessens et al., 1997).

In conclusion, the approach taken by the Czech Republic is for equity reasons 

deserving of some consideration for transitional economies such as China, despite the 

difficulties that it has faced and criticisms of the approach. If a voucher system can 

accomplish concentrated ownership and superior performance, further consideration as 

to its usefulness should be contemplated. However, there are a number aspects that have 

not worked well in the Czech Republic. Ultimately, it did not achieve its objectives 

well. It would require revision, redaction and careful management if the approach were 

adopted.

3.9 .2 .3 .  Trans i t i on  E c o n o m i e s

In this section, the literature regarding some of the developing, emerging and 

transitional economies is reviewed. Although corporate governance has been a central 

issue in developed economies for some time, in most transitional and developing 

economies, corporate governance has only come to the forefront in the last five years, 

and not without controversy. There is a growing body of studies conducted in 

transitional economies, though it is still fragmented (Neumann & Egan, 1999) and 

insufficient to draw general or specific conclusions. Guiding principals regarding 

corporate finance are being developed by countries and stock exchanges alike, along 



with the release of the OECD’s guidelines - OECD Principles of Corporate 

Governance, April 1999.  

The central corporate governance question in the literature to date has focused 

on the weak, dispersed shareholders and self-interested management. Whereas in 

reality, La Porta et al. (1999) and Barca and Becht (1999) have shown that the widely 

held firm is not the norm globally. Furthermore, an assumption that firms operate under 

a functioning civil or common-law justice system is not the case in many transitional 

economies either (Berglöf & von Thadden, 2000). Therefore, many findings from 

developed countries should not be considered conclusive since the institutional, political 

and economic environment, and other players inside and outside the firm, have not been 

taken into account. This is a major consideration especially for transitional economies 

wishing to contemplate alternative models.  

It has been found that more concentrated ownership structures are required by 

countries that have little shareholder protection since large positions are maintained by 

original owners and entrepreneurs when little outsider protection is available (Shleifer 

& Vishny, 1997). Ownership restructuring has been embraced as the fundamental initial 

face of reforms taking place in Russia and Eastern Europe. The two predominant forms 

of ownership in transitional economies are family and state. Family ownership is not 

widely studied at all, whereas state ownership has been studied, but predominantly in 

relation to privatization (see for example Barberis et al., 1996; Bortolotti et al., 2002; 

Eckel, Eckel, & Singal, 1997; La Porta et al., 1999; Martin & Parker, 1995; Ramamurti, 

1997).

Outside of market economies, most firms are not listed and many corporations 

have a controlling owner who is actively involved in management (Claessens et al., 

2000b; La Porta et al., 1999). It follows then, that the family owned firm has a different 

set of corporate governance problems, namely that there is no outside interest in the 

firm and so, for example, the owner-manager can sometimes fail to recognise business 

opportunities or threats. When the firm decides to raise funds outside the family, the 

lack of links to the capital market may make outsiders reluctant to buy assets of which 

they have little control and knowledge. 



Also common in transitional economies are business groups (Granovetter, 1994; 

Khanna & Palepu, 2000a; Khanna & Rivkin, 1999), which typically have cross-

ownership, are often dominated by a controlling family who have good government 

contacts. Fisman (1998) presents the case of controlling families in Indonesia, Khanna 

and Rivkin (1999) South Korea and Bhagwati (1993) in India. Due to the influence of 

large family owners, crony capitalism can occur when there are strong links between 

business and government (Bhagwati, 1993). This leads to unfair competition and also 

affects corporate governance, as it is a major hindrance to outside investors. On the 

other hand, in countries with large numbers of business groups such as India, Indonesia 

and Taiwan, group membership is found to have a positive impact on firm profitability 

(Khanna & Rivkin, 1999). Nevertheless, another four countries studied, namely Brazil, 

Chile, South Korea and Thailand, experienced little impact (Khanna & Palepu, 2000b). 

Therefore, according to these studies, although business groups often have a lack of 

outside accountability and have insider dominance, the shareholders do not seem to be 

severely adversely affected. 

More generally, the problem of corporate governance in transitional economies 

could thus be seen as an equilibrium problem. Without small investors and organised 

markets, such mechanisms as business groups fill the role. However, substitutes such as 

business groups can prevent market-based corporate shareholdings and capital markets 

development. Thus, the allocative role played by stock markets is to some extent limited 

throughout the various stages of development.

Firms and business groups in transitional economies are likely to use internal 

funds prior to the use of external sources. The risk premium of external funds is often 

high due to weaknesses in investor protection, enforcement and transparency (Fama & 

French, 1989; Stulz, 1999b). As a result, firms will likely use internal funds prior to the 

use of external sources. However, a reliance on internal finance can restrict firm growth 

if the firm is starved of capital to fund expansion (Perotti & Gelfer, 2001). By 

redirecting resources among the various firms in the group, business groups can lessen 

the liquidity constraint for firms, especially if the group includes a bank (Blanchard & 

Kremer, 1997; Perotti & Gelfer, 2001). In transitional economies, bank debt is 

commonly used to nourish growth. These channels could be harmed if legal reform is 



implemented without being replaced with new channels, which can lead to a major 

problem in transitional economies (Blanchard & Kremer, 1997).

Common characteristics that most transitional economies have include a large 

former SOE sector that requires restructuring, along with a need for new enterprises in 

the service sector and in other underdeveloped sectors (Berglöf & von Thadden, 2000). 

In addition, there is often a lack of well functioning institutions, such as financial 

institutions or capital markets, along with a dysfunctional legal system, all of which 

typically require rebuilding (Berglöf & von Thadden, 2000). Inflexible procedures and 

limited enforcement powers can thwart investors from bringing lawsuits and there is 

often great investor uncertainty. The Russian legal system is an example. It was limited 

and inflexible, and required upgrading, as well as adherence to better self-enforcement 

(Hay & Shleifer, 1998). Improved investor protection is likely to be crucial in most 

transitional economies (La Porta et al., 1998). 

Transitional economies typically face the problem of soft budget constraints. In 

many cases, this problem stems from formerly state-owned enterprises that are loosing 

money but are still relying on the government for refinancing (Berglöf & Roland, 1998; 

Schaffer, 1998). Soft budget constraints can reduce the effectiveness of the banking 

sector, as the requirement for external finance is lessened (Hovey & Naughton, 2000). 

As a result, inefficient governance structures remain the same, with no pressure to 

change. Tougher budget constraints induce investment decisions that are more likely to 

be commercially viable. Thus, withdrawing soft budgets is fundamental to improving 

allocational efficiency within the economy and in improving the performance of SOEs.

Transitional economies are found to have relatively high levels of ownership 

concentration as a means of overcoming weak investor protection (La Porta et al., 

1999). Ownership concentration, as well as poor investor protection, impairs the 

liquidity of equity markets. The lack of liquidity in corporate control markets is a 

fundamental problem in many transitional economies, and initial ownership and control 

structures become chaotic (EBRD, 1996). Firms wishing to raise equity finance may 

face problems in countries that have little protection for minority investors, even if those 

countries are developing quickly (Singh, 1995). One explanation is that, during a period 

of energetic economic development, proper conduct is fostered through the prospect of 



impending entrance to the capital market, along with the influence of management 

reputation considerations, until the necessary legal protections and institutions are in 

place (Gomes, 2000). Thus, during the economic development period, investors depend 

on the concerns managers have for their reputation. Subsequently, in the longer run, 

when the need for capital markets is reduced, legal protection is relied on. Nevertheless, 

rates of return can exceeded insiders’ rates of appropriation in fast growing economies 

such as Korea (Shleifer & Vishny, 1997). Another plausible explanation, though, is 

speculative bubbles and investor over-optimism as was witnessed in East Asia prior to 

the financial crisis (Hovey & Naughton, 2000). Overall, the available evidence does 

satisfactorily address the question of external equity capital funding in economies with 

only minimal investor legal protection. 

Tough budget constraints must be combined with steps to improve the legal 

system, reduce corruption, and a commitment to strengthen investor protection. With 

improved investor protection, outside capital can be encouraged, and improved 

restructuring then follows. Further more, the EBRD Transition Report (1996) finds that 

investors are crucial in bringing about active and deep restructuring as a whole. 

Dewatripont and Roland (1997) suggest that law enforcement and government support 

for economic reforms are central issues in a large number of countries. 

In conclusion of this section then, the focus of much of the research thus far has 

been on the small outside investor and not on other participants inside and outside the 

firm. To assist economies in transition in their policy decisions regarding corporate 

governance, the market-based approach should be broadened to address the problem of 

owner-controlled firms and large blockholders. A larger number of different 

stakeholders and outside constraints, along with a country’s legal and political system 

should also be included. The interaction between corporate governance and the political 

and legal system should be expanded to include problems that transitional economies 

face. This would provide a far better understanding of transitional economies and assist 

them in their policy decisions. As discussed in a previous section (3.7.3), a significant 

influence of many economies that have seen outstanding growth has been that they have 

encouraged international investors. 



3.9 .2 .4 .  T h e  R o l e  o f  S ta te  O w n e r s h i p

State ownership around the world was very common in many countries post-

war. In their study of corporate ownership around the world, La Porta et al. (1999) 

found that state ownership was second only to family ownership of large firms globally. 

Applying criteria whereby ownership of greater than 20% is considered to have 

effective control of the firm, they found that in their sample of large traded firms in the 

richest countries globally, 18% of firms were state-controlled. They also found that 

widely held firms amounted to 36%, 30% were family-controlled, and residual 

categories amounted to 15%. 

A breakdown of this shows that in Austria 70% were state-controlled, 45% in 

Singapore and in Israel and Italy state-control amounted to 40%. Whereas, China has 

83.8% state-control, which would be one of the highest levels of state control 

worldwide. Applying similar criteria whereby state ownership of greater than 25%
12 

is 

considered to have effective control of the firm, 83.8% of listed firms in China are state 

controlled (see Chapter 2, 2.4.1). That is they have greater than 25% of direct and 

indirect state ownership. Also, listed firms had an average of 58.25% of state ownership 

in the years 1997 to 2002 (see Figure 2.3). In East Asia, aside from Vietnam (Naughton 

& Hovey, 2002b) other socialist states, China would have one of the highest levels of 

state control. Claessens et al. (2000b) report that Singapore has the highest level of state 

control of listed firms in their study of East Asian counties with about 50% of firms 

being controlled by the state and Malaysia also has high levels of state control. Thus, 

some quite successful economies have high levels of state ownership. 

State ownership of firms is justified in that they are considered more efficient 

when concentrated ownership provides too few rents for stakeholders or when 

concentrated ownership is not optimal. Thus, the general argument is similar to that 

which pertains to cooperatives, but is often especially applied where there are concerns 

regarding matters such as monopoly power, externalities or issues regarding distribution 

or social concerns (Bennett & Maw, 2003). Similarly to cooperatives, stakeholders may 

realise appropriate outcomes because they have control over such areas as quality and 

12 

Because 25% was an apparent significant breakpoint in the data, it was selected for an analysis that was 

being considered when the dataset was created. As constructing this dataset was an onerous and time-

consuming task, it has not been changed. 



the services provided (Hart, 2003), more so than if driven by a profit-maximising 

motive. 

The circumstance of state ownership is generally somewhat incongruous with 

the efficiency argument presented, although there are a few possible exceptions such as 

police and prisons (Hart, Shleifer, & Vishny, 1997). In the first instance, high 

inefficiencies are typically found in state firms, thus the economies suffer due to their 

losses being a heavy burden on the treasuries (Boycko, Shleifer, & Vishny, 1995; Kikeri 

et al., 1994). Furthermore, the public interest does not necessarily appear to be served 

better by state firms. For example in many countries, state dominated firms, rather than 

private firms, created the worst pollution problems by far. In the former communist 

economies, the most severe cases of polluting the environment can be attributed to state 

enterprises (Grossman & Krueger, 1993, 1995). Thus, based on this evidence the 

conduct of state firms is inconsistent with the justification for their existence, given their 

excessive inefficiency and that they frequently disregard social objectives.

A principal problem of state ownership is based on the grabbing hand view of 

government ownership, in that heavy burdens may be imposed on the economy by 

public sector institutions (Shleifer & Vishny, 1998). For example, SOEs that expend 

economic prosperity policies, laws and taxes that impede investment, corruption and the 

impact of the most talented people involved in unproductive pursuits (Shleifer & 

Vishny, 1998). 

In theory, the public control state firms, however, in practice, the bureaucrats 

have the de facto control rights, which are in reality extremely concentrated. 

Bureaucrats have practically total power over state firms, and can bid pursuit of any 

political purpose - either that of the ruling government or even their own, under certain 

circumstances (Duckett, 2001). Nonetheless, it is reasonable to assume that they have 

little regard for profits inasmuch as these profits flow into government budgets. 

Furthermore, bureaucrats have goals that are quite often removed from social interest. 

However, as state firms’ cash flow ownership is effectively dispersed amongst the 

taxpayers, they have no meaningful cash flow rights. Furthermore, typically the 

objectives of the bureaucrats are determined by their interests politically, which are very 

different from social welfare interests (Boycko et al., 1996; Shapiro & Willig, 1990; 



Shleifer & Vishny, 1994). To illustrate, special interest groups, such as public employee 

trade unions that frequently resolutely support state ownership, often hold sway with 

bureaucrats (López de Silanes, Shleifer, & Vishny, 1997).

State ownership is therefore a typical case of consolidated control, no cash flow 

rights and objectives that may at times be socially detrimental. Considered from this 

standpoint, it is not at all unexpected to find that state firms are inefficiency. 

In a worldwide drive for great efficiency, privatization has become a common 

response in recent years (Megginson & Netter, 2001). It has been fuelled by the growing 

awareness of the inefficiency and drain on treasuries of state firms (Yarrow, 1999). 

Privatization usually replaces political control with private control (Becht, 1999). In 

most economies, it also forges concentrated private cash flow ownership as well as 

control. A substantial performance improvement is the typically result at the change to 

ownership structures that are relatively more efficient (López de Silanes, 1997; 

Megginson, Nash, & van Randenborgh, 1994). 

3.9.3. Corporate Governance in China

China’s command economy is centred on a decentralised multi-layered, multi-

regional system. This is in contrast to the former more decidedly centrally planned 

economies of Eastern Europe and the Soviet Union (Clarke & Du, 1998). This factor, 

plus the pragmatic and measured approach to China’s reform process (Hovey & 

Naughton, 2000), has led to the present state of enterprise reform. This is in addition to 

the evolution of of the corporate governance system of China as it moves cautiously 

toward a market economy.

A primary focus of enterprise reform within China has been the development 

and modernisation of the corporate system. At the heart of the reforms is the 

development of corporate governance structures, which are for the most part fashioned 

on a stylised form of the external market-based Anglo-US model, and the German two-

tiered system. Overall, the structure that has been embraced by Chinese public 

companies in their reasonably short history is unique. It is a peculiar mix of the 

Anglo-US model and a two-tier board structure. It has elements of the Anglo-US model 



of corporate governance, by way of a board of directors, a supervisory board and 

shareholders meetings. However, as discussed in following sections, these do not work 

well in predominantly state-owned SOEs, as they lack independence. Corporate 

governance in China also has elements of the German two-tier, codetermination model 

with a board of directors and a small supervisory board. However, in reality it is quite 

different in that the supervisory board consists largely of Communist Party 

representatives and party-sanctioned union officials (Mallin & Rong, 1998; Tam, 1999). 

Furthermore, the way it is structured essentially renders this supervisory board generally 

ineffectual also (see the discussion below). The Chinese government has given this 

model the principal mandate by which the aim of a modern corporate system will be 

achieved (Tam, 1999).

Supervisory boards in China are not driven by the social and idealistic forces as 

are the supervisory boards of the German codetermination model of corporate 

governance (see discussion Chapter 2, 2.7.2). The primary focus is to provide an 

additional organizational layer to monitor the directors and managers (Tam, 1999). 

Their role and responsibilities are somewhat loosely defined and include monitoring the 

financial affairs of the firm, ensuring that the law, regulations and the articles of 

association are not infringed, to ensure that the interests of the company are upheld, and 

to require directors or managers to correct any such actions. They may also call for 

extraordinary general meetings. The articles of association may provide for additional 

functions and powers (see Chapter 2, 2.7.4). However, as previously mentioned, they 

have no real powers, and thus essentially supervisory boards typically have little input 

and or influence.

The two-tied system on governance is relatively complex in China. There are the 

‘three new committees’ (xinsanhui), the board of directors, supervisory board and 

shareholders meetings. There are also the ‘three old committees’ (laosanhui) that the 

‘three new committees’ must contend with. The ‘three old committees’ incorporate the 

extremely powerful branch committee of the Chinese Communist Party (CCP), the 

Workers’ Representative Council (WRC) and Labour Union. Notwithstanding public 

listing or corporatisation, these have not been discontinued. However, recently much of 

the relevance of the WRC has vanished and thus it is in essence no longer functioning. 



Furthermore, the role of the Labour Union in the reform process has been rather limited. 

Consequently, the CCP possesses the bona fide power. For instance, it still ultimately 

controls the engagement and termination of the topmost managers and board chair, 

giving it considerable power. In this way, there are quite complex relations between 

government ministries and state-owned Enterprises (SOEs), in particular, whether or not 

they are corporatised or privatized (Lau, 2000; Tam, 1999). 

Thus, on the surface, most Chinese public companies appear to have a corporate 

governance structure made up of many of the characteristics of a public corporation in 

mature market economies. Yet, these borrowed institutions and structures are often in 

reality embellishments that do not necessarily perform the same role as they do in the 

models that they emulate. Essentially, the problem lies in the reality that China 

presently lacks a functional external market-control mechanism to monitor or discipline 

management, or for corporate governance, as may be found in the regulatory 

environment of the Anglo-US structure. Evidence from research by Tam (1999), on 

public companies listed on the Shanghai stock exchange, reveals that the corporate 

governance structure is often dominated by managers who chair both the enterprise 

party committee and the board of directors. Bear in mind that it is the party committee 

that appoints senior executives and management. As a consequence, a functional market 

for corporate control or for managers does not exist. Therefore, comparatively few 

external monitors exercise effective discipline on China’s SOEs (Broadman, 1999).

In the current climate, the banking system is heavily relied on by Chinese 

companies for corporate finance. Nevertheless, Chinese banks do not actively 

participate in the monitoring and control of the firm’s governance functions as they do 

in internally controlled systems such as in Japan and Germany (Broadman, 1999; Tam, 

1995). The four specialised banks are state-owned and are therefore mainly agents of 

the state. There is however, a concerted effort in an endeavour to remodel them into 

commercial banks, yet they have quite a way to progress before their independence is 

fully established (Broadman, 1999; Hovey & Naughton, 2000). Chinese corporations do 

not experience the level of monitoring of interlocking shareholdings as do firms within 

the Japanese insider-based model of corporate governance. Thus, it is evident that the 

only insiders that exercise control over the governance process in China’s system of 



corporate governance, in reality, are the managers (Clarke & Du, 1998; Tam, 1999). 

Mergers, or at least the prospect of takeovers, can be an effective disciplining 

mechanism against poor management (Jensen, 1988; Manne, 1965; Scharfstein, 1988). 

Nevertheless, in China most mergers of large SOEs are not at all market driven but are 

engineered by the state (Broadman, 1999). Free market style mergers and acquisitions 

are forbidden.

SOEs face a lack of clearly identified owners, which adds to the monitoring 

problem as the question as to who ought to monitor the managers is left open. The state 

is mutually the ultimate owner and regulator of SOEs. In addition, they face the 

dilemma of the commingling of the commercial and social functions of the enterprise 

(Broadman, 1999). There are mixed messages and objectives. Consequently, corporate 

governance is undermined. A further contributing factor is the lack of timely, accurate 

and constructive financial performance information available for monitoring purposes 

(see Chapter 2, 2.7.8). The problem for China is how they go about instigating checks 

and balances that will effectively provide monitoring mechanisms. The present system 

tends to operate in a corporate governance void as insiders such as managers and others, 

together with the CCP, have de facto control over the enterprises (Broadman, 1999). 

The ‘main bank’ system common to Japan became the focus of experimentation 

by the Chinese government in 1996, as a means to reform SOEs to become modern 

corporations. The Chinese introduced its own version of the ‘main bank’ system on a 

limited scale. The foremost notion represented officially was to promote a key 

monitoring function for the main-bank in order to balance ‘insider-control’ and to create 

a secure bank-centred financial environment for large SOEs (Patrick, 1997; Qian, 1994). 

Once formed, the main-bank relationship is meant to endow the bank with a further 

comprehensive means to monitor the SOEs performance. SOEs are to facilitate the 

involvement of the main-bank in monitoring major business and financial activities. If 

the firm becomes financially distressed, the main-bank, as lead lender, is expected to 

facilitate syndicate loans. Moreover, the relationship is intended to provide a line of 

credit for the SOE to meet the better part of its ‘reasonable’ credit needs as well. It can 

also expect to have the benefit of preferential treatment in obtaining financial services 



and advice (Patrick, 1997; Qian, 1994). Since its inception, there has been no indication 

as to how widely the strategy has been adopted now as to how successful it has been. 

In summary, corporate governance in China is undeniably a complex matter. 

The model of corporate governance typically applied is a distinctive mix of the 

Anglo-US model and the German two-tier, codetermination system. The Chinese model 

has a board of directors, a supervisory board and shareholders meetings. However, 

despite the similarities, the system is quite different to that of either model. For instance, 

the supervisory board consists largely of Communist Party representatives and party-

sanctioned union officials. The structure renders the supervisory board powerless in its 

own right. Furthermore, the main board lacks independence in that the insider-

dominated system of corporate governance has created a lack of truly independent 

directors. Ultimately, this hinders the establishment of good corporate governance, 

which negatively bears upon the performance of enterprises in China.

3.9.4. Comparison of the Models for China

The Anglo-US model of corporate governance is characterised by outsider 

systems, functional equity markets, reasonably dispersed ownership and active markets 

in corporate control. The success of Anglo-US model is attributed to the function that 

the free market plays, and particularly in the principle “that corporate purpose and 

legitimacy are congruent with market place value” (Monks, 2000, p2). At a 

philosophical level it is assumed that market value appropriately reflect aspects of social 

responsibility to other stakeholders - employees, customers, suppliers, host communities 

and society, in addition to social concerns such as the environment. To the effect that, if 

there is a negative bearing in any of these relationships or dealings, it is assumed that 

the market will respond unfavourably in the downwards movement of the share price 

(Monks & Minow, 2001). It is a self-correcting system and is attractive because it relies 

on the market to drive necessary corrections and does not require “additional attention 

or energy to make it ‘work’” (Monks, 2000). The other advantages cited are that the 

Anglo-US model provides a large capital base providing the ability to raise capital, and 

the markets are relatively open, transparent and liquid (Perotti & von Thadden, 2003). It 

offers maximum flexibility for management to direct the corporation based on their 



objectives. It also has the advantage of being able to replace inefficient management 

promptly and effectively (Romano, 1993). Another advantage of the system is that it 

typically gives small and medium size firms access to equity finance. 

The systemic risk of the Anglo-US model is that power is embodied in 

management, and in effect, the power is typically concentrated in one person – normally 

the CEO (Denis & McConnell, 2003). The Anglo-US model relies on the consistent 

functioning of unitary boards, which, in many ways and for a number of reasons, are 

characteristically beholden to the CEO (Monks, 2001). Thus, the system lacks the level 

of checks and balances that the German system has (Charkham, 1995), though the 

derived benefit is debated (Franks, 2000; Franks & Mayer, 2001). The system also 

depends on active shareholders and upon their rights being well protected. The 

dominant detrimental characteristic is the agency problem which stems from the 

separation of ownership and control - the arms-length relationship between the owners 

and management (see Chapter 3, 3.2.3). Accordingly, considerable discussion has 

revolved around identifying potential mechanisms that might limit the agency problems 

and costs including monitoring, non-executive directors and appropriate incentive 

mechanisms. One of the most important mechanisms is the market for corporate control 

(Holmstrom & Kaplan, 2001; Shleifer & Vishny, 1997).

The majority of capital markets in Europe have “insider systems” with a small 

numbers of listed firms, concentrated share ownership, and comparatively low levels of 

takeover activity. An oft-cited example of a relatively successful insider system is 

Germany, which has a relatively small number of listed firms, high levels of 

concentrated ownership and low levels of takeover activity. The concentrated ownership 

is largely in the hands of families and other firms (Franks & Mayer, 2001). A complex 

maze of holdings and inter-corporate pyramids are a frequent feature of these firms. 

Bank influence and control, through both ownership and elaborate voting rights, is 

widespread when shareholdings are widely dispersed (Franks & Mayer, 2001).

Germany has experienced significant economic success over the last five 

decades that is primarily attributed to its corporate and market post-war restructuring 

(Neumann & Egan, 1999). The German model of corporate governance has a mandatory 

two-tiered structure and characteristically long-term investors. Some of the advantages 



of the German model are that firstly investors can influence management. They do so 

through patient, informed financiers, and their longer time frames and ability to support 

distressed firms (Edwards & Nibler, 2000; Gorton & Schmid, 2000; Kaplan, 1995b; 

Porter, 1992). Secondly, German corporations tend to be more stable in the sense of 

fewer mergers, takeovers and corporate scandals (Charkham, 1995). However, this 

comes at a price, as the German corporate system has been criticised as being less 

efficient than others models (see Chapter 3, 3.4.3, Arndt & Christine, 1998). For 

example, the majority control heightens the prospect that decisions will be taken that are 

not shareholder value maximising (Gertner et al., 1994). The discipline of the market is 

severely restrained by the German system (Franks & Mayer, 1998), so management can 

continue with lacklustre performance without challenge, especially if there is a cosy 

relationship between management and the monitoring bank (Edwards & Fischer, 1994). 

Shleifer and Vishny (1997) suggest that banks in Germany may develop an amicable 

relationship with management and may not be tough or vigorous enough to realize 

optimal corporate governance (Edwards & Fischer, 1994; Harris & Raviv, 1990). 

Additionally, this is not helped in that German banks are grand public institutions that, 

for all practical purposes, control themselves (Charkham, 1995). Thus, general 

accountability and disclosure is lacking within the system, resulting in poor protection 

of minority shareholders.

Another insider-dominated approach considered by the authorities in China is 

the South Korean model of corporate governance (Chapter 1, 1.6.3). Chapter 3 (3.4.4) 

discusses the South Korean model of corporate governance at length. The approach 

adopted has been relatively successful and has been the catalyst for the growth of the 

economy of South Korea, which has flourished in the last 30 years. 

Whilst the economy of South Korea has flourished in the last three decades, 

there are severe flaws in the model. These revolve around the concerns with the 

cumbersome, unmanageable and monopolistic conglomerates, which have drawn on the 

state for benefits and preferential policy. They are highly leveraged and pursue market 

share at the expense of performance. The growth has been funded principally by debt, 

by government loans, or by government-directed loans that ignore sound credit analysis. 

However, recently a number of large chaebol have faced severe financial distress due to 



poor management. They also suffer from a lack of market disciplining mechanisms, thus 

management carry on with indifferent firm performance unchallenged (Hwang & Seo, 

2000). Empire building for the sake of it, not for the benefit of healthy returns, wealth 

maximisation or the economy as a whole, has been a major flaw of the system. The 

chaebol system has also meant that the rights of minority shareholders have been 

largely disregarded. Furthermore, the restructuring of the chaebol has not gone 

smoothly - some have collapsed and others have faced severe financial distress. Whilst 

the chaebol have grown quickly, and the economy has seen the benefit of this growth, 

the approach has some significant defects, which need to be carefully considered. 

However, one aspect that may be appropriate for China to adopt is the reward for 

performance. For example, SOEs could be rewarded for setting major reforms in place 

and meeting certain performance enhancements.

The system of corporate governance in China also contains elements of the 

German/Japanese bank dominated model, though this relationship is not as strong as 

that which is found in Germany or Japan. Typically firms in China have a range of loans 

from more than one financial institution (Gul & Zhao, 2001) which reduces the 

influence of any one financial institution, whilst firms in Germany and Japan usually 

have strong bank relationship which functions to perform an important role in corporate 

governance and in the monitoring of firms. However, characteristically, China’s firms 

do not have a strong bank relationship and thus banks are not involved in corporate 

governance to any great extent, and do not play a strong monitoring role. 

Banks in China have a serious problem with non-performing loans (NPLs), as 

discussed in Chapter 2 (2.5.2.1). In September 2003, Standard & Poor reported the ratio 

to be around 45%, one of the highest in the world (Asian Banker, 2003). Historically 

SOEs raised capital primarily through interest-free budgetary grants, thus SOE 

management expected interest free loans that they were not obligated to repay (see 

Chapter 2, 2.5.2.1). Whilst this perception of SOE management may well contribute to 

the high rate of NPLs, it also serves to illustrate that the banks are relatively ineffective 

in monitoring the firms in which they invest. Although the soft budget problem and 

policy lending by state banks has been reduced (Park & Sehrt, 2001), it is generally 

considered to be continuing at present (Gordon, 2003). Thus, inhibiting the relationship 



in China are factors such as firms relating with more than one financial institution, non-

performing loans, directed lending and the soft budget problem. Accordingly, if the soft 

budget and NPL problems are addressed, it is likely that the monitoring role of financial 

institutions in China will improve. 

In China, the state does play a very strong role in the corporate governance of 

most large firms and a large proportion of listed firms. A number of Asian economies 

have strong state ownership also. However, aside from Vietnam (Naughton & Hovey, 

2002b), and other socialist states, China has one of the highest levels of state control of 

listed firms in East Asia and possibly the world. The results of this study show that 

69.7% of firms in China have state control with voting rights of 25% or greater (see 

Table 4.8). La Porta et al. (1999, p484) reports that, in that period, “70% of the largest 

traded firms in Austria, 45% in Singapore, and 40% in Israel and Italy are State-

controlled.” 

In the East Asian region, Singapore has a high level of state control also, with 

24% of firms having state control with voting rights of 20% or greater (Claessens et al., 

2000a). This would place it next behind China. Yet, Singapore is considered an open 

economy and has a top placing in many international competitiveness rankings. They 

have good infrastructure, commercial courts, and open product markets. It is regarded as 

a major global banking and financial centre and investors consider it an attractive place 

to do business (Naughton & Hovey, 2002a). This combination has helped Singapore 

achieve impressive economic growth. Malaysia is another relatively successful Asian 

economy with strong state involvement. It has the next highest level of state control of 

listed firms behind China and Singapore - the state controls 13.4% of listed firms at the 

20% or greater level (Claessens et al., 2000b). A problem faced in Malaysia is that the 

potential for cronyism through state influence on public sector investment trusts and 

pension funds, which has a negative impact on corporate governance standards (Dean, 

2000; Johnson & Mitton, 2001; McFarlane, 1999; Pasuk & Baker, 2001; Rasiah, 1998). 

To conclude this discussion, some quite successful Asian economies do have 

high levels of state ownership, thus state ownership in itself should not be considered a 

direction that is without some merit. Nonetheless, as mentioned in the last section, the 



privatization literature suggests that firms that are privatized do provide superior 

performance and benefit the economy as a whole. 

3.9.5. Concluding Discussion

This section has discussed the primary models of corporate governance that have 

influenced the system of corporate governance in China. A key feature of the Anglo-US 

form of corporate governance is that they operate in a market-based system which 

provides the means wherewith the securities markets can be utilised to raise capital 

quickly and efficiently. The separation of ownership and control characterises 

Anglo-US firms, but creates potential conflicts of interests between managers and 

shareholders, resulting in agency costs. Effective monitoring and disclosure combine to 

reduce agency costs, as does an active board and large investors. As firms compete in 

the market, they tend to become more efficient or are replaced - inefficient institutions 

are quickly replaced by more efficient firms. Merges and acquisitions are the primary 

means of achieving this, or firms simply go into competition against inefficient 

operations, encouraging efficiency, exit or takeover. Thus, in theory, the competitive 

pressures improve efficiency and in so doing influence organisational structures. Firms 

using the Anglo-US model depend on investors’ legal protection, and characteristically 

there are not as many large investors under this framework. 

There is a greater reliance on large investors and banks in most of Europe and 

Japan, and thus elaborate legal protections are relied on less. Ownership is typically 

heavily concentrated in families, with few large outside investors. This is similar in 

South Korea, but there is also considerable state support and influence in the model, 

which has been somewhat successful in the development of South Korea’s economy. 

The German/Japanese strong bank relationship functions to perform an important role in 

corporate governance and in the monitoring of firms. If NPLs and soft budgets are 

addressed in China, it is likely that the monitoring role of banks may develop to be 

much more effective. Japan and Germany have relatively high levels of legal protection 

for investors. Quite the reverse is true in many countries as legal protection is 

considerably weaker. The most serious problem that exists in most systems is the 



expropriation of small investors, and this is one of the primary issues to be addressed in 

advancing good corporate governance systems. 

In considering the development of corporate governance in transitional 

economies, there is evidence to suggest that ownership structure plays a major role and 

that significant private investors are key players. Other key components are legal 

protection, free markets, and takeovers and mergers. Fundamentally, it was found that 

legal protection and concentrated ownership, by the right kind of investors, are the basis 

for a good corporate governance system. As to what kind of blockholders is best, 

currently, the available research does not provide definitive direction (Lins, 2003). One 

thing that is clear is that economies with poor shareholder protection require strong 

concentrated ownership structures (Berglöf & von Thadden, 2000; Shleifer & Vishny, 

1997). Bearing in mind that investor protection has clear implications for corporate 

behaviour and economic growth.

Lins (2003) found that, in countries with low shareholder protection, non-

management blockholder protection mechanisms play a role in restraining agency costs 

and can act as a partial substitute for missing institutional governance mechanisms. The 

inside ownership literature consistently suggests that particularly low levels of 

managerial ownership can also have a positive bearing on performance (Davies et al., 

2004; Faccio & Lasfer, 2000; Hillier & McColgan, 2003; McConnell & Servaes, 1990; 

Mørck et al., 1988; Short & Keasey, 1999; Wruck, 1989), although high levels lead to 

entrenchment. 

3.10. Reforms and Privatization Schemes

Key considerations for China are the application of reforms and privatization 

schemes. The section considers approaches used to achieve reforms within an economy 

and to structure an economy and privatization schemes. Models applied that have been 

considered successful are discussed and analysed.



Within the context of corporate governance, models applied to structure the 

corporate sector within an economy and the privatization of SOEs are most important 

factors. As private ownership concentration has been demonstrated to have a positive 

effect on firm value, generally the privatization of SOEs is a key to achieving improved 

performance of economies as a whole (Megginson & Netter, 2001). The approach taken 

has a significant bearing on the corporate governance structure that emerges. For 

example, in the Czech Republic, discussed in this section, the system that developed 

after privatization was akin to the German strong bank system, whereas it was intended 

to provide a broader ownership base. Later in this section, the model applied to structure 

the corporate sector within South Korea is discussed within its historical context. These 

are discussed with consideration specifically of the reforms of the economy and 

corporate sector in China.

In developing countries, there is a higher chance that privatization will occur if a 

country depends greatly on international agencies, and has a large budget deficit and 

high foreign debt (Ramamurti, 1992, 1999). On the other hand, the more wealthy 

countries are able to choose not to privatize, even in the case of poorly performing 

SOEs (Stanbury, 1994). One of the principal problems faced by a government initiating 

economic reform is maintaining support through the long, tentative and often 

uncomfortable programme (Djankov & Murrell, 2002). Within the framework of the 

privatization of SOEs generally, Cornelli and Li (1997) argued that authorities typically 

find themselves being drawn between the trade-off of a revenue and an efficiency 

objective. That is, they try to obtain the highest possible price verses identifying the 

firms that will provide superior future benefit. For this reason, it is argued that 

customary auctions are not appropriate (Cornelli & Li, 1997), as the highest bidders 

may not be the best for the firm or society. For example, many in society do not have 

the opportunity to be involved for various reasons, and the bid of a potential large 

private shareholder may simply signal the opportunity for excessive private benefits of 

control. 

Many East Asia countries are characterized by weak corporate governance 

frameworks and thus, minority shareholders in these countries may be particularly at 

risk of expropriation (Naughton & Hovey, 2002a). Property rights theory traditionally 



assert that a system of well defined private property rights must be established before 

the elimination of disincentive, free rider problems, and other opportunistic behaviour is 

possible (Alchian & Demsetz, 1972; Cheung, 1983). Boycko, Shleifer, and Vishny’s 

(1993) theoretical work reveals that only if both cash flow rights and control rights pass 

from the government into private hands, does privatization generally lead to the 

effective restructuring of SOEs (Barberis et al., 1996; Perotti, 1995). Only then will the 

government be able to motivate managers to produce at efficient levels. If operating 

subsidies exist, they tend to “entice” managers to produce at inefficient levels. That is to 

say, cutting the soft budget constraint is vital to improving the performance of SOEs. 

Consequently, either public or state ownership, coupled with an ill-defined delineation 

of ownership rights, would more than likely be a prescription for an economic calamity 

(Weitzman & Xu, 1994a). 

There are instances however, where privatization does not perform as intended. 

A corporate governance perspective can provide an explanation in these cases. If 

privatization occurs without large investors, even though political control costs decline, 

there may be an increase in managerial control agency costs. To illustrate, managers of 

privatized firms, such as water utilities in the United Kingdom, received large wage 

increases as a consequence of managers having more discretion because controlling 

outside shareholders no longer existed (Wolfram, 1998). However, it is unlikely that the 

consequence of heightened managerial discretion is consistently as serious as those of 

political control (Megginson & Netter, 2001).

As discussed previously, an important aspect identified in the literature is the 

protection provided by law against controlling shareholders and managerial 

expropriation (La Porta et al., 2000). However, in the case of unstable or inept legal 

environments, such as is often the case in transitional economies, private blockholders 

may also be an important means of monitoring management and improving 

performance (Agrawal & Mandelker, 1990; Demsetz & Lehn, 1985; Shleifer & Vishny, 

1986a; Zeckhauser & Pound, 1990). Studies in various countries provide evidence that 

large shareholders play an active role in corporate governance (see for example Denis & 

Serrano, 1996; Edwards & Fischer, 1994; Goergen, 1998; Kang & Shivdasani, 1999; 

Solomon & Solomon, 1999; Yafeh & Yosha, 1998). As active shareholders, 



blockholders are able to prevail over information asymmetry and monitor management 

more effectively, and thus protect the interests of shareholders. Institutional 

blockholders and international investors also play a significant role.

A common feature in emerging economies in Asia has been healthy stock 

markets that are open to international investors. It is also increasingly a feature of 

transition economies. It is argued by market economists that an open market reduces the 

cost of capital and increases market efficiency and hence allocational efficiency for 

economic development (Chapter 2.7.2). Levine (1996) and Levine and Zervos (1996) 

find that a well-developed and liquid stock market is a precursor to economic growth, 

capital accumulation and productivity improvements. Wurgler (2000) finds that well 

functioning stock markets curb overinvestment in declining industries and in so doing 

enhances allocational efficiency. Thus it is possible that a well functioning stock market 

in transitional economies reduces the allocational inefficiency that exists as a result of 

policy lending (Hovey, 2001; Hovey & Naughton, 2000) and has the potential to 

facilitate economic development. 

Findings in the study of transitions in other economies are also worth 

considering. For example, in Zambia, the corrupt acquisition of assets by those linked to 

the ruling party has proved to be a major concern (Craig, 2000). In transition economies 

in general, it is found that privatization has different effects depending on the types of 

owners who gain control. In particular, privatization to outsider, but not insider, owners 

has significant performance benefits (Frydman et al., 1999).

Supporting this argument, Djankov and Murrell (2002) conducted a quantitative 

survey of enterprise restructuring in transitional economies. They found that overall the 

most effective shareholders in the restructuring process in transitional economies were 

investment funds, international investors and blockholders. The least effective were 

found to be diffuse individuals and employees. Whereas, continued minority state 

ownership was somewhat effective, at least on a par with the effectiveness of managers 

and banks. It should be noted however that, inside ownership effectiveness is dependent 

upon the percentage of ownership, as the relationship is non-linear (Davies et al., 2004; 

Hillier & McColgan, 2003; Mørck et al., 1988). 



The study conducted by Djankov and Murrell (2002), is one of the most 

thorough surveys thus far and analyses the privatization literature in detail. They 

investigate the empirical evidence and summarise the conclusions of over 100 papers in 

the area. A succinct summary of their findings is outlined to provide a broad sketch of 

the issues involved in privatization. Their extensive study considered whether state-

owned or privatized firms facilitated economic restructuring more. They found that 

investment funds, foreigners, and blockholders to be the most effective owners in 

facilitating restructures. However, diffuse individuals, workers and the state were found 

to be the least effective. In partially privatized firms, banks, managers and the state 

produce relatively effective restructuring, more so than do workers, diffuse individual 

owners and insiders, in the main. They find that management turnover, and bringing in 

new human capital, has a significant effect in improving firm performance and that 

increase of managerial incentives promotes restructures. With regards to hardening 

budget constraints, the evidence is that hardened budget constraints are effective in 

promoting restructures. Product market competition is another significant factor linked 

to improved firm performance. To enhance this, transitional economies such as the 

Czech and Slovak Republics reduced the dominant competitive power of SOEs by 

breaking up several monopolies before privatization (Lizal, Singer, & Svejnar, 2001; 

World Bank, 1996).

Various studies have considered the topic of retaining partial state ownership, 

which is relatively prevalent in both transitional and in non-transition economies 

(Bennett & Maw, 2003; Bortolotti, Fantini, & Siniscalco, 2001). Despite privatization 

literature to the contrary, which advocates full privatization, the practice of retaining 

partial state ownership is supported in transitional economies by a number of studies 

(see for example Bolton & Roland, 1992; Bös, 1986; Sinn & Sinn, 1992). Some of the 

benefits described in the literature are that partial state ownership can filter out or 

exclude relatively inefficient would-be investors (Cornelli & Li, 1997). Short-term or 

temporary minority state share-holdings are shown to signal an assurance of non-

interference, and in so doing give confidence to private investors (Perotti, 1995). Partial 

state ownership of a monopoly provides for risk-sharing, consequently private owners 

are shown to contribute greater real investment in the firm (Demougin & Sinn, 1994). It 

has also been shown that the state can take advantage of the interplay of partial 



ownership and a non-negativity check on the firm’s share price (Bennett & Maw, 2003). 

All things considered, the optimal retained state ownership is contingent upon the 

number of firms in the industry and on the financial constraints of private investors 

(Bennett & Maw, 2003). 

In the following sections, a critical review of the approach used in Russia and 

the Czech Republic is considered. Attention is paid to the success and suitability of 

reforms in these transitional economies, which have recently embarked on the reform 

and privatization of the SOE sector. The model of reforming the economy of South 

Korea is discussed in its historical context.

3.10.1. Privatization in the Czech Republic

As discussed in section 3.9.2.2, the Czech Republic approached the listing of its 

SOEs and building its equities market through a mass-privatization program. The 

scheme has been acclaimed as one of the largest ownership transformation 

achievements in transitional economies, and its achievements are widely considered to 

have been relatively successful (Claessens & Djankov, 1999a). The voucher system was 

considered the most equitable model as equity of the privatization scheme was a 

primary consideration. The scheme used vouchers to transfer SOEs to private ownership 

by distributing a considerable amount of joint-stock company shares through voucher 

auctions in which citizens participated directly or through financial intermediaries. 

These coupons, which were purchased in blocks, were used to bid on, or be exchanged 

for shares, either in the privatized enterprises or in investment funds. There were two 

phases over approximately three years. There is evidence that relative price discovery 

was attained in the process (Aggarwal & Harper, 2000). 

A significant part of the system was the establishment of associated financial 

institutions such as investment funds, trusts and a stock exchange (World Bank, 1999). 

Equity holdings that would remain with the state were held through a state run 

institution (Coffee, 1996). Banks were partially privatized and also performed an 

effective role during the process (Myant, 2003). Whilst, corporations and individuals 

sponsored investment privatization funds, which filled a major role in the distribution of 

equity, most were sponsored by domestic banks (World Bank, 1999). 



However, there have been some flaws in the Czech system. It has not been as 

effective as it could have been in that the new ownership structures did not bring about 

the change needed in management structures, as a consequence, managers did not 

relinquish any real power (Claessens & Djankov, 2000). The appointment of new 

managers was found to be related to performance improvements, especially if private 

owners made the selection (Claessens & Djankov, 1999a). Furthermore, some voucher 

privatization funds manipulated firm performance and the market value was reduced, 

thus individuals were expropriated in that they did not obtain the real market value of 

their vouchers (Katz & Owen, 2002). In addition, there is some evidence of asset 

stripping (Cull, Matesova, & Shirley, 2002). 

There is also a criticism that the approach allowed the banks to acquire too much 

control. For instance, the mutual funds in the Czech Republic are often bank-controlled 

(Lastovica et al., 1995; van Wijnbergen & Marcincin, 1995). What has developed is 

system more aligned to the German strong bank system. A concern was the failure of 

the investment funds and banks, due to the cross-ownership among banks, investment 

funds and firms, to put into effect the required corporate and market restructuring 

considered a key element in the restructuring (Neumann & Egan, 1999). 

Most consistent criticisms are relating to the need for stronger rules of corporate 

governance in addition to rigorous regulatory oversight within the Czech system. Much 

more can be achieved with the development of a robust legal and institutional 

environment. Thus, Myant (2001) argues that the Czech privatization scheme suffered 

from a mismatch in policy and institutional establishment in that the system that 

developed had a relatively diffuse equity ownership base and comparatively high 

capitalisation on the one hand, and disproportionate bank control, inadequately 

regulated markets and negligible minority shareholders protection on the other.

In conclusion, despite the difficulties that it has faced and criticisms of the 

approach as outlined above, the model taken by the Czech Republic is considered to 

have been somewhat successful. It has achieved reasonable equity in the distribution of 

wealth, economic development and concord in society, and is thus a model that is 

deserving of further consideration. Nevertheless, various aspects did not work well in 

the Czech Republic and it did not achieve all of the stated its objectives as effectively as 



had been planned, as summarized in this section. The aspects criticised appear to be 

manageable. If the model were embraced, it would require revision and redirection.

3.10.2. Privatization in Russia

The mass privatization program in Russia is often cited as a problematic and 

somewhat flawed approach to privatization. The reforms faced considerable opposition 

and setbacks along the way, not the least of which were with regions that did not want 

privatization, nor the voucher system, and were not willing to cooperate.

On the positive side, the privatization program in Russia was reasonably 

successful in the way that the mass approach saw in excess of 41 million individual 

domestic shareholders introduced to capital ownership in a relatively short period 

(Boycko et al., 1995). This is despite the embryonic stage of the institutional reforms 

that had begun in competition policy, accounting practices, corporate governance and 

capital markets. It was achieved by way of holdings in firms directly or through voucher 

investment funds. In all, there were 76,000 privatizations under the mass privatization 

program (Boycko & Shleifer, 1993). At least 70% of them involved majority stakes by 

workers and other insiders. 

Subsequently, controlling shares in the largest and/or most sought-after 

companies were given as collateral to institutions in exchange for loans, in the loans-

for-shares program (Broadman, 2001a). However, the program was not transparent and 

there were serious concerns about equity, market power concentration and ineffective 

incentives (Perotti & Gelfer, 2001). 

Since privatization, a common problem has been the exploitation of corporate 

governance. Controlling ownership by the management of many companies is a 

consequence of privatization in the Russian political climate. One of the problems 

besetting Russia prior to privatization was the corruption and continued 

misappropriation and embezzlement of state assets. Boycko (1995) argues that one of 

the advantages of the privatization program in Russia, is that to a great extent, it granted 

cash flow rights to those who had considerable control rights at the outset. It at least 

stopped the depletion of the economy created by the problem. Management have 



essentially gained almost complete control of many firms, along with substantial cash 

flow rights. In principle, dramatically improved incentives should be the result (Boycko 

et al., 1995). Two problems are relatively obvious. The protection of minority 

shareholders is almost non-existent. For example, despite their large personal cash flow 

stakes, managers divert resources from the firms, because by so doing, they are not 

required to apportion cash flow to outside investors to any extent whatsoever (Boycko 

et al., 1995). Furthermore, in many cases managers are not capable of restructuring the 

privatized firms, yet continue in the position and enjoy the benefits of control, all by 

virtue of their control rights (Boycko et al., 1995). In Russia, some of the privatization’s 

that are flourishing have been cases in which external investors have amassed sufficient 

equity to either oust or control the management. Typically, these external investors have 

not been able to divert funds to their own interests directly, but have been able in 

maximising returns (Shleifer & Vishny, 1997).

There are further instances of difficulties that the controlling ownership by the 

management of many companies in post-privatization corporate governance in the 

political climate of Russia. Minority shareholders have frequently been subject to 

misappropriation by insiders and major shareholders. Their stakes have been diluted and 

assets stripped by various transfer pricing ploys (Boycko, Shleifer, & Vishny, 1993). 

For example, assets and products have been sold to firms controlled by related parties at 

prices that were below market value. Information disclosure and accounting standards 

have been poor and sporadic and often not made public. The result is that the rights of 

minority shareholders are being further weakened. Furthermore, creditor’s interests 

have not been effectively protected and capital mobilisation obstructed. The end result 

is that, within two months, firms were trading at a 60% discount (Boycko et al., 1993), 

and eventually some at far greater discounts (Frydman, Pistor, & Rapaczynski, 1996). 

Russia has had problems enticing equity capital from either domestic or foreign 

investors, and foreign direct investment is very low. Today, perhaps the key policy issue 

confronting the Russian authorities is the weak extent of inter-enterprise competition: 

many incumbent firms exercise market power based on vertical and horizontal structural 

dominance and new business start-ups face significant economic and policy barriers to 

entry. (Boycko et al., 1995; Fine & Karlova, 1998; Shleifer & Vishny, 1997).



In Russia, some of the privatization’s that are flourishing have been cases in 

which external investors have amassed sufficient equity to either oust or control the 

management (Shleifer & Vishny, 1997). Typically, these external investors have not 

been able to divert funds directly to themselves. 

Therefore, in conclusion, the privatization approach applied in Russia, whilst 

achieving much in a short time, has had some unsatisfactory side-effects. Inside owners 

tend to control the firms and expropriate minority shareholders who have limited 

protection. This was an initial decline in firm values, which resulted in a reluctance of 

domestic or foreign investors to invest in the market. An observation can be made that if 

privatization occurs without large external investors, even though political control costs 

decline, there may be an increase in managerial control agency costs. The state has an 

important role to play in privatization, which is to ensure that a fair and equitable 

distribution of wealth is achieved. In Russia, this primary principal was not taken care 

of adequately and was not fully achieved.

In conclusion, the approach taken by Russia warrants careful deliberation as to 

what was achieved, verses the failings encountered. It did achieve mass privatization 

quickly and halted the problem of the embezzlement of state assets. Nevertheless, as a 

model, it has a major flaw in that it did not achieve fair and equitable distribution of 

wealth, robust economic development, nor the advancement of wellbeing in society.

3.10.3. An Overall Summary of These Schemes

In conclusion, the approach taken by the Czech Republic and Russia are 

considered to have had successes in different ways. The Russia approach did achieve 

mass privatization quickly and halted the problem of state asset embezzlement. 

However, the failings encountered were quite severe. The privatization mechanisms 

adopted by Czech Republic are considered to have been more successful generally. The 

model adopted in the Czech Republic did achieve moderate distribution of wealth, 

economic development, and the advancement of wellbeing in society. Nevertheless, 

there are lessons to be learned from the failings of each approach. Neither of these 

models produced the equitable and fair distribution of wealth, which would be an ideal 



worth pursuing further in China. The findings of this section are drawn on in 

conclusions and policy advice sections of the thesis in particular. 

3.11. Conclusion

There is a considerable body of literature in relation to many aspects of 

corporate governance. This chapter has brought together a review and analysis of the 

relevant corporate governance literature. In doing so it brings together the literature in 

the context in which this study applies. It is a contribution to the literature as it brings 

this together in one overall review.  The ultimate aim of this review is to examine these 

areas in relative detail and to apply this to the understanding as to what may be relevant 

issues in relation to corporate governance in, and policy advice for, China. The study 

draws on and refers back to this review in formulating methodology, and in the 

conclusions and policy advice.

The relevant corporate governance literature was reviewed in this chapter with a 

particular focus on ownership and control, with less emphasis being placed on board 

structure. Whilst no system was found to be faultless, fundamentally, it was found that 

legal protection and concentrated ownership, by the right kind of investors, are the basis 

for the ideal corporate governance system.

Corporate governance has a fundamental point at issue, that of assuring a return 

on the financial investment of financiers. An overview of the theory of the firm led into 

the analysis of the literature with regard to agency theory, managing the agency problem 

and minimising agency costs. The agency problem is traditionally viewed as stemming 

from the separation of ownership and control. Consequently, there are many 

opportunities for managers to self-serve, misapply financiers’ funds on projects that are 

not in the best interests of the shareholders or to misappropriate funds completely. 

Some of the broader issues were analysed such as the reputations of managers 

and optimistic expectations of investors, and investors’ legal protection and ownership 

concentration. The association made is that a key element of corporate governance is the 



legal protection of investor rights. Another almost universal manner of control is 

through concentrated ownership via large investors, takeovers and bank finance. The 

conclusion was that legal protection and large investors were the two most common 

means of managing the agency problem globally.

Models of corporate governance in Germany, Japan and the Anglo-US systems 

embody both substantial legal protections for some investors at least, with large 

investors playing a significant role. In many other countries extremely limited investor 

legal protection is provided and thus there is very little external financing, which is 

essentially provided by families or the state.  

The means of economic reforms and privatization schemes in South Korea, the 

Czech Republic, Russia and transition economies were analysed. None were found to 

completely resolve all the issues, but lessons could be learned from each and aspects of 

the various models were worth considering for the reforms in China. 

In essence, the conclusion is that a study of the available models does not 

provide the answer as to which corporate governance system may be superior, nor is the 

evidence sufficient to explicitly direct policy decisions faced by transitional economies 

regarding corporate governance. However, the two most common means of managing 

the agency problem globally were found to be legal protection and large investors.
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4.1. Introduction 

This Chapter discusses in detail the research methodology applied in this thesis. 

The topics discussed in the chapter are the importance and benefits of the study, the 

aims and expected outcomes, the theoretical motivation, the methodology, the 

hypotheses, a description of the variables, the data selection and the descriptive 

statistics. Accordingly, this Chapter describes how the thesis seeks to achieve the stated 

objective, which is to examine the effectiveness of existing Chinese models.

An earlier preliminary study has been published in the well-respected 

international academic journal Corporate Governance: An International Review (see 

Hovey et al., 2003). It was an empirical study based on a much smaller sample of a 

sample of 100 randomly selected firms listed on the Shanghai and Shenzhen stock 

exchanges 1997 - 1999. The findings were that ownership concentration has little 

explanatory power and that Legal Person holdings are positively related to firm 

performance. 

In understanding of the broader area of the general state of affairs in China and 

the East Asian region, papers have been presented at seminars and published in areas 

such as corporate governance reforms and the role of securities’ markets in Asia 

(Naughton & Hovey, 2002a); financial sector reforms in China (Hovey & Naughton, 

2000); and non-bank financial institutions in Asia (Naughton & Hovey, 1999); and in 

China (Hovey, 1999; Hovey, 2001). The insight and awareness of this broader study 

helps significantly in the understanding of China and the issues faced by China. 

The subject matter and methodology of this thesis were formulated and have 

evolved based on the input, suggestions and comments of the various reviewers and 

seminar participants. It is acknowledged that there are many issues which would be 



beneficial to address but are beyond the scope of this study, and for various reasons 

must be left to be taken up in future research.

The importance and benefits of the study have been discussed in detail in 

Chapter (section 1.5). In summary the issues are as follows. The reform of state-owned 

enterprises (SOEs) is one of the most important remaining issues in China’s transition to 

a market economy. Notwithstanding undertakings to reform, many SOEs are still not 

operating like commercial businesses. SOEs consequently experience detrimental 

systemic inefficiency and are competitively handicapped in comparison to privately 

owned enterprises that fulfil a comparative economic role. 

4.2. Empirical Motivation

This thesis is motivated by a wide ranging literature. Chapter 3 reviewed key 

contributions in the areas of ownership structure, ownership changes, and corporate 

governance and their links to firm performance and valuation. A strong focus of the 

literature is on blockholdings (particularly managerial blockholdings) and their links to 

performance and valuation (see for example 3.6.3). The methodologies utilised in the 

managerial ownership literature provides strong motivation for the empirical work of 

this thesis. While managerial ownership is typically very low in China, the 

methodologies have applicability to the diversity of ownership categories encountered 

in China. The relevant literature is discussed in this section.

While managerial ownership is typically low, managerial contracts are however 

a common form of monitoring management in China, particularly since the inception of 

the Contract Management Responsibility System (Choe & Yin, 2000a). The literature 

on the theory of incomplete contracting emphasises that contracts alone are incapable of 

resolving enterprise managerial agency problems (Grossman & Hart, 1986) (see overall 

discussion in Chapter 3.6.1). Theories of corporate structure and ownership address the 

allocation of these residual control rights. Overall, the complex web of ownership 

relationships allows managers, majority shareholders and other insiders to be in an 



advantageous position, which enables them to embark on opportunistic behaviour at the 

expense of other stakeholders, and in particular shareholders.

Jensen and Meckling (1976) argued that management ownership would be an 

incentive to moderate self-serving and private perquisite consumption. Mørck, Shleifer, 

and Vishny (1988), McConnell and Servaes (1990) and subsequently numerous others 

have found evidence of a significant non-linear relationship between managerial 

ownership and corporate value. 

The potential of organisational structure to improve efficiency by subduing 

opportunistic behaviour is identified in the literature (Williamson, 1985) and fits with 

the Jensen and Meckling (1976) argument that management ownership has the 

propensity to curb private perquisite consumption. The affect of ownership distribution, 

firm performance and valuation has been the focus of extensive analysis in market 

economies (see overall discussion in Chapter 3. 5. 4). For instance, concentrated 

institutional ownership of firms has been connected with superior performance and 

higher firm value (Shleifer & Vishny, 1986b, 1997). There is evidence that a non-linear 

relation between firm value and insider ownership may exist in that the relationship 

between ownership by management and a firm’s performance is an inverse U-shaped 

(Mørck et al., 1988; Wruck, 1989). 

Furthermore, the notion conveyed by the numerous corporate governance 

models, is that companies that are otherwise identical, but have ownership structures 

that are more concentrated, enjoy higher profitability and valuation. This is particularly 

applicable to transitional economies where significant differences, such as state verses 

private sector, may persist (Claessens & Djankov, 1999b; Franks, Mayer, & Renneboog, 

1996; Mørck, 2000; Wruck, 1989; Xu & Wang, 1999). As discussed in Chapter 3 

(3.5.3), an important aspect identified in the literature is the protection provided by law 

against controlling shareholders’ and managerial expropriation (La Porta et al., 2000). 

However, in the case of unstable legal environments such as in transition economies, 

blockholders may also be an important means of monitoring management and 

improving performance (Agrawal & Mandelker, 1990; Demsetz & Lehn, 1985; Shleifer 

& Vishny, 1986a; Shleifer & Vishny, 1996; Zeckhauser & Pound, 1990). Studies in 

various countries provide evidence that large shareholders play an active role in 



corporate governance (see for example Denis & Serrano, 1996; Edwards & Fischer, 

1994; Goergen, 1998; Kang & Shivdasani, 1999; Solomon & Solomon, 1999; Yafeh & 

Yosha, 1998). As active shareholders, blockholders are able to prevail over information 

asymmetry, and monitor management more effectively and thus protect the interests’ of 

shareholders (see Chapter 3, 3.5.4.1). Thus, the study of emerging economies and 

economies in transition often includes an analysis of ownership structures and 

ownership concentrations. For example, Claessens and Djankov (1999b) in their study 

of the Czech Republic incorporated an analysis of ownership structures and 

concentration. Similarly, in the study of China, Chen and Gong (2000)), Xu and Wang 

(1999) and Gul and Zhao (2001) included the study of ownership concentration and 

structures.

The focus of the empirical work conducted in this thesis is the wealth effect of 

changes in ownership stakes on firms listed in China and on the concentration, structure 

and levels of the various forms of ownership on the performance of publicly listed firms 

in China. This in turn provides insights into the privatization of SOEs in the process of 

reforms (Chapter 2 (2.4.3.1) and Chapter 6 (6.6). Hence, although managerial 

ownership is not the focus of this study, it is of value to consider the theory and 

methodology of the studies conducted in this area, as these are drawn on for the 

methodology applied in this study. They provide the theoretical motivation and a guide 

to the methodology of this thesis.

Many studies have considered whether managerial ownership would have the 

tendency to reduce the impact of agency problems and costs as discussed above. In the 

first instance, Jensen and Meckling (1976) put the case that managerial ownership 

would deter the tendency toward self-serving and private perquisite consumption. 

However, conflicting results have followed the empirical research on the matter. The 

relationship between firm value and managerial ownership was first explored by 

Demsetz and Lehn (1985), who, in the first instance, did not find evidence of the 

existence of a linear relationship. On the other hand, Mørck et al. (1988) McConnell 

and Servaes (1990) and others have established that a non-linear relation between 

managerial ownership and firm performance is present. 



Short and Keasey (1999) reported a significant non-linear relationship between 

corporate value and insider ownership, as do Faccio and Lasfer (2000), whereby 

corporate performance is modelled using a cubic specification. Core and Larcker (2002) 

find that firms that adopt target ownership plans have significantly increased managerial 

ownership in the two years following the adoption of the plan and a subsequent 

performance improvement. 

More recently, Davies, Hillier and McColgan (2004) found that the relationship 

between managerial ownership and firm performance is co-deterministic (see also 

Hillier & McColgan, 2003). Consequently, their finding differs considerably from the 

findings of Cho (1998) and Himmelberg et al. (1999) mentioned above. They find that 

at levels up to 7% performance increased, but declined from 7 to 26%. From 26 to 50% 

performance increased once again as managerial objectives are influenced by market 

discipline. Performance then declines from 51 to 76%, but improves thereafter as 

management ownership becomes dominant, which aligns managerial and shareholder 

objectives.

Demsetz and Lehn (1985) also find that managers with large corporate holdings 

have greater difficulty in diversifying their portfolio risk. This then acts as a 

disincentive for large ownership stakes in their firm, particularly as the risk of the firm’s 

stock rises. Accordingly, they find that ownership is a function a corporation’s market 

returns volatility. Meulbroek, (2001b; 2001a) find that managers with large corporate 

holdings, who are exposed since their portfolio risk is not diversified, are compensated 

for just the systematic risk that they are exposed to, and accordingly will value their 

equity or option investments below market value.

To summate then, if contractual arrangements singularly are inadequate, the 

solution for unravelling the difficulties confronting SOEs may lie in aspects to do with 

moderating self-serving and private perquisite consumption (Jensen & Meckling, 1976) 

such as large shareholders and ownership structures that enhance performance. 

Blockholders may be a focal means of monitoring management and improving 

performance in China. A means of testing this proposition is to investigate changes in 

ownership, ownership concentration and ownership structures and their influence on 

firm performance.



4.3. Methodology

In considering the methodology that is used in this thesis it was found that 

empiricism endeavours to describe, explain and make predictions through observation. 

Consequently, it was determined that the study will utilise an empiricist approach, given 

that it will collect data about hypothesised relationships and resolve if a particular 

hypothesis is correct. Moreover, as was previously justified the positivist philosophical 

approach was the most suitable as it is the most widely used paradigm in the discipline 

of finance (and related disciplines). 

The thesis is fundamentally empirically based, employing published and readily 

available data. A comprehensive literature review has been conducted with relation to 

the theory of the firm, matters influencing corporate governance, models of corporate 

governance around the world, and the study of the institutional setting and SOEs in 

China. Of particular interest has been corporate governance and reforms in various 

economies in transition as documented in the academic literature, multilateral agency 

reports and other sources. Special attention is paid to the success and suitability for 

China of reforms in other transitional economies such as the Czech Republic, which has 

used a voucher system in the reform and privatization of the SOE sector (Harvie & 

Naughton, 2000) and to corporate governance in South Korea as the authorities in China 

have paid particular attention to this model (see Chapter 2 (2.4.3.1) and Chapter 6 (6.6).

4.3.1. Research Design

This section addresses the empirical study in brief. The following sections 

discuss the hypothesis and the empirical study in detail. There are two preliminary 

studies conducted followed by the primary study.

The initial investigation is conducted to analyse the wealth effect of changes in 

corporate governance. An event study will be carried out using the market model 

approach to measure reactions of the market to changes in corporate governance. Using 



the TEJ database, corporate governance changes will be identified and the window 

around those changes analysed to identify abnormal returns. Evidence of abnormal 

returns, that is, returns in excess of those expected by the market model, can be assumed 

ceteris paribus to be associated with the event and corporate governance change.

In the second study, the level of concentration of all firms will then be 

determined by classifying firms based on the top five shareholders, and from that data 

by determining the Herfindahl Index measure of ownership concentration. Ordinary 

least square (OLS) regressions are run using Tobin’s Q performance measure as the 

dependent variable and independent variables as described in detail later in this chapter 

(see section 4.5, page 220).

Moving to the primary area of empirical investigation, a study is then carried out 

to determine the ownership structure of the firms from the data obtained. The proportion 

of ownership held by the state, Legal Persons, publicly traded A-Shares, offshore 

ownership and foreign institution holdings respectively, will determine the ownership 

classification. Then, employing the data for the listed companies of each stock exchange 

in China that have the required data available for the years 1997 to 2001, a series of 

regressions is then run on performance dependent variables. The hypotheses are 

described in section 4.4. The primary valuation instrument that will be applied is 

Tobin’s Q, which is the dependent variable used in the regressions (see section 4.5.1, 

page 220). In addition accounting profitability measures will used in alternative 

regressions. The measures used are return on assets (ROA) and return on equity (ROE) 

(see section 4.5.1).

This element of the study will commence with simple OLS regressions, one year 

at a time followed by pooled data. Independent variables as identified from the 

corporate governance literature are incorporated to capture the impacts of various 

ownership structures in China. The corporate governance literature also identifies 

factors other than ownership structure that have significant explanatory power in 

relation to performance. These control variables will also be included in the analysis. 

These are discussed in section 4.5.2.

The review of the corporate governance literature revealed that there are many 

methods used to analyse data. These primarily revolve around empirical analysis using 



various statistical models. The most common are variations of the ordinary least squared 

regression model. The review focussed particularly on methodologies utilised in the 

leading finance journals as defined by Borokhovich (2000) as well as a range of other 

ownership of the firm and corporate governance literature. And finally, studies of 

corporate governance in China are included. The primary papers selected for detailed 

review amounted to 28 studies. A summary of those reviewed is provided in 

Appendix A, page 328. The table provides a comparison of methodologies used. A 

general observation can be made of the methodology applied in these studies. In all, of 

the 28 studies, 25 employed OLS regressions, 6 used piecewise regressions, 7 applied 

systematic equations, 2 utilize logit models and 2 applied probit models. Thus, OLS 

regressions are used in the majority of studies.

Fixed and random-effect models were seriously considered for this study, but 

were not used for the following reasons. There is firstly concern in that there is 

insufficient variation over time in the independent variables. As was highlighted in 

Chapter 2, state and Legal Person shares are non-tradeable shares – they are prohibited 

from being traded on either Shanghai or Shenzhen stock exchanges. Furthermore, any 

transfer of non-tradeable shares between permitted institutions is strictly regulated. As a 

result, the ownership structures of even listed firms in China are reasonably stable over 

time with little variation (refer to Chapter 2, Figure 2.4). Thus, a fixed-effect model here 

would mean that there would be numerous zeros for the explanatory variables, which is 

likely to cause spurious results (Greene, 2002). Furthermore, particular handling is 

required when the random-effect model is used when some of the independent variables 

do not change over time. It should be noted the fixed effects methodology used by 

Himmelberg et al. (1999) in their study of managerial ownership and performance was 

severely questioned in the literature by Zhou (2001, page 560) in that “small, one-year 

changes in ownership are not likely to reflect notable changes in incentives that would 

lead to substantive within-year changes in performance.” Moreover, the fixed-effect 

model is fundamentally a dummy-variable classical regression model. As the panel data 

panel is short, the model would tend to reduce the gain in the degree of freedom from 

panel data. 



Piecewise linear regression has also frequently been used in the literature to test 

for non-linearity. Of the 28 papers reviewed (listed in Appendix A), seven use this 

approach, including the seminal work of Mørck et al. (1988). However, in this study, 

given the large number of dummy variables affecting the degrees of freedom and as the 

intercept is held constant when the model is used, it was determined that a different 

methodology would be applied. Therefore, an alternative cross-sectional methodology is 

utilised (see section 5.5) and addressed in Hypothesis 5.

In the following sections, the hypotheses are considered in detail. Included is a 

discussion regarding the method of analysis used for each hypothesis. 

4.4. Hypotheses 

This study follows the tradition of empirical work in corporate governance. 

Firstly, an analysis of the changes in ownership on the value of the firm using “event 

study” methodology is conducted. Secondly, multivariate regression analysis is run to 

examine the ownership and performance of firms in the study.

An event study is conducted in the initial analysis to investigate the wealth 

effects of changes in ownership of publicly listed firms in China. The market model 

approach is used to measure reactions of the market to changes in corporate governance. 

In exploring ownership concentration and structure and the performance of the 

firm, a regression analysis is used. Performance is the dependent variable (in this case 

various specifications of Tobin’s Q), corporate governance measures are specified as 

independent variables, together with other control variables that have theoretical 

validity. The paper therefore takes a market perspective whereby the market values of 

sample firms is a fundamental component of the measure of performance. This 

perspective therefore rests on the assumption that the market is capable of discerning 

between firms with different ownership characteristics. 



4.4.1. H1 The Wealth Effects of Corporate Governance Changes

The first portion of empirical study is a preliminary study, to determine if any 

wealth effects can be observed associated with changes in corporate governance of 

firms that are publicly listed in China. As previously discussed, the findings in the 

literature show that ownership structure does influence the performance and value of 

Chinese firms (Chen & Gong, 2000; Gul & Zhao, 2001; Hovey et al., 2000; Hovey et 

al., 2003; Sun, Tong, & Tong, 2002; Xu & Wang, 1999). Given this, it is hypothesised 

that any significant change in ownership, reflecting changes in corporate governance 

will impact upon the value of the firm. In this thesis, an “event study” is conducted 

using the market model approach to measure reactions of the market to changes in 

ownership structure and thus the corporate governance of the firm. By careful analysis 

of the data obtained from TEJ as to the ownership of the top shareholders, corporate 

governance changes are identified and the date of these changes is noted. A five-day 

window either side of those changes and returns are determined based on the adjusted 

closing price. Evidence of abnormal returns, that is, returns in excess of those expected 

by the market model, can be assumed ceteris paribus to be associated with the event and 

corporate governance change. A five-day window is used as other events that may 

influence the price are difficult to identify in China.

In testing for the impact of ownership changes, the study will identify significant 

adjustments to ownership concentration and structure. For the sample period 1997-99 

firms that have had a significant change in equity ownership held by the state, Legal 

Persons, and publicly tradeable A-shares (EOST, EOLP and EOPUB respectively) of 

greater than 10%. Market model estimation and testing for cumulative abnormal returns 

are conducted.

Event study methodology is widely used in empirical studies to capture the 

wealth effects of significant economic events. Event studies generally expect that a 

rational market will respond immediately to a significant event and this is reflected in 

stock prices. Accordingly, the effect of the event can be gauged by measuring security 

price movements surrounding it (Ball & Brown, 1968; Fama et al., 1969; MacKinlay, 

1997; Maynes, 1992). In the corporate governance literature, event studies have been 



used to determine whether abnormal returns are associated with changes in various 

aspects that influence corporate governance (see for example Brickley, Coles, & Terry, 

1994; Healy, 1992; Lee et al., 1999; Park & Rozeff, 1996; Rosenstein & Wyatt, 1990, 

1994, 1997). For instance, Rosenstein and Wyatt (1990) employed event study 

methodology to measure the wealth effects of announcements of the appointment of an 

outside director and find positive excess returns around the days of the announcements. 

Healy (1992), used event studies to investigate the effect of changes in corporate 

governance and corporate control. Brickley, Coles and Terry (1994) use event 

methodology and find a positive relationship between the reaction of the stock market to 

the announcement of poison pills and the number of outside directors. Park and Rozeff 

(1996) estimate excess returns due to CEO replacement announcements using event 

study methodology and find positive returns associated with outside CEO selection. 

Rosenstein and Wyatt (1994) employed event studies to examine the result of an officer 

of one corporation becoming a director of another; and in 1997 studied whether the 

appointment of executive directors resulted in greater efficiency and increased 

performance or in deepening entrenchment (Rosenstein & Wyatt, 1997). They find that 

generally there is no effect, although it differs in proportion to the level of ownership of 

the directors concerned. Likewise, Lee, Rosenstein and Wyatt (1999) find that the 

appointment of an outside director from the financial sector, for instance bankers or 

insurance executives, is positively related to abnormal returns.

The instrument that will be used for the event study is the Market Model (also 

termed the single index model). It is a one factor statistical model that relates the return 

of a security to the return of the market in which the linear specification follows from 

the assumed joint normality of asset returns. Four main methods of determining 

abnormal returns are typically used (Barth, Page, & Jahera, 1999). The single-index 

market model method, as used in this study, supposes that returns in excess of the 

returns on a market portfolio are abnormal returns for a security and indicate wealth 

effects. It has been the most prevalent method used (MacKinlay, 1997). Another 

approach is the Scholes-Williams (1977) beta method, which determines the beta of 

each stock based on all returns. The final approach is the mean return method, which 

assumes that abnormal returns are the daily returns for a security, less the average return 

for the whole period considered (Barth et al., 1999). 



MacKinlay (1997) discusses event study methodology at length and asserts that 

the main potential improvement of arbitrage pricing theory model (APT) (Ross, 1976) 

based models is the elimination of CAPM biases. Any improvement gained by using 

APT verses the market model is however minor (Brown & Weinstein, 1985). However, 

the market model, can avoid the potential for sensitivity, thus, it is the most used 

approach in event studies (MacKinlay, 1997). It should be noted that a study by Brown 

and Warner (1985) found that the evidence intimated that none of the methods deliver 

noticeable differences in abnormal returns results. 

The market model is typically specified as (Fama et al., 1969):

jtmtjjjt
uRR ++= βα  (1)

where R
jt 

are the returns on stock j for time t and is partitioned into a systematic 

component ß
j

R
mt 

that is lineally related to the return on the market index and a mean 

zero disturbance term u
jt

. The later represents the abnormal returns and is captured 

cumulatively around the announcement of the event.

In conclusion, various specifications of the model exist in the event studies 

literature. A typical and simplified approach is to assume an intercept of zero and a 

slope of one for all stock in the sample.
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In which case it is possible to determine a nul 

hypothesis as follows:

Hypothesis 1: (The Irrelevance of Corporate Governance Change) Ceteris 

paribus, the returns on stocks experiencing corporate governance change are entirely 

explained by movements in the market.

Hypothesis 1 is tested by estimating the following equation,

∑ = 0
jt

ε   (2)

where ∑ε
jt 

is the empirically determined sum of the residuals for stocks 

experiencing significant corporate governance changes for the period surrounding the 

change. Potential abnormal returns will be captured for a period 5 days prior to and 5 

days after the announcement.
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The zero-one market model is presented here only for the purpose of developing a nul hypothesis. In 

the empirical study it is proposed to estimate the parameter of the model for each stock.



In summary, in testing for the impact of corporate governance changes, the study 

will identify significant adjustments to ownership concentration and structure. Initially 

two changes will be explored for the sample period 1997-99: firms that have issued 

shares to foreign investors for the first time will be identified; and firms that have had a 

significant change in ownership between state, Legal Person and publicly listed 

ownership greater than 10%. In both cases, market model estimation and testing for 

abnormal returns will be conducted.

4.4.2. H2 Ownership Concentration and Firm Performance

The second part of empirical study is also a preliminary study, to determine if 

ownership concentration can be observed to be associated with the performance of 

publicly listed enterprises in China. The literature documents a linear relationship 

between ownership concentration and ex-post firm performance measures (Demsetz & 

Lehn, 1985). Many of the studies conducted in China also document a linear 

relationship between ownership concentration and firm performance (see for example 

Chen & Gong, 2000; Gul & Zhao, 2001; Xu & Wang, 1999). Claessens et al. (1999b) 

finds a similar linear relationship in their study of reforms in the Czech Republic. This 

is particularly applicable to transitional economies where significant differences, such 

as state verses private sector, may persist. Bureaucrats, who often have various other 

agendas and allegiances in play, do not necessarily pay a great deal of attention to firm 

performance. The result often leads to inefficiencies in state enterprises (Shapiro & 

Willig, 1990; Shleifer & Vishny, 1994). Typically, more efficient ownership structures 

improve the performance of privatized firms significantly (Megginson et al., 1994). 

Nevertheless, privatization without substantial managerial change may not experience 

performance improvements. Likewise, privatization without the introduction of large 

investors can increase agency costs, even if the costs of political control decrease 

(Wolfram, 1998). 

Ownership classification is determined by the proportion of ownership held by 

the state, legal entities, A and B shares, and employee shares respectively. The level of 

concentration of all firms will then be determined by classifying them based on the top 

five shareholders and the Herfindahl Index (HI) measure of ownership concentration. 



Secondly, employing the data for the listed companies 1997-1999, a series of linear 

regressions will then be run on valuation variables. In the regressions, the valuation 

instrument that is applied is Tobin’s Q, which is the dependent variable.

The effect of ownership concentration on the performance of Chinese enterprises 

is studied to ascertain if the financial performance and valuation of firms are 

significantly explained by ownership concentration. The approach that will be taken is 

to examine the relative importance in Chinese enterprises of ownership concentration in 

predicting the performance and valuation of the firm. A nul hypothesis of ownership 

concentration is tested. In the case of the hypothesis not being accepted, fluctuations of 

firms’ performance with ownership concentration will be investigated. 

Thus, the null hypothesis is stated as

Hypothesis 2: (The irrelevance of ownership concentration) Ceteris paribus, in 

any regression of performance, the coefficient of OCR is 

insignificant.

Thus, the null hypothesis is stated as 

εββββα +++++=
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PFM   (3)

where α represents the intercept, β the regression coefficients; ε is an error term; 

PFM represents performance variables PFM = Tobin’s Q. Three measures of Tobin’s Q 

are used which are described in the next section. The independent variables are 

represented by SIZE, being the log of operating sales as a proxy for the size effect of 

firms; LEV, the leverage of the firm as the debt-equity ratio; GRW, the growth potential 

of the firm represented by the growth of net income. OCR represents ownership 

concentration ratios – A5, the ownership of the top 5 equity holders and HI, the 

herfindahl index. These alternative measures are to be used in separate regressions. If 

ownership structure does not matter, we would find no correlation between PFM and 

OCR. 

In this particular regression, three measures of Tobin’s Q are used. First, a 

simplified measure using the market equity-to-book equity ratio (Q_MB) is calculated 

for each firm (1997-1999) (as applied by Xu and Wang, 1999; Chen and Gong, 2000; 

Gul and Zhao, 2000; Hillier and McColgan, 2002; Sun, Tong, and Tong, 2002.  The 



market value of equity is divided by the net tangible assets attributable to shareholders. 

The market value is the share price multiplied by the number of ordinary shares on issue 

at year-end. Secondly, Tobin’s Q is estimated by determining the market value of the 

firm’s equity plus total liabilities, over the total assets of the firm (Q_Sim), again 

annually for each firm. This measure is closer to Chung and Pruitt (1994) model, as it 

reflects the firm as a whole and not just the equity capital. Book values are used for debt 

and other liabilities in the absence of any secondary market for such claims in China. 

Book value of assets is also used rather than replacement cost. This is an expedient 

approach as any attempt to capture replacement costs opens up considerable 

measurement problems (Claessens et al., 1997; Clarkson and Satterly, 1997). Thirdly, 

an average of Tobin’s Q, based on Q_Sim, over three years is determined (Q_Av). 

Lang, Stulz, and Walkling (1989) propose that Tobin’s Q averaged over several years 

may improve the estimate over a one-year estimate, which is potentially noisier. Thus, a 

multi-year computation reduces estimation error. In the regressions, Q_MB and Q_Sim 

are used as the dependent variable for each of the three years of the study, while Q_Av 

is applied to 1999 data only.

Additionally the following variables are included by virtue of their potential to 

have explanatory power. Firstly, Herfindahl Index and Top Five are used. Studies in 

market economies provide evidence that suggests that improving performance and 

creating value can be achieved by paying greater attention to concentration. This is 

particularly applicable to transitional economies where significant differences, such as 

state verses private sector, may persist.

The approach used by Claessens et al. (1999b), Demsetz and Lehn (1985) and 

Cable (1985) is followed. The two measures for the degree of ownership concentration 

are the share of equity held by the five largest investors combined, and the Herfindahl 

Index (HI), which is the sum of squared ownership of the five largest investors. The top 

five shareholders data was taken from the TEJ database without identifying ownership 

characteristics. The TEJ database lists the percentage ownership of the top shareholders. 

From this, the percentage ownership the top five was taken. Other studies in China have 

used both the five and ten largest shareholders, however, as the market is highly 

concentrated it is deemed that the five largest is the most applicable. Thus, Top Five is 



considered a reasonable measure for capturing any potential explanatory power in 

concentration.

The Herfindahl Index (HI) is also used to measure ownership concentration. 

Demsetz and Lehn (1985) and Cable (1985) used both the HI and the share of equity 

held by large investors combined when examining corporate governance. The HI is the 

sum of squared ownership shares, and is used to capture how the distribution of the 

stock held by investors affects profitability of the firm. Inasmuch as it is based on 

squared shares, the HI places a greater weight on stockholders with large holdings so 

that it takes more account of the size distribution problem (Dickson, 1994; Santerre & 

Neun, 1993). The percentage of the firm’s equity owned by the five largest shareholders 

and HI based on the same data. The proportion of shares held by the top five 

shareholders may not adequately reflect the disproportionate power held by these 

investors. It is envisaged that the use of HI in the analysis will capture this phenomenon. 

The literature generally recognizes three independent variables that have 

explanatory power when examining firm performance and corporate governance: size, 

leverage and growth. The first independent variable is firm size. In this study, sales will 

proxy for the size effect. Operating sales in billions of Renminbi (Rmb) are transformed 

into natural logs to account for the distribution. While there are many ways of 

measuring size, a common approach in studies of corporate governance is to utilize the 

firm’s sales. The book value of total assets or the replacement cost of total assets is also 

used in the literature to control for the size effect, (see McConnell & Servaes, 1990; 

Mørck et al., 1988). However, for technical reasons it is not acceptable to regress Q and 

a size variable based on asset valuations. In effect, the regression is regressing 

variations of the same thing, because the dependent variable Q already incorporates 

market and book asset values. Xu and Wang (1999) find that the value of total assets 

has a lower explanatory power than operating sales. 

The literature suggests that bigger SOEs have more government control and 

evoke greater bureaucracy and agency problems, and increased redundancy (Gul, 1999; 

Gul & Zhao, 2001; Sun et al., 2002; Tan, 2001; Xu & Wang, 1999). Therefore in the 

context of China, size is used as a proxy to explain bureaucratic inefficiencies brought 

about due to firm size, as in Sun et al. (2002) and Xu and Wang (1999). It is thus 



expected that the variable SIZE be negatively correlated to firm performance (Sun et al., 

2002; Xu & Wang, 1999).

The second independent variable is financial leverage (LEV), the debt/asset ratio 

of each firm as measured by the book value of debt divided by the book value of assets. 

Mørck et al. (1988) hold that this variable could capture the value of corporate tax 

shields which could cause higher values of Tobin’s Q, or other performance indicators. 

Furthermore, consistent with pecking order theory and the risk associated with higher 

levels of debt, leverage is negatively correlated to the profitability of the firm (Myers, 

1984; Myers & Majluf, 1984). However, more recent work by Fama and French (2002) 

suggests that pecking order theory is no longer a sound basis for examining financial 

structure. In addition, the “policy lending” regime in China requires that the situation is 

interpreted quite differently.  It should be noted that whilst “policy lending” is officially 

frowned on, the literature indicates that it continued during the period of this study (for 

example see Chen & Gong, 2000; Chow & Fung, 1998). In China, higher leverage may 

imply the availability of state funding for corporate operations (Chow & Fung, 1998). It 

is possible therefore, that the higher the proportion of debt, the higher the firm’s market 

value (Chen & Gong, 2000)
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. Hence, in this case, the variable is used to capture the 

possibility of state capital assistance via policy lending, which is an indicator of state 

benevolence and support. Positive relationships between debt and firm value is 

supported in China on the grounds that the ability to acquire high levels of debt 

indicates official support for the firm and its inclusion in policy and directed lending by 

state banks.

The third independent variable is the current growth rate (GRW). In this study, 

growth of net income will proxy for the growth of the firm. In an efficient market, firms 

with high-income growth are generally valued higher by the market (Gray, Myers, & 

Brealey, 2003) and consequently have a higher Q. Thus, it is expected that the growth 

variable (GRW) will be positively correlated to firm performance. 

These variables are used in this study and are described in detail later in the 

chapter.

14 

It is acknowledged that the reverse could be true, in that changes in value to a degree drive changes in 

debt proportions.



4.4.3. H3 Ownership Structure and Firm Performance

Following the preliminary studies of hypotheses one and two, further data was 

compiled for hypothesis three. Hypothesis three is essentially the primary component of 

analysis in this thesis, along with the ensuing studies that stem from this work in the 

following section. Substantial endeavour is devoted to the study and to the development 

of a comprehensive dataset containing as many firms as possible. The data used in this 

section is a more comprehensive dataset specifically developed for the study. The data 

was initially pooled for the years 1997 to 2001. Then the regressions were run on each 

year separately.
15

Firstly, the industry variable was added. The industry dummy variable INDD 

was included as it was determined that it was desirable to control for the industry in 

which the firm is involved. Though other similar studies do not uses industry variables, 

it was found by Lindenberg and Ross (1981), that industrial organization has a 

significantly bearing upon the performance of firms because they are affected by similar 

economic and business conditions and risks. The industry data was not available at the 

time of the earlier studies, but was purchased for this study separately from the TEJ 

data, as discussed later in this chapter. Thus twenty industry dummy variables are used 

in this and the next studies. As is customary, one other dummy variable was dropped to 

avoid the “dummy variable trap” (Greene, 2000, page 318) or perfect collinearity 

(Gujarati, 2003), that being the general classification, Other. 

Further, the proxy for growth opportunity was altered in this study. Investment 

(INV) was used as the variable to proxy for growth opportunity. It was found that the 

data for GRW (growth in sales) previously used became unreliable and difficult to 

reliably administer in the larger dataset created for this and subsequent regressions. 

Thus, the variable INV (investments over total assets) replaced GRW (see Variables 

discussion later in the chapter).

15 

An area that was considered in this study is the area of and issue to do with insider control. Along the 

same lines, there is also a possibility of collusion amongst insiders. It is recognised that even Legal 

Person representatives and other agencies could collude. Whilst this is recognised as a potential, the 

data was not available to pursue this aspect.



Certain distinctive characteristics have evolved in China that have impacted 

upon ownership structures of listed firms under the present economic and legal state of 

affairs. Most notable is that listed firms are owned by five categories of investors: the 

state, Legal Persons, individual domestic shareholders, foreign institutions and offshore 

investors. However, the majority of shares are owned by the state and Legal Person 

blockholders. As previously mentioned, it is argued by some economists that well-

functioning markets – specifically the product market, the managerial labour market, 

and the takeover market – are of crucial importance in establishing corporate 

governance structures. The question is addressed by studying the effects of ownership 

structure on the performance of firms, to ascertain if the financial performance and 

valuation of Chinese enterprises is explained significantly by the ownership structure. If 

ownership structure is irrelevant, ownership fractions would be expected to be 

insignificant in regressions on performance. Regression analysis is used to examine the 

relative importance of ownership structure in predicting the financial performance and 

valuation of Chinese enterprises. 

After Thus, the null hypothesis is stated as

Hypothesis 3: (The Irrelevance of Ownership Structure) Ceteris paribus, in any 

regressions of PFM, EO is insignificant.

Hypothesis 3 is tested by estimating the following equation,

εβββββα ++++++=
iiiii

EOINDDINVLEVSIZE
54321i

PFM   (4)

where α represents the intercept, β the regression coefficients; ε is an error term; 

PFM represents performance variables (PFM = Q, ROA and ROE), and the variables 

are represented by SIZE being the operating sales of firms that measures the size effect 

of firms; LEV, the debt-equity ratio. In this case, INV, investment is used as the 

variable that will proxy for growth opportunity (replacing GRW). EO is the equity 

ownership fraction, being the proportion of equity ownership held by the state, Legal 

Persons, Publicly held tradeable A-shares, Offshore ownership (B, H shares and other 

offshore ownership), Foreign Institution holdings (EO = EOST, EOLP, EOPUB, EOOff 

and EOFOR respectively). The industry dummy variable INDD is used as previously 

discussed and represents twenty industry dummy variables.



There would be no correlation between PFM and EO if the ownership structure 

were not of consequence. It is expected that Legal Persons ownership will be positively 

correlated with performance. Legal Persons, whilst having a high degree of state 

involvement, have greater accountability in monitoring the performance of firms and are 

less responsible for the political agenda than do the holders of state ownership. 

Furthermore, prior research on smaller sample sizes has shown Legal Persons 

ownership to be positively related to performance (Hovey et al., 2003). On the other 

hand, it is also expected that state ownership would be expected to be negatively 

correlated to performance. State bureaucrats are less accountable for monitoring firm 

performance and have more responsibility for the political agenda than the Legal 

Persons ownership. Prior research on smaller sample sizes has shown Legal Persons 

ownership to be positively related to performance (Hovey et al., 2003). Various studies 

have found that state ownership is less efficient than private ownership (see for example 

Megginson et al., 1994) (this is discussed in Chapter 3. 4.6.3). However, studies by 

Chen and Gong (2000), and Sun and Tong (2002) using data from the mid-nineties 

when the market was less mature show a positive correlation between state dominance 

and performance. Despite this finding, state ownership is anticipated to be negatively 

correlated to performance for the above reasons. Both foreign and offshore ownership is 

expected to be positively related to performance as the result of stronger monitoring.

4.4.4. H4 Levels of Legal Person Ownership and Firm Performance

Based on prior studies it is assumed that Legal Persons ownership is most likely 

to be positively correlated to the performance of firms listed in China. Assuming this to 

be the finding of hypothesis three, the question remains with regard to what level of 

Legal Person ownership is positively related to performance. As in management 

ownership literature, it is reported that the relationship between management ownership 

and performance has been found to be non-linear as mentioned in the theoretical 

motivation (section 4.2). In this context, it is posited that Legal Person ownership has a 

non-linear relationship with performance. If so, it is consistent with the management 

ownership literature. Similar studies have been conducted considering what levels of 

management ownership are positively related to performance. Although this study does 



not consider managerial ownership, the principles used in studies conducted in that area, 

provide a basis for the approach applied to examine Legal Person ownership. Thus, the 

study should provide guidance as to what might be the optimum level of Legal Person 

ownership for publicly listed firms in China. 

In studies considering managerial ownership, piecewise linear regressions 

applying splines at various ownership levels is often used. For example, a piecewise 

linear regression was employed by Mørck et al. (1988) and a non-linear relationship 

was found to exist. A quadratic method was applied by McConnell and Servaes (1990) 

which also found a non-linear relationship. Applying a cubic specification, a significant 

non-linear relationship between corporate value and insider ownership is reported by 

Short and Keasey (1999) and Faccio and Lasfer (2000). Quintic (fifth degree) 

breakpoints in piecewise regressions was used by Hillier and McColgan (2003) who 

found that a non-linear relationship existed. Whilst the piecewise linear regression 

methodology was carefully examined and considered for this study, there was a concern 

with this approach in that its application holds the variables constant. With the number 

of dummy variables already being used for the 20 industries, if more were to be used to 

run a piecewise linear regression, there was concern that the model would consume a 

large number of degrees of freedom (Gujarati, 2003). Thus, alternative methods were 

investigated.

The following method was drawn from the approach applied by Fama and 

French in a number of their papers (see for example Fama & French, 1993, 1995, 

1996a, 1996b; Fama & French, 1998). They created portfolios based on high and low 

levels of key variables. For example, Fama and French (Fama & French) constructed 

portfolios based on high and low levels of firm size and book-to-market equity; and in 

Fama and French (1998) portfolios were constructed based on high and low levels of 

value and growth firms. They used size of the firm, as well as ratios of book-to-market 

equity, earnings to price and cash flow to price, to construct portfolios and ran 

regressions on these portfolios.

In this study, Fama and French’s (1993) mimicking portfolio methodology is 

drawn from. Portfolios are constructed based on the level of Legal Person ownership. 

Firms are assigned to three portfolios at the end of December of each year - 1997 to 



2001. The three portfolios are based on Low, Medium and High levels of Legal Persons 

ownership which is derived from the breakpoints for the bottom 33.3 percent and top 

66.7 percent of firms in the database. Thus the Legal Persons variable is divided into 3 

equal ntiles for each year of data and the portfolios are created. The analysis is run on 

each portfolio and year separately. 

A regression analysis is run to examine the relative importance of Low, Medium 

and High levels of Legal Person ownership in predicting the financial performance of 

Chinese enterprises. Thus, the null hypothesis is stated as

Hypothesis 4: (The Irrelevance of levels of Legal Person Ownership) Ceteris 

paribus, in any regressions of PFM, EOLP is insignificant.

Hypothesis 4 is tested by estimating the following equation,

εβββββα ++++++=
iiiii

EOLPINDDINVLEVSIZE
54321i

PFM   (5)

where α represents the intercept, β the regression coefficients; ε is an error term; 

PFM represents performance variables PFM = Q, ROA and ROE. The independent 

variables are represented by SIZE, being the log of operating sales as a proxy for the 

size effect of firms; LEV, the leverage of the firm as the debt-equity ratio; INV, the 

growth potential of the firm represented by the investment; INDD, the industry dummy 

variables. EOLP is the equity ownership of Legal Persons. The regression will be run on 

each portfolio separately – Low, Medium and High levels of Legal Person Ownership.

There will be no correlation between PFM and EOLP if that level of Legal 

Person ownership is not of consequence. 

It should be noted that the number of the industry dummy’s was reduced to a 

total of ten for this study since the sample sizes are much smaller which may reduce the 

degrees of freedom adversely (Gujarati, 2003). This has been achieved by combining 

like industries. It is not the purpose of this study to analyse the performance of the 

industry’s and thus the results for the industry dummy variables are not reported in the 

findings.



There are no prior studies to guide our expectations as far as the likely findings 

are concerned. It is surmised that medium levels of ownership will have a greater 

bearing on positive firm performance. This is because it is proposed that at low levels of 

ownership the influence is not sufficiently strong to overcome the negative effects of 

state ownership and improve performance. At high levels of ownership, the effects of 

entrenchment may reduce the performance of the firm. Medium levels are expected to 

have the incentive and enough control to improve performance. Thus, Low is expected 

to be negative related to performance, Medium positive and High negatively correlated 

to performance. 

4.5. Variables

The models outlined above contain a variety of variables that will now be 

justified and defined in greater detail. The simple model outlined above indicates the 

need to identify observable variables that relate to ownership concentration, structure 

performance and value. Thus, the following variables have been chosen by virtue of 

their potential to measure firm performance against ownership concentration and 

structure.

4.5.1. Dependent Variables

Performance Variables

In the corporate governance literature, commonly used performance measures in 

assessing the relationship between firm performance and ownership structure are 

Tobin’s Q, return on assets (ROA) and return on equity (ROE). Of the 23 studies of this 

nature reviewed for this study, 21 used Tobin’s Q, nine ROA and eight applied ROE 

(see Appendix A).

Tobin’s Q is therefore is by far the most extensively used measure of firm 

performance in the corporate governance literature. The first significant study to use this 

measure was Mørck et al. (1988). Other studies have followed, including Hermalin and 



Weisbach (1988), Barclay (1989), McConnell and Servaes (1990), Lang (1994), 

Zingales (1994), Loderer and Martin (1997), Cho (1998), Himmelberg et al. (1999), and 

Holderness et al. (1999), Claessens (1999 and 2000). 

In its original formulation, Tobin’s Q captures the ratio of market value to the 

replacement cost of production assets at the margin (Tobin, 1969, 1978). Typically, 

average Q is used as a proxy for marginal Q (Hayashi, 1982). Due to the difficulty of 

determining the replacement cost of assets, a widely used proxy for Tobin’s Q is the 

book value of assets, although this remains controversial (see for example Chung & 

Pruitt, 1994; Lee & Tompkins, 1999). 

Typically, in market economies, firms with the highest Q values have the 

potential to earn economic rents on a firm’s assets and the degree of competition and the 

firm’s cost structure (Lindenberg & Ross, 1981). Thus, firms with the highest Q have a 

tendency to be the firms with extremely solid expertise or brand images, that is, firms 

with a strong competitive advantage (Lindenberg & Ross, 1981). A Q-ratio that is 

increasing over time would imply that the profitability of the firm’s allocation of 

resources has stimulated an optimistic appraisal by the market. 

Demsetz and Lehn (1985) used the accounting profit to measure firm 

performance. Xu and Wang, (1997, 1999)  used ROA and ROE in their study of listed 

firms in China using data from the early 1990s. ROE is the performance measure 

specified by the China Securities Regulatory Commission for rights issuing and 

delisting purposes (Haw et al., 1999). Also documented by Haw et al. (1999) is a 

significant price reaction to the annual earnings announcement, suggesting that earnings 

are value-relevant to tradeable A-share investors in China. Furthermore, Abdel-khalik et 

al. (1999) found that earnings and unexpected returns were correlated for A-shares. 

Thus, the two primary measures of performance used in the literature are 

accounting based measures and Tobin’s Q. They differ in two significant aspects: firstly 

the time perspective, and secondly as to who measures performance. The time 

perspective for accounting based measures is retrospective and is forward-looking for 

Tobin’s Q. In other words, what has been accomplished verses what will be 

accomplished by the firm. The “who” of performance measurement are in the case of 

accounting performance, the accountant who is constrained by accounting standards and 



demands of the firm and in the case of for Q it is the “market.” By the “market,” we 

refer to the community of investors constrained by the information available to them, 

their insight and perceptions.

However, it should be noted that both tend to suffer similarly from the affects of 

accounting practices. It is obvious that accounting based measures are impacted, but 

Tobin’s Q is also affected, as the denominator of Q, is typically measured by the book 

value of tangible assets as a proxy for the replacement cost of these assets. As Demsetz 

(2001, page 213) points out, “The numerator of Q, being the market value of the firm, 

partly reflects the value investors assign to a firm’s intangible assets, yet the 

denominator of Q, the estimated replacement cost of the firm’s tangible assets, does not 

include investments the firm has made in intangible assets. The firm’s future revenue 

stream is treated as if it can be generated from investments made only in tangible 

capital. This distorts performance comparisons of firms that rely in differing degrees on 

intangible capital.”

Thus, each performance measure has its own pros and cons. It is particularly 

worth noting that, whilst Tobin’s Q is not without critics and is typically measured in 

proxy form, it is considered a credible measure of performance (Chung & Pruitt, 1994; 

DaDalt, Donaldson, & Garner, 2002). As noted earlier, Tobin’s Q in one of the most 

widely used measures of performance in empirical research in corporate governance. In 

summary, the dependent variables are performance variables as follows:

Tobin’s Q ratio

The primary measure of firm performance and value creation that this paper 

focuses on is Tobin’s Q. Typically, in the finance and accounting literature average Q is 

taken as a proxy for marginal Q as it is shown by Hayashi (1982) to be a sound 

substitute. The various Q ratios are employed and compared in the study. The following 

Tobin’s Q ratios are used:

Q _CP (Chung and Pruitt): MV + BV Long-term Liabilities + BV Inventories + Total 

Current Liabilities - Total Current Assets / BV Total Assets, annually for each firm. 

This is the model used for the primary study applied to the comprehensive dataset 

developed for H2 and H3. Chung and Pruitt (1994) find that their approximation of 



Tobin’s Q explained 96.6% of the variability in the widely used Lindenberg and 

Ross (1981) algorithm, but for which data is not available in China. DaDalt et al. 

(2003) also found the Chung and Pruitt model to be an accurate measure in their 

comparison of it against other models. Book values are used for debt and other 

liabilities in the absence of any secondary market for such claims in China. Book 

value of assets is also used rather than replacement cost. This is an expedient 

approach as any attempt to capture replacement costs opens up considerable 

measurement problems. This measure reflects the firm as a whole and not just the 

equity capital. As it is the most robust (DaDalt et al., 2002) and given the available 

data in China, the Chung and Pruitt model of Tobin’s Q is used as the primary 

model used in the study.

Q _Sim: MV + Total Liabilities / Total Assets 

This measure was used in the first two runs only H2 and H3, as more data was 

available in the later studies making Q_CP possible, which was chosen as the 

preferred model for the comprehensive final studies. Q_Sim is a simplified model 

often used in the corporate governance literature. Q_Sim is estimated by 

determining the market value of the firm’s equity plus total liabilities, over the total 

assets of the firm, annually for each firm. This measure reflects the firm as a whole 

and not just the equity capital. The model is used in many studies in the corporate 

governance literature (see for example Claessens et al., 1997; Clarkson & Satterly, 

1997).

Q _MB (market -to-book ratio): MV / Net tangible assets.

Similarly, this measure was used in the H2 and H3 runs only, as more data was 

available in the later studies making Q_CP possible. Q_MB is a basic measure of Q 

often used in the literature is the market value is divided by the net tangible assets, 

annually for each firm. The market value, which is the share price multiplied by the 

number of ordinary shares on issue at the financial year-end. Net tangible assets is 

defined as ordinary shareholder’s equity less tangible assets as at financial year-end. 

The model is applied by Xu and Wang (1999); Chen and Gong (2000); Gul and 

Zhao (2000); Hillier and McColgan (2002) and Sun, Tong, and Tong (2002). In 



effect this model focuses on the equity capital, rather than the total capital invested 

in the firm.

Q _Av: the average of Q_Sim.

This measure was used on the first two runs only H2 and H3, as it did not 

demonstrate any improvement in the results in these preliminary studies. The 

average of Q_Sim is determined based on 1997 to 1999 data as applied in H2. 

Lang, Stulz and Walkling (1989) propose that Tobin’s Q averaged over several 

years may improve the estimate over a one-year estimate, which is potentially more 

noisy. Thus, a multi-year computation is proposed to reduce estimation error in the 

regressions.

A practical problem to be acknowledged in modelling Tobin’s Q for firms in 

China is the actual and potential varying values of the different classes of shares of 

listed firms. All classes of shares have essentially the same voting and residual rights. 

However, state and legal person shares are not normally traded and their value is 

difficult to ascertain other than to assume they have the same valuation as publicly 

traded shares. In addition, there are different actual values for shares traded in the “A,” 

and “B” share markets for the period of the study. The A-share market is restricted to 

domestic investors and is traded in local currency. B-shares are denominated in foreign 

currency and, for the period of the study, restricted to foreign investors. Typically, the 

thinly traded B-shares trade at values significantly below A-shares, when converted to 

local currency values. The market capitalisation of a listed firm is typically simply taken 

as the aggregate of the two differing values. This problem is exacerbated when a firm 

has issued shares outside of the domestic market. For example, “H” shares listed on the 

Hong Kong stock exchange.

Accounting Based Measures

In addition, this study utilizes commonly used accounting measures of the 

performance of firms. Paul (1992) argues that accounting returns provide information to 

the board about the performance of the firm, and are thus important performance 

measures. Furthermore, in China ROE is the performance measure specified by the 

China Securities Regulatory Commission for rights issuing and delisting purposes (Haw 



et al., 1999). The most often used measures in the literature are ROE and ROA and are 

thus adopted for the study.

ROE Return on equity: earnings of ordinary shares divided by the book value of 

equity capital and reserves.

ROA Return on assets: earnings of ordinary shares divided by the book value of 

total assets.

In summary, the main performance measures used in the corporate governance 

literature are Tobin’s Q, ROA and ROE. Thus, these are adopted for the study. 

4.5.2. Independent Variables

The following variables are included by virtue of their potential to have 

explanatory power in the various regressions. It should be noted that not all of the 

variables are used in all of the regressions.

4.5 .2 .1 .  T h e  F r a c t i o n  o f  E q u i t y  O w n e d  b y  V a r i o u s  S h a r e h o l d e r s

The potential of ownership structure to explain performance is a major focus of 

the study. This is ascertained by taking the percentage ownership of the state and legal 

persons, offshore ownership and foreign institutional ownership in each firm. Prior 

studies find that state and legal person shares have explanatory power (Chen & Gong, 

2000; Xu & Wang, 1999). Chhibber and Majumdar (1999) found that foreign ownership 

at concentrations of 51% or higher have a positive influence on performance in India. 

Typically, more efficient ownership structures improve the performance of privatized 

firms significantly (Megginson et al., 1994). Thus, legal person, publicly listed 

ownership, offshore ownership and foreign institutional ownership are expected to have 

a positive relationship with performance. In contrast, high inefficiencies are typically 

found in state firms (Boycko et al., 1995; Kikeri et al., 1994), thus, it is expected that 

state ownership will be negatively correlated to performance in China. 

As the percentage of shares held by employees, managers, directors and 

supervisory board members is relatively insignificant, it is considered that their overall 

influence is also quite limited, and hence is not considered. Support for this comes from 



Gul and Zhao (2001) who found that the percentage of shares held by directors and 

supervisory board members were not significant in regressions of firm performance in 

China. An analysis conducted as a part of my current studies, of the 97 firms studied so 

far, extremely low levels of director and supervisory board member holdings has been 

found, with the highest barely over .001%.

EO is the fraction of equity owned by shareholders. EOST equals the number of 

shares held by the state divided by the number of total outstanding shares. EOLP is 

calculated similarly for the fraction of equity owned by “legal person” shareholders. 

EOPUB, is publicly traded A-shares. EOOFF is offshore holdings including B-shares, 

H-shares, N-shares and so forth. EOOFF is foreign institutional holdings.

4.5 .2 .2 .  T o p  F i v e  S h a r e h o l d e r  C o n c e n t r a t i o n  a n d  H e r f i n d a h l  I n d e x

Various studies in market economies provide evidence suggesting that 

improving performance and creating value can be achieved by paying greater attention 

to ownership structure as well as concentration (Renneboog, 2000). Furthermore, the 

notion conveyed by the numerous corporate models, is that, when companies are 

otherwise identical, firms with more concentrated ownership structures enjoy higher 

performance (Claessens & Djankov, 1999b; Mayer, 1996).

Following the approach used by Claessens et al. (1999b), the two measures for 

the degree of ownership concentration are: the share of equity held by the five largest 

investors combined, and the Herfindahl Index (HI) (the sum of squared ownership of the 

five largest investors). Other studies in China have used both the five and ten largest 

shareholders, however, as the market is highly concentrated it is deemed that the five 

largest is adequate for this study. 

The approach is similar to that used by Demsetz and Lehn (1985) and Cable 

(1985). Demsetz and Lehn (1985) examined three measures of ownership 

concentrations for U.S. firms: the percentage of a firm’s equity owned by the five 

largest shareholders, the percentage of shares owned by the 20 largest shareholders. The 

HI is used to capture the influence on the performance of the firm of the distribution of 

the stock held by the top shareholders. Inasmuch as it is based on the sum of squared 

ownership, the HI places a greater weight on stockholders with large holdings so that it 



takes more account of the size distribution problem (Santerre & Neun, 1993). This 

independent variable is used as measure in hypothesis two only.

4.5 .2 .3 .  S i ze  

In this study, to control for the size effect of the firm, size be taken as the natural 

logarithm of annual operating sales in billions of Renminbi (Rmb). It is used as a proxy 

to explain bureaucratic inefficiencies brought about due to firm size, as in Sun et al. 

(2002) and Xu and Wang (1999). The literature incorporates size as a proxy for various 

factors. In the corporate governance literature Craswell (1997) and Himmelberg (1999) 

use size as a proxy for moral hazard. In the accounting literature political costs is the 

most common (Bujaki & Richardson, 1997). 

The value of total assets or the replacement cost of assets is also commonly used 

in the literature to control for the size effect, (see McConnell & Servaes, 1990; Mørck et 

al., 1988). However, for technical reasons it is not acceptable to regress Q and a size 

variable based on assets valuations. In effect, the regression is regressing variations of 

the same thing. Xu and Wang (1999) also find that the value of total assets has lower 

explanatory power than operating sales. In a recent study in the U.S. market, 

Himmelberg et al. (1999), used sales as a proxy for size, and also incorporate size as a 

proxy for the scope for managerial discretion. They also found that ownership stakes 

decrease as the firm’s size increases. Given the level of state ownership, this is not 

likely to be so the case in China. 

In China, bigger SOEs typically have more government control and evoke 

greater bureaucracy and agency problems. It is thus expected that the variable size will 

be negatively correlated to firm performance.

4.5 .2 .4 .  F i n a n c i a l  L e v e r a g e  ( L E V )  

Financial leverage is calculated as book value of total debt divided by book 

value of equity – the Debt-to-Equity (D/E) Ratio. Mørck et al. (1988) hold that this 

variable could capture the value of corporate tax shields which could cause higher 

values of Tobin’s Q, or other performance indicators. Furthermore, consistent with 

pecking order theory, debt is negatively correlated to the profitability of the firm 



(Brealey et al., 2000). Furthermore, the higher the leverage, the greater is the potential 

of the firm facing financial distress and thus its risk. Hence the lower the value of the 

firm and consequently Q is also decreases.

However, in the “policy lending” regime of China which was still evident during 

the period of the study (for example see Chen & Gong, 2000; Chow & Fung, 1998), the 

use and interpretation of leverage could be quite different. Therefore, in this case, the 

variable is used to capture state capital assistance via “policy lending.” In China, a 

higher D/E ratio may imply the availability of state funding for corporate operations 

(Chow & Fung, 1998). It has been common for state-owned enterprises to rely on state 

funding by borrowing from either other state-owned enterprises or state-owned 

commercial banks. Whilst this has been criticised by the authorities and the official 

rhetoric indicates that the practice is now frowned on, publicly at least, it is not clear as 

to whether the attitude of SOEs has changed or what the impact of leverage actually is 

in the market in China. Higher levels of debt may yield the benefits of project financing 

without the downside risk of repayment obligations, inasmuch as debt repayments can 

presently be delayed indefinitely by some Chinese firms (Chen & Gong, 2000). The 

greater the funding available, the more projects a Chinese company can undertake. A 

high D/E ratio therefore implies that more funding is available for an enterprise to 

undertake business ventures. Assuming the funds are invested in projects that provide 

positive returns, and that these projects are available, higher debt would lead to greater 

firm value, resulting in a higher Q. It is possible therefore, that the higher the proportion 

of debt in a firm in China, the higher its market value (Chen & Gong, 2000) and 

leverage is included on the basis of this assumption. However, it is possible that the sign 

of leverage may change in some years as the policies regarding lending, repayments and 

on nonperforming loans shift.

4.5 .2 .5 .  G r o w t h  Poten t ia l  Var iab l e s

The variable most commonly used to proxy for the growth potential of the firm 

is the expenditure on research and development and advertising, as a ratio to the 

replacement cost. For instance Mørck et al. (1988) and McConnell and Servaes (1990) 

applied these variables in their studies. Unfortunately, data with regard to advertising 

and research and development are not readily available for firms in China. As 



alternatives, the study uses growth of net income in the second hypothesis and 

investment in the remaining hypotheses. The use of these alternate variables is justified 

previously.

4.5 .2 .6 .  G r o w t h  in  N e t  I n c o m e  ( G R W )

The growth potential independent variable used in the regressions of the second 

hypothesis is the current growth of net income (GRW) will proxy for the growth of the 

firm. Growth of net income is estimated as the difference between income for period’s t 

and t-1 over that of t-1. Firms with high-income growth are generally valued higher by 

the market (Kumar, 1975) and consequently have a higher Q. Thus, it is expected that 

the growth variable (GRW) will be positively correlated to firm performance.

4.5 .2 .7 .  I n v e s t m e n t  ( I N V )

In the remaining hypotheses of this study, investment will proxy for the growth 

potential of the firm. The variable is calculated as investments over total assets. 

Investments include investment in plant and equipment, inventory, long-term assets and 

other investments. Myers (1977) and Smith and Watts (1992) argue that firm value 

depends on future investment opportunities. Firms with high investment opportunity are 

generally valued higher in an efficient market (Gray et al., 2003) and as a result 

experience a higher Q. it is thus expected that the investment variable will be positively 

related to firm performance. 

Of all the variables, investment has been the most troublesome in terms of data 

availability and analysis. Investment data has tended to vary from year to year in the 

data downloaded from the database. As a consequence, considerable effort has been 

expended to check and crosscheck the data, to ensure that the data is as clean as 

possible. Legislation as to disclosure requirements changed at the beginning of 1998. 

Thus, the data for 1997 are not as reliable as the subsequent years 1998 – 2001.

Thus, both growth potential variables are generally considered positively by the 

market. Consequently, it is probable that these variables will be positively correlated 

with firm performance. 



4.5 .2 .8 .  Indus t ry  ( I N D D )

There are twenty-one industry classifications used in the study numbered 1-21. 

They are dummy variables in the regressions. The industry dummy is dichotomous in 

that it is noted as 1 if the firm is in the industry or 0 otherwise. Each firm is classified in 

one industry only. Except for the classification for conglomerates, of which there are 

twelve firms. A point to note is that since there were no banks listed during the period of 

the study the banking category is not included in the regression. Of the twenty-one 

industry classifications in total, one was dropped, that being the general classification, 

Other. One dummy variable is left out to avoid the “dummy variable trap” (Greene, 

2000, page 318) or perfect collinearity (Gujarati, 2003), this leaves twenty industry 

dummy variables (1-20) in the analysis. 

4.5 .2 .9 .  M a n a g e m e n t  S t o c k  O p t i o n s

An attempt was made to study management stock options (MSOs) in China with 

the objective of using MSOs as a variable. As discussed in the literature review, a 

mechanism for overcoming agency problems is to bring management incentives into 

line with the maximisation of the shareholder wealth objective of a firm. Increasing the 

ownership of management has the affect of aligning management and shareholder 

objectives and decreasing managerial opportunism. One avenue to realise realignment is 

via incentive contracts such as MSOs (Fama, 1980; Jensen & Meckling, 1976). MSOs 

can be used to abolish agency costs (Hemmer, 1993) and roughly double the pay to 

performance sensitivity of CEOs when compared to straight stockholdings (Hall & 

Murphy, 2002). Groves et al. (1994; 1995) has found that such factors as profit 

retention and performance-based bonuses increase productivity in China. However, the 

use of MSOs has not been studied in China. 

To carry out this study a survey was conducted of 80 randomly selected firms in 

China. The survey included a series of question regarding the use of MSOs and the 80 

firms were contacted for the survey. Unfortunately, none of the firms had management 

stock options. While there is theoretical justification for inclusion of MSOs as an 

explanatory variable, the absence of evidence of their use in China necessitates the 

variable being dropped. 



The variables described above are summarised in Table 4.1 below.

Table 4.1: Variable Descriptions

Dependent Variables

PFM: Tobin’s Q, ROE, and ROA

Q: Tobin’s Q ratio: A number of measures of Tobin’s Q are used in the study.

Q_CP (Chung and Pruitt): MV + Long-term Liabilities + Inventories + 

Total Current Liabilities-Total Current Assets / Total Assets.

Q_Sim (simplified): MV + Total Liabilities / Total Assets 

Q_MB (market -to-book ratio): MV / Total Assets.

Q_Av: the average of Q_Sim.

ROA: Return on assets: earnings of ordinary shares divided by the book value of 

total assets.

ROE: Return on equity: earnings of ordinary shares divided by equity capital and 

reserves.

Independent Variables

EO: The fraction of equity owned by the shareholders. EOST equals the number of 

shares held by the state divided by the number of total outstanding shares. 

EOLP is the fraction of equity owned by Legal Person shareholders. EOPUB, 

is publicly traded A-shares. EOOFF is offshore holdings including B, H, and 

N-shares. EOFOR is foreign institutions holdings. 

OCR Ownership concentration ratio = A5 and HI.

A5: A concentration ratio - percentage of shares controlled by the top 5 

shareholders.

HI: Herfindahl index of ownership concentration - the sum of squared 

percentage of shares controlled by each top 5 shareholder.

SIZE Measures the size effect of firms and will be taken as the operating sales in 

billions of Renminbi (Rmb). 

LEV The financial leverage will be taken as the debt-equity ratio, which equals the 

book value of debt divided by the value of equity. 

GRWP Growth potential of the firm. Two variables are used as follows: 

GRW Growth of net income.

INV Investments over Assets: investment in plant and equipment, 

inventory, long-term assets and other investments.

INDD Industry dummy variables based on 21 industry categories.

4.6. Data Selection 

In its present form, China’s stock market has effectively been restabilised only 

since the early 1990s. Until recently data has not also been available digitally, it was 

simply published in printed form and was difficult to gather to create a data set. For this 

thesis, the data set applied is constructed from recently developed databases. Unlike 



stock markets elsewhere, firms controlled by the state dominate the companies listed on 

the stock markets of China. Within this sector, there are many variants. The dataset used 

in this study comprises an excellent source for examining the comparative effectiveness 

of the various models of corporate governance used. 

The dataset was sourced from data obtained from the Taiwan Economic Journal 

(TEJ), Great China Database. TEJ – Great China Database. The data was collated from 

the following specific TEJ databases:

• Financial Data – General (Consolidated), PRC Standard; 

• Daily Equity Price Adjusted (adjustments checked via Adjusting Factors 

data); 

• Directors and Substantial Shareholders; 

• Share Structure – by duty; 

• Company attributes.

The TEJ data incorporates all firms listed on the Shanghai and Shenzhen 

exchanges. For example, in December 1997 there were 382 firms listed on the Shanghai 

Stock Exchange and 357 on the Shenzhen Stock Exchange, thus being 739 in total. By 

201, the number rose to a total of 1,153 listings, made up of 645 on the Shanghai Stock 

Exchange and 508 on the Shenzhen Stock Exchange in 2001. 

A major problem revolved around the complication caused in that the TEJ data 

was rather difficult to work with. It was not in a suitable form to simply import into 

database applications or statistical packages. The data was downloaded as huge files of 

raw text. Particularly problematic was the difficulties associated with the text that had 

unusual characters and in that all the data had multi-line headings that vary across the 

databases. Combined the result was that the data was rejected by database applications 

or alternate applications such as Microsoft Excel. The size and layout of the data made 

it impossible to simply import into standard applications such as text editors or word 

processors to rework. 

The data was downloaded from the TEJ databases. When initially downloaded it 

was fixed length text format, with multiple line headers. This made it particularly 



unwieldy and very difficult to work with. In its downloaded structure, it could not be 

imported into any database for a number of reasons. The pure volume of data and cell 

lengths meant that it could not be imported into a spreadsheet in the downloaded format. 

Furthermore, the data had leading spaces that require removal before it could be sorted 

or calculations could be made. Thus, the data was reconstructed piece-by-piece from the 

various data resources provided. Often it was downloaded in small sections. Then it was 

reconstructed by moving it back and forth between a spreadsheet, two database 

applications and word processing documents, applying sophisticated macros and 

purpose-written applications. 

A further major problem was caused by missing data. For example, the price 

data was inconsistent and had to be checked and rechecked for consistency and 

accuracy. This, the data was split and reworked in a variety of applications using macros 

and similar tools until it was finally able to be imported into Microsoft Access for 

management and calculations. In the final stages, sections of data were exported back to 

Microsoft Excel for calculations and further manipulation which could not be achieved 

in Microsoft Access. 

Preparing the data for the event study and ownership concentration was 

particularly challenging and arduous. Much of the work was carried out manually along 

with the use of functions in Excel, applying complex macros and purpose-written 

applications, to achieve the result finally required for the analysis. Ultimately, the 

dataset was imported into SPSS statistical application for the analysis (EViews was also 

used in some of the concluding runs of the study). All in all, it was an arduous, time 

consuming and difficult task to create the dataset required for the study. 

The experience leads to suggesting that studies using TEJ databases should be 

carefully monitored, as, although the data may appear to be in order, there is the 

possibility of anomalies and inaccuracies, even in straightforward data such as end of 

day prices. Unless the user is aware of this, and incorporates careful checking and 

rechecking, results may be questionable or spurious. 

In all, the study is based on a dataset of publicly listed firms from both Shanghai 

and Shenzhen stock exchanges from 1997 to 2001, for which data is available. All data, 

except the price data used in the event study, is taken at the end of year, 31 December. 



The financial data was used as a basis for the selection as to which firms were included 

in the dataset. That is, if financial data was provided in the TEJ database, the firm was 

included in the study. The market values, accounting and ownership data used in this 

research was obtained from the TEJ database and was used in the valuation of all shares 

consistent with prior studies. It should be noted, that financial institutions are not 

included in the TEJ database used and thus are not included in the dataset. The 

industrial classifications were not included in the TEJ databases and were purchased 

from them separately. 

In all, the pooled dataset was made up of 3,835 observations. The following 

table lists the observations for each year separately. Some variables are missing for 

some firms, thus when the model is run these are dropped. The results show the number 

of observations in each case. Thus, though the number of observations may be similar or 

the same in each run, the firms that are included may vary, depending on the data 

availability for the variables in that run.

Table 4.2: Number of firms included in the dataset for each year

Year Number of Firms

2001 865

2000 877

1999 632

1998 768

1997 693

Total observations 3835

One of the problems faced in the study of enterprises of China is that the 

publicly available data is restricted to the relatively few listed firms. Given that there are 

an estimated 308,000 SOEs in China (Morrison, 1999), these represent only a small 

subset of perhaps the better performing enterprises. This limitation leads to an 

unavoidable sample selection bias. Listed firms in China are generally considered to 

have superior performance; however, this is taken into consideration in the conclusions 

drawn from the study. Furthermore, perhaps better-managed firms comply with 

disclosure requirements and submit timely reports and thus their data is available in the 

database. Therefore, the sample may not be a true representative sample and thus it is 

acknowledged that the study suffers from a data selection bias.



In summary, the dataset is made up of all of the firms listed on China’s stock 

exchanges that meet requirements, giving a total of 3,835 observations in the pooled 

dataset for the years 1997 to 2001. There is however, an unavoidable sample selection 

bias, though this is taken into consideration in the conclusions drawn from the study.

4.7. Descriptive Statistics

Descriptive statistics are provided in Table 4.3 for the dependant and 

independent variables. However, the descriptive statistics relating to ownership 

structure and industry categories are discussed separately in the ensuing sections. As 

observed in Table 4.3, the mean of Q_CP, Q_Sim and Q_MB are 2.099, 2.833 and 

2.337 respectively. However, the Chung and Pruitt Q has a lower minimum than the 

Market to Book Value Q, which gives rise to a lower standard deviation than that of 

Q_Sim and Q_MB. Overall, the standard deviation is quite high with both being in the 

1.7 to 2.8 range. The Return on Assets mean is .032 and ranges from -13.9 to 0.52 with 

a standard deviation of 0.24. Return on Equity has the highest standard deviation of 

6.588 and has a negative mean of -0.086.

Table 4.3: Descriptive Statistics

 N Minimum Maximum Mean

Std. 

Deviation

Q _CP 3,689 0.390 29.480 2.099 1.719

Q _Sim 3,334 0.711 110.451 2.833 2.852

Q _MB 3,334 0.192 109.876 2.337 2.814

ROA 3,809 -13.084 0.515 0.032 0.248

ROE 3,809 -368.491 11.212 -0.086 6.588

INV/ASS 3,526 -0.060 1.801 0.078 0.102

SIZE 3,807 2.996 19.596 12.978 1.182

LEVERAGE 3,833 0.009 14.049 1.305 1.307

Of the independent variables Investment/Assets has the lowest standard 

deviation with 0.102 and Leverage the highest with 1.307. It ranges from 0.009 to 

14.049 with an average of 1.307. Size, which is the natural log of Sales, ranges from 

2.99 to 19.59, has a mean of 12.978, and has a standard deviation of 1.182. In the 



following section, the descriptive statistics of the ownership structure of listed firms in 

China are analysed. 

4.7.1. Ownership Structure

The study of ownership structures in China has the propensity to provide insight 

as to what ownership categories have the potential of improving firm performance, and 

in so doing provide guidance as to the optimum levels of the ownership categories 

prevalent in China. Jensen and Meckling’s (1976) work suggests that performance 

improvement can be realised by paying attention to the ownership distribution of the 

firm. The effect of ownership structure on firm performance and valuation in this 

context has been the focus of extensive study. The incentives that drive large 

shareholders to improve performance are unclear. It is proposed by Demsetz and Lehn 

(1985) that the motivation to derive private benefits of control is driven by firm 

characteristics. Notwithstanding, in China, ownership structures are primarily 

determined by governmental authorities or agencies, rather than the market or other 

motivations such as private benefits. Thus, it is largely the state that determines the 

presence of blockholders, and at what levels. When firms are listed, the proportion of 

equity that is being transferred is assigned to legal persons. Typically, a sizeable 

proportion is held back by the state. Thus the exogenous verses endogenous debate has 

limited relevance in the Chinese context. 

The publicly listed shares are dispersed and minorities have little legal 

protection. We are therefore testing market response to cross-sectional differences in the 

extent and composition of the major blockholders. Support for the role of institutional 

holdings in transition economies comes from evidence from privatized Czech firms by 

Claessens et al. (1997). Their findings support the role of concentrated ownership, 

particularly institutional shareholdings, in improving firm performance and valuation.

In overview, the ownership structures could be divided into three primary 

categories: State, Legal Person and Public. Public is A-shares held by domestic 

individual private investors. Legal Person ownership is typically also dominated by the 

state, though it has other influences and do not appear to be driven by the political 

influences or agenda to the same extent as state ownership is. 



Figure 4.1: Ownership Structures (Average %) 1997-2002
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Data Source: TEJ (2003).

Note: The balance = Other Founder averaging 0.02% ’97-02, Preferred 0.01%, Employee 2.13% 

(Averages cover 1997-2002).

Average percentage ownership structures taken at the 31 December each year 

from 1997 to 2001 are shown in Figure 4.1. It should be noted that this data is 

pertaining to all firms listed on the Shanghai and Shenzhen stock exchanges and for 

which ownership structures are available. This data formed the basis of the pooled data 

used in the study. Ownership that was not included in this study has not been included 

in the data and thus do not appear in Figure 4.1. The remainder comprises Employees 

Shares averaging 2.13%, Other Founder Shares averaging 0.02%, and Preferred Shares 

0.01% over the period 1997-2002. 

As can be observed in Figure 4.1 average state ownership peaked during this 

period in 1999 at 44.4%, up from 39.6 in 1997. By 2002, it was back to an average 

38.7%. Legal Person ownership has declined from an average of 25.7% to 19.6% during 

the years 1997 to 2002. Thus, overall State ownership has declined marginally, yet at 

the end of 2002 the combined holdings of State and State-controlled Legal Persons 

comprises 58.3% on average of the voting power of listed firms in China. The 

overriding influence of the state can be observed in Figure 4.1 and the attached table. 

Thus, the State has a supermajority holding on average of listed firms in China.



As discussed above, Legal Person ownership has declined by 25% from an 

average of 25.7 in 1997 to 19.6% 2002. As shown in Table 4.4 below, Legal Person 

ownership was made up of Domestic Institutions and Placement Institutions. In 1997, 

Domestic Institutions held an average of 25.1% and Placement Institutions held 0.6%. 

By 2002, this had declined to 19.6% in total, representing Domestic Institution holdings 

of 12.5% on average, whilst Placement Institutions held an average 7.1% (Table 4.4). 

Thus, in 1999 there was a significant shift in strategy. Overall average Legal Person 

ownership declined by 17% from an average ownership of 24.7% in 1998 to 20.6% in 

1999. Furthermore, in 1998, Domestic Institutions holdings fell from an average of 

24.19% to 13.94% in 1999, whilst Placement Institutions increased from 0.53% in 1998 

to 6.65% in 1999.

Table 4.4: Breakdown of Legal Person Holdings

Domestic 

Institute Share%

Placement 

Institute Share%

1997 25.13 0.61

1998 24.19 0.53

1999 13.94 6.65

2000 12.85 6.88

2001 12.49 6.88

2002 12.43 7.14

Data Source: TEJ (2003).

To emphasise the most recent data used in this study, Figure 4.2 displays 

average ownership structure for listed firms in 2002. It shows the average percentage 

ownership for all classes of shareholders for 2002. Once again in 2002, there was just 

one firm with preference shares. Employees Shares have declined from an average of 

3.95% in 1997 to just 0.48% in 2002 (Figure 4.1 and Figure 4.2). Thus are on the 

decline. It may be that Employees Shares are being phased out under the current 

political or corporate climate.

Public ownership has increased overall by 39.9% from 25.7% in 1997 to 36.4% 

to 2002 (Figure 4.1 and Figure 4.2). There were 5 firms with no state ownership, 

specifically, they were fully privately owned in 2001 and there were 149 with greater 

than 50% (see discussion below). Thus, private ownership is gradually increasing. In 

1997, private ownership totalled 34.65% and in 2001 and 2002, it had increased to hold 

at around 41.7%. However, it should be noted that during the year 1997-1998 public 



ownership pulled back by -0.4% from 25.7% to 25.6%. This was possibly due to the 

downturn of the market and reduced volume after the Asian financial crisis that began in 

July 1997 (see Figure 4.3, and detail Chapter 2, Figure 2.12). Thus, non-state ownership 

has gone from 34.7% down to 33.4% overall 1997-1998.

Figure 4.2: Ownership Structures (Average %) 2002
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Data Source: TEJ (2003).

Figure 4.3 SSE Composite Index – 1995 to 2000
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Table 4.5 provides the number of firms with holdings in ranges 0%, .01-25%, 

25-50%, 50-75%, 75-99.9% and 100% for the three main categories of holdings. The 

ranges were selected as analysis of the data indicates that these are somewhat significant 



in the various specific holdings being investigated, and as a starting point for further 

analysis. 

Table 4.5 and Table 4.6 is a summary of the detailed statistics presented in Table 

4.7. The top table provides the actual numbers of firms and the bottom table the 

percentages. For example, looking at the top line there are 206 firms with no State 

ownership which represents 19.1% of the total. 

Table 4.5: Breakdown of Ownership of Listed Firms - Average 1997-2001

The number of firms with holdings in ranges: 

0%, .9-25%, 25-50%, 50-75%, 75-99.9%, 100%

State State % Public 

Public 

%

Legal 

Person 

Legal 

Person 

%

0% 206 19.1 128 11.9 282 26.2

< 25% (not 0%) 121 11.2 189 17.5 422 39.2

between 25 & 50 289 26.8 661 61.3 184 17.1

between 50 & 75 381 35.4 94 8.8 164 15.2

> 75 (not 100%) 62 5.7 2 0.2 18 1.7

100% 19 1.8 3 0.3 7 0.7

Data Source: Compiled from TEJ, 2002 

Note: Legal Person is the sum total of Domestic Institution and Placement Institution ownership. 

See Table 4.7 and Table 4.8 for the respective details.

Although the firms are publicly listed, on average there are only three that have 

100% publicly held ownership and thus have no state ownership at all. In December 

2001, only five were fully publicly held (see Table 4.7). This is very low considering 

that some of these firms have been listed for as long as twelve years. This perhaps 

reflects the reluctance by the authorities to permit full private sector ownership of large 

companies. The state also controls higher percentages of listed firms overall. On 

average it held 50 to 75% ownership of 462 firms (41%) directly, plus a further 189 

firms through Legal Person ownership, bringing the total to 651 firms of the average 

1,077 firms. Whilst the number of firms with greater than 75% (but not 100%) state 

ownership has fallen by 51% since 1997 (Table 4.6), state ownership at 50-75% levels 

has risen by 53%, and 25-50% ownership by 38% (Table 4.6). 



Table 4.6: Ownership of Listed Firms – percentage change 1997 – 2001

State Public 

Dom-

estic 

Inst. 

Place-

ment 

Inst. 

Off-

shore 

Foreign 

Inst. 

Other 

Founder

Pref-

erred 

Emp-

loyee 

Trans-

ferred 

Legal 

Person 

Total

% % % % % % % % % % %

Average -2 40 -50 102K* -13 93 -10 -21 -83 598K -25

0% 1 -99 113 -19 29 23 27 27 99 27 39

< 25 (not 0) 54 -14 28 115K 41 373 150 0 -77 999K 47

between 25 & 50 38 73 -10 131K 9 83 0 0 -91 0 26

between 50 & 75 53 147 -40 190K -67 0 0 0 -100 0 -1

> 75 (not 100) -51 0 -92 0 0 -100 0 0 0 0 -82

100% -100 499K -100 0 0 0 0 0 0 0 -100

Total 27 27 27 27 27 27 27 27 27 27 27

Data Source: TEJ, 2002

Note:  * K indicates thousands, i.e. 102 = 102,000. 

Legal Person Total is the sum of Domestic Institution and Placement Institution ownership.

It is obvious that the state is not relinquishing control of even publicly listed 

enterprises with any haste or priority. However, as can be observed in Table 4.6, the 

trend appears to be in the direction of decreasing supermajority holdings, though at a 

relatively slow rate. Overall, the continuing supermajority holdings of the state 

compares disproportionately with ownership held by the Public. Although average 

Public ownership has increased by 40% 1997 – 2001 (Table 4.6), there are still just 99 

firms with greater than 50%. 

This analysis of the ownership of publicly listed firms in China is in keeping 

with research in the area of privatization that governments aim to realize share 

allocations and control restrictions that are aligned to political and economic policy 

objectives as a trade off to sales proceeds (Jones et al., 1999).

A further aspect of the ownership data to be noted is that the standard deviation 

of state ownership is consistently higher than other forms of ownership in China (Table 

4.7). It ranges from 25.3 in 2001 to 29.9 in 1999. The standard deviation of Legal 

Person holdings is also relatively higher than other ownership categories 22.4 2001 to 

the highest of 27.2 in 1998. Whereas Public ownership is considerably less and ranges 

from 13.6 in 2001 to 17.4 in 1999.



Table 4.7: Breakdown of Ownership of Listed Firms 1997 – 2001 (and average)

State Public 

Dom-

estic 

Inst. 

Place-

ment 

Inst. 

Off-

shore 

Foreign 

Inst. 

Other 

Founder

Pref-

erred 

Emp-

loyee 

Trans-

ferred 

Legal 

Person 

Total

2001

Average 38.9 35.9 12.5 6.9 3.3 1.0 0.0 0.0 0.7 0.0 19.4

Median 43.0 35.1 0.9 0.0 0.0 0.0 0.0 0.0 0.0 0.0 9.2

Min 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Max 88.0 100.0 80.0 74.0 51.0 46.0 8.0 15.5 44.0 7.0 90.6

StDev 25.3 13.6 19.6 13.0 9.8 4.9 0.3 0.5 3.1 0.2 22.4

0% 204 1 511 705 1024 1087 1145 1149 1069 1149 302

< 25% (not 0%) 143 175 399 326 41 52 5 1 79 1 481

between 25 & 50 336 820 142 99 84 11 0 0 2 0 202

between 50 & 75 446 146 96 20 1 0 0 0 0 0 160

> 75 (not 100%) 21 3 2 0 0 0 0 0 0 0 5

100% 0 5 0 0 0 0 0 0 0 0 0

Total 1150 1150 1150 1150 1150 1150 1150 1150 1150 1150 1150

2000

Average 40.8 33.2 12.8 6.9 3.1 1.3 0.0 0.0 1.0 0.2 19.7

Median 45.0 33.1 0.8 0.0 0.0 0.0 0.0 0.0 0.0 0.0 9.8

Min 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Max 100.0 100.0 100.0 74.0 49.0 46.0 10.0 15.5 44.0 16.0 100.0

StDev 27.0 15.5 20.4 12.9 9.4 5.6 0.3 0.5 3.7 1.3 23.2

0% 201 67 517 705 1024 1072 1142 1146 1041 1116 309

< 25% (not 0%) 137 171 384 324 45 58 5 1 102 31 469

between 25 & 50 314 778 142 98 78 17 0 0 4 0 195

between 50 & 75 438 125 96 20 0 0 0 0 0 0 161

> 75 (not 100%) 51 1 4 0 0 0 0 0 0 0 9

100% 6 5 4 0 0 0 0 0 0 0 4

Total 1147 1147 1147 1147 1147 1147 1147 1147 1147 1147 1147

1999

Average 44.4 27.0 13.9 6.6 3.1 1.3 0.0 0.0 1.8 0.9 20.6

Median 48.0 28.9 0.9 0.0 0.0 0.0 0.0 0.0 0.0 0.0 10.2

Min 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Max 100.0 100.0 100.0 74.0 50.0 46.0 10.0 15.5 60.0 25.0 100.0

StDev 29.9 17.4 22.2 12.6 9.6 5.8 0.4 0.5 5.5 3.0 24.7

0% 197 200 514 709 1019 1064 1132 1136 962 1004 310

< 25% (not 0%) 124 201 373 317 37 52 5 1 164 133 460

between 25 & 50 287 658 131 94 81 21 0 0 10 0 184

between 50 & 75 393 72 99 17 0 0 0 0 1 0 154

> 75 (not 100%) 111 1 11 0 0 0 0 0 0 0 20

100% 25 5 9 0 0 0 0 0 0 0 9

Total 1137 1137 1137 1137 1137 1137 1137 1137 1137 1137 1137

Note: Legal Person Total ownership is the sum of Domestic Institution and Placement 

Institution ownership.



State Public 

Dom-

estic 

Inst. 

Place-

ment 

Inst. 

Off-

shore 

Foreign 

Inst. 

Other 

Founder

Pref-

erred 

Emp-

loyee 

Trans-

ferred 

Legal 

Person 

Total

1998

Average 41.9 25.6 24.2 0.5 3.4 0.5 0.0 0.0 3.3 0.0 24.7

Median 44.0 27.3 13.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 14.3

Min 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Max 100.0 82.0 100.0 63.0 66.0 99.0 10.0 15.5 60.0 0.0 100.0

StDev 30.6 17.1 27.1 3.9 10.4 4.4 0.4 0.5 7.1 0.0 27.2

0% 225 208 291 1014 936 1026 1046 1048 699 1049 271

< 25% (not 0%) 107 195 361 27 29 14 3 1 329 0 374

between 25 & 50 263 573 175 7 80 8 0 0 20 0 178

between 50 & 75 337 70 181 1 4 0 0 0 1 0 182

> 75 (not 100%) 82 3 27 0 0 1 0 0 0 0 30

100% 35 0 14 0 0 0 0 0 0 0 14

Total 1049 1049 1049 1049 1049 1049 1049 1049 1049 1049 1049

1997

Average 39.6 25.7 25.1 0.6 3.8 0.5 0.0 0.0 3.9 0.0 25.7

Median 42.0 26.7 15.7 0.0 0.0 0.0 0.0 0.0 0.0 0.0 16.4

Min 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Max 100.0 82.0 100.0 63.0 60.0 99.0 10.0 15.5 54.0 0.0 100.0

StDev 29.2 17.0 26.9 4.2 10.8 4.7 0.4 0.5 7.7 0.0 26.9

0% 202 164 240 870 795 886 902 903 537 904 218

< 25% (not 0%) 93 203 312 26 29 11 2 1 343 0 328

between 25 & 50 243 475 157 7 77 6 0 0 23 0 160

between 50 & 75 292 59 161 1 3 0 0 0 1 0 161

> 75 (not 100%) 43 3 25 0 0 1 0 0 0 0 28

100% 31 0 9 0 0 0 0 0 0 0 9

Total 904 904 904 904 904 904 904 904 904 904 904

Average

1997-2001

Average 41.1 29.5 17.7 4.3 3.3 0.9 0.0 0.0 2.1 0.2 22.0

Median 44.4 30.2 6.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 12.0

Min 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Max 100.0 100.0 100.0 74.0 66.0 99.0 10.0 15.5 60.0 25.0 100.0

StDev 28.4 16.1 23.2 9.3 10.0 5.1 0.3 0.5 5.4 0.9 24.9

0% 206 128 415 801 960 1027 1073 1076 862 1044 282

< 25% (not 0%) 121 189 366 204 36 37 4 1 203 33 422

between 25 & 50 289 661 149 61 80 13 0 0 12 0 184

between 50 & 75 381 94 127 12 2 0 0 0 1 0 164

> 75 (not 100%) 62 2 14 0 0 0 0 0 0 0 18

100% 19 3 7 0 0 0 0 0 0 0 7

Note: Legal Person Total ownership is the sum of Domestic Institution and Placement 

Institution ownership.



Table 4.8: Listed Firms - Average Percentage 1997-2001

The percentage of the number of firms with holdings in ranges: 

0%, .9-25%, 25-50%, 50-75%, 75-99.9%, 100%

State Public 

Dom-

estic 

Inst. 

Place-

ment 

Inst. 

Off-

shore 

Foreign 

Inst. 

Other 

Founder

Pref-

erred 

Emp-

loyee 

Trans-

ferred 

Legal 

Person 

Total

% % % % % % % % % % %

0% 19.1 11.9 38.5 74.3 89.1 95.3 99.6 99.9 80.0 96.9 26.2

< 25 (not 0) 11.2 17.5 34.0 18.9 3.4 3.5 0.4 0.1 18.9 3.1 39.2

between 25 & 50 26.8 61.3 13.9 5.7 7.4 1.2 0.0 0.0 1.1 0.0 17.1

between 50 & 75 35.4 8.8 11.8 1.1 0.1 0.0 0.0 0.0 0.1 0.0 15.2

> 75 (not 100) 5.7 0.2 1.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.7

100% 1.8 0.3 0.7 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.7

Total 27 27 27 27 27 27 27 27 27 27 27

Data Source: TEJ, 2002

Note: Legal Person Total ownership is the sum of Domestic Institution and Placement 

Institution ownership.

The data presented in Table 4.8 provides the average percentage of the total 

number of firms that the data in Table 4.7 represent. For example, considering the top 

row of 0%, on average 19.1% of firms had 0% held by the state and 99.6% of firms had 

0% held by the Other Founder. The Table provides the detail of the data shown in Table 

4.7.

4.7.2. Industry Categories

The statistics for the industry classifications for listed firms in China was not 

available publicly in the Taiwan Economic Journal (TEJ) databases. The language was a 

problem in understanding and categorising the listed firms. Thus, TEJ specifically 

prepared the data for the purpose of this study. The classifications applied by TEJ are a 

compilation of the China’s Industry classification, China Index and the MSCI Index. 

The data for these was also supplied. 

Some of the reclassifications used by TEJ did not suit the objectives of this 

study. For example, Utilities, Telecommunications and Technology classifications were 

combined with other classifications and did not have there own classifications. These 

were separated after the first run of the regressions using the TEJ classifications, as a 

greater explanatory power was expected. Thus, the classifications in this study were 

then adapted based a compilation of the TEJ classifications, China Index and the MSCI 



Index, all of which were obtained from TEJ. In all twenty-one industry classifications 

were formed. However, as previously mentioned, financial institutions were not 

included in the study since data was not available. Mining firms are classified primarily 

in relation to the industry for which they mine. 

The final twenty-one industry classifications used in the study are (as listed in 

Table 4.9): Automobile, Cement, Chemicals (chemicals, petrochemical, 

pharmaceuticals and basic materials), Conglomerate, Construction, Electrical 

Appliances, Electronics Technology, Foods (Food and Agriculture), Glass and 

Ceramics, Plastics, Pulp and Paper, Retailing, Steel, Telecommunications, Textile, 

Tourism, Transportation, Utilities, Wire & Cable, and Others (industrials and others that 

were difficult to define clearly). Table 4.9 lists the industries in alphabetical order and 

provides the industry code used in this study, which was simply based on the 

alphabetical order, with Others placed last. 

Table 4.9: Industry Statistics as at 31 December 2001

Industry Classification Industry Code 

used in this 

Study

Number of 

Firms in 

Industry

MV of 

Industry 

Rmb Mill.

Average MV 

of firms’ in 

Industry 

Rmb Mill.

Automobile 1 26 116,795 7,582

Cement 3 15 113,728 4,492

Chemicals 4 102 1,331,130 11,687

Conglomerate 5 12 140,243 41,232

Construction 6 62 1,424,923 28,267

Electrical Appliances 7 82 1,881,221 91,316

Electronic Technology 8 98 2,858,327 46,201

Foods 9 79 2,236,197 38,737

Glass/Ceramics 10 11 453,548 13,050

Plastics 11 28 1,084,637 87,709

Pulp/Paper 12 20 565,333 22,983

Retailing 13 62 1,999,784 22,942

Steel 14 34 2,275,818 32,255

Telecom 15 10 913,160 28,306

Textile 16 80 3,885,285 66,936

Tourism 17 20 924,014 29,167

Transportation 18 40 4,224,656 48,566

Utilities 19 29 4,526,094 105,616

Wire & Cable 20 16 1,403,346 156,072

Others 21 39 7,728,114 198,157

Data Source: Procured separately from TEJ (2002)

From the data, the market value for each industry was determined. Table 4.9 

above lists the industries in alphabetical order and provides the market value data. 

Figure 4.4 below displays the data graphically. It is sorted in this case by Market Value, 



with the lowest being on the left. Inset into the Market Value is the Number of Firms in 

each industry classification.

Figure 4.4 Industry Statistics as at 31 December 2001
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As can be observed, the largest market value is in the categories labelled Others 

which includes some large firms - although there are only 31 firms, the total 

capitalisation is Rmb7,728,114 (Million) (see Table 4.9), and they have the highest 

average market value of 198,157 (Million) per firm. These are categorised as Others as 

they are labelled with mixed categories such as Industrials, Commercial or Services in 

the three industry listings provided. Some were classified as large conglomerates, but 

there were not enough of them to form a separate category. The Utilities industry 

category has the next largest capitalisation at Rmb4,526,094 (Million) with an average 

market value of 156,072 (Million) per firm, followed closely by Transportation at 

Rmb4,224,656 (Million) with an average market value of 105,616 (Million) per firm. 

The industry with the most number of firms is Chemicals, with 102 firms. They are 

typically much smaller firms as the overall market value is Rmb1,331,130 (Million) and 

have an average market value of 13,050 (Million) per firm. The industry with the lowest 

proportion of firms to market value is the Automobile industry, with an average market 

value of 4,492 (Million) per firm, which is the second lowest by total market value. 



Cement is the smallest classification by market value, but is second by average market 

value at 7,582 (Million) per firm. 

4.8. Conclusion

The chapter has discussed the research methodology, design of the empirical 

component and describes the data used. The discussion relating to the importance, 

benefits, aims and expected outcomes of the study concluded that given the poor 

performance of SOEs and the need for reforms, the study could contribute significantly 

by considering aspects of enhancing firm performance and value. Recalling that the 

objects of the study are: to review alternative international models of corporate 

governance for developed, emerging, and transition economies; examine the 

effectiveness of existing Chinese models; identify the potential of alternative models to 

fit with the existing Chinese system; and finally, to make policy recommendations on 

alternatives for China. Thus, it was determined that the substance of this thesis will 

focus essentially on corporate governance as it relates to SOEs in the reform process 

and investigate listed enterprises’ performance and valuation, with specific attention on 

ownership issues. 

Following the discussion relating to the theoretical motivation, the research plan, 

methods, techniques and design were considered. It was determined that to achieve the 

objectives of the study as mentioned above, an event study investigating the wealth 

effect of changes in corporate governance is conducted. Then a regression analysis is 

employed to examine the relative importance of ownership structure in predicting the 

financial performance and valuation of Chinese enterprises. Consequently, the study is 

undertaken to establish if the financial performance, productivity and valuation of 

Chinese enterprises are explained significantly by ownership structure or ownership 

concentration. Alternative approaches adopted to enhance SOE performance in other 

transitional economies are investigated. Subsequently, based on the empirical findings, 

policy recommendations are made for China. 
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R E S U L T S  A N A L Y S E S

R E S U L T S  A N A L Y S E S

5.1. Introduction

In this chapter, the results of the hypotheses discussed in the previous 

Chapter (Chapter 4) are outlined. Chapter 4 introduced the models, defined the variables 

and offered descriptive statistics for each of the variables in the models. This 

Chapter continues the study of corporate governance in listed firms in China by testing 

the models using event study techniques and regression analysis. 

The chapter is organised as follows. Section one addresses the findings of 

hypothesis one, the change in corporate governance and the wealth effect in listed firms 

in China. Hypothesis one (H1) is one of the preliminary studies in this thesis. Section 

two, hypothesis two (H2), is the final preliminary study and considers ownership 

concentration and the performance of listed firms in China. The third section is the 

primary study of the thesis and deliberates upon hypothesis three, which analyses the 

ownership structure and listed firms’ performance in China. The ownership and mix of 

Legal Person holdings, publicly listed ownership, foreign institutional ownership, 

offshore ownership and state ownership are discussed in that order. The results provided 

by other variables are then addressed. Finally, hypothesis four is considered which 



analysis the levels of Legal Person ownership and firm performance as measured by 

Tobin’s Q in China.

5.2. H1 The Wealth Effects of Corporate Governance Changes

As a preliminary analysis, an event study is conducted to determine if changes in 

corporate governance have a wealth effect on the firm. In this pilot study, it is assumed 

that changes in the ownership of the top shareholders proxy for changes in the corporate 

governance of a firm. These changes are evaluated for the potential to impact upon the 

value of the firm.

The first hypothesis tested was stated in the previous Chapter as being:

Hypothesis 1: (The Irrelevance of Corporate Governance Change) Ceteris 

paribus, the cumulative returns on stocks experiencing ownership change are entirely 

explained by movements in the market.

The hypothesis was tested by way of an event study as described in Chapter 4.5 

the study analyses the wealth effects of a change in the corporate governance of the 

firm, when there is a significant ownership change. 

If the market responds positively to any change in ownership structure, the 

market considers changes in ownership favourably and that it is considered likely to 

improve the performance of the firm. Almost all of the changes observed represented a 

decrease in state ownership and a corresponding increase in the ownership of either 

legal person, publicly tradable A-shares, offshore or foreign institution ownership. 

Abnormal and cumulative abnormal returns were estimated over 5 days either side of 

the announcement date.

The dataset contained all listed firms from both the Shanghai and Shenzhen 

stock exchanges for which data was available for the years 1990 - 1999. As outlined in 

the previous chapter, significant changes in ownership concentration and structure of 

listed firms in China of greater than 10% were identified. Considerable effort was 

expended to determine the date of the change and then to ensure that the price five days 



either side of that change was correctly selected. In all 211 changes in ownership for 

which data was available were identified and analysed. It should be noted that 

essentially all the changes in ownership structure identified are by way of a decrease in 

state ownership.

Table 5.1 and Figure 5.1 display the cumulative abnormal returns (CAR) 

surrounding announcements of ownership change that show that on the change date 

(Day 0) the market response is significant and positive. There is a significant mean 

increase of 5% on the day of ownership change. It is therefore not possible to reject 

Hypothesis 1 – the irrelevance of corporate governance change.

Table 5.1: CAR surrounding announcements of ownership change

CAR

–5

CAR

–4

CAR

–3

CAR

–2

CAR

–1

CAR

0

CAR

+1

CAR

+2

CAR

+3

CAR

+4

CAR

+5

Sample Size 210 210 211 211 211 211 211 211 211 211 209

Mean -0.00 0.00 -0.00 0.00 0.00 0.05 0.02 0.02 0.02 0.01 0.01

Standard Dev. 0.03 0.04 0.05 0.06 0.07 0.31 0.34 0.33 0.34 0.34 0.34

Standard Error 0.00 0.00 0.00 0.00 0.00 0.02 0.02 0.02 0.02 0.02 0.02

Deg. of Freedom 209 209 210 210 210 210 210 210 210 210 208

t Test -0.09 0.53 -0.03 0.11 0.94 2.48 0.83 0.81 0.65 0.58 0.52

Two -Tailed Test

Lower Crit Val. -1.97 -1.97 -1.97 -1.97 -1.97 -1.97 -1.97 -1.97 -1.97 -1.97 -1.97

Upper Crit Val. 1.97 1.97 1.97 1.97 1.97 1.97 1.97 1.97 1.97 1.97 1.97

p -Value 0.93 0.60 0.98 0.91 0.35 0.01 0.41 0.42 0.52 0.56 0.60



Figure 5.1: Mean Cumulative Abnormal Returns

-0.010

-

0.010

0.020

0.030

0.040

0.050

0.060

-5 -4 -3 -2 -1 0 +1 +2 +3 +4 +5

D a y s

It should be noted however, that though the market response is 5% on Day 0, it 

levels off to some extent to 2% on the first day, then on the fourth day to one percent, 

and it is not significant on these subsequent days (Figure 5.1). Thus, it appears to be a 

somewhat temporary overheating on the announcement date in line with the 

overreaction hypothesis (De Bondt, 1985; 1987). The market considers the change 

positively, but overreacts initially, then “corrects” the overreaction during subsequent 

days.

The overreaction hypothesis of De Bondt and Thaler (1985; 1987) has its 

foundation in the psychological phenomenon that posits that individuals are inclined to 

place disproportionate weight on recent information. Accordingly, investors tend to 

initially react too strongly when new information is first obtained, and then is 

subsequently corrected by investors producing a return reversal. The overreaction 

hypothesis predicts that this will “corrects” previous overreactions in proportion to the 

original valuation miscalculation. The phenomenon has been found in a number of 

markets and under various situations globally (see for example Bauman, Conover, & 

Miller, 1999; da Costa, 1994; Fung, 1999; Gaunt, 2000; Gunaratne & Yonesawa, 1997; 

Larson & Madura, 2001; Nam, Pyun, & Avard, 2001; Ratner & Leal, 1999).



A careful analysis of the data reveals that changes in ownership structure of 

listed firms in China are primarily by way of decreased state ownership. Considering 

that the study finds that the market does respond positively to ownership changes, thus 

it is posited that the market considers any change that reduces the influence of the state 

on enterprises to be positive. The results suggest that as the market responds positively 

to changes in ownership structure, deems ownership change favourably and expects 

these changes to improve a firm’s performance. Given that changes in ownership 

structure are found to be achieved overall by way of decreased state ownership, it is 

further proposed that the market regards any ownership change that reduces state 

influence to be positive. 

In conclusion, the study identified 211 significant changes in ownership 

structure of 10% or greater in the years 1990 – 1999, the vast majority involved the 

reduction of state holdings. The event study found the market response to these changes 

to be significant and positive. A cumulative abnormal return of 5% was created on day 

zero, which declined to 2% on day 1, and further declined to 1% over the remaining 

event window. Thus, it is not possible to accept Hypothesis 1 – the irrelevance of 

corporate governance change, as there is evidence of significant abnormal returns 

created on day zero.

To the same extent that a change in ownership structure is considered positively 

by the market, two questions are prompted. To begin with, does concentrated ownership 

positively influence firm performance in China? This question is addressed in the next 

section: 5.3 H2 Ownership Concentration and Firm Performance. Secondly, do 

holdings by particular types of stockholders positively influence firm performance in 

China? As it is posited that the market considers any change that reduces the influence 

of the state to be positive, it is expected that state ownership will be negatively 

correlated to performance and some other form of ownership may afford superior firm 

performance. These questions are addressed in the following sections. 



5.3. H2 Ownership Concentration and Firm Performance

The second hypothesis is also in effect a preliminary study, in that the effect of 

ownership concentration on the performance of listed enterprises is examined to 

ascertain if the performance of firms is significantly explained by ownership 

concentration. The method used is to examine the relative importance of ownership 

concentration of listed firms in China in predicting the performance of the firm. Annual 

data is utilised in a regression analysis to examine the relative importance of ownership 

concentration in predicting the performance of listed firm in China. Thus, the nul 

hypothesis of ownership concentration is tested using the following: 

εββββα +++++=
iiii

OCRGRWLEVSIZE
4321i

PFM   (3)

Where α represents the intercept, β the regression coefficients; ε is an error 

term. PFM represents performance variables where PFM is represented by Tobin’s Q in 

the regressions. Three measures of Tobin’s Q are used: Q_MB, Q_Sim and Q_Av (see 

Chapter 4.5 for details). Of these, the closest to the theoretical foundations of the model 

is Q_Sim, which is drawn from the model as described in Chapter 4.5. Q_MB and 

Q_Av can be regarded as alternative specifications of Tobin’s Q, where Q_Av is the 

average of Q_Sim for the years 1997 to 1999. It is used for the 1999 regressions only as 

it cannot be applied retrospectively. These alternative measures of Q are applied in 

separate regressions. The independent variables are represented by SIZE, being the log 

of operating sales as a proxy for the size effect of firms; LEV, the leverage of the firm 

as the debt-equity ratio; GRW, the growth potential of the firm represented by the 

growth of net income. OCR represents ownership concentration ratios (A5), the 

ownership of the top five equity holders and HI, the herfindahl index which is the sum 

of squared A5 – the ownership of the five largest investors. A5 and HI are run in 



separate regressions. If ownership structure does not matter, we would find no 

correlation between PFM and OCR (see Chapter 4.5 for details of all these variables).

In this first set of regressions, there were 369 publicly listed Chinese firms 

represented in the data for which the relevant information was available. In all, 14 

regressions were run for this section of the study based on various specifications of 

Tobin’s Q as the dependent variable. A bivariate correlation analysis of the dependent 

and independent variables has been conducted for 7 of the 14 regressions. The results 

indicate no serious problems of correlation between variables. 

Table 5.2 below provides a summary of the results of the regression analyses for 

the year 1999. The results for 1998 and 1997 are reported in Table 5.3 and Table 5.4 

respectively. The most extensive set of regressions are presented for the most recent 

data, which is for the year 1999 only. The variable coefficients, adjusted R
2 

and the F 

statistic for each regression are reported in the tables. Further regression diagnostics, not 

reported here, reveal no serious concerns with the models used. Table 5.2 provides the 

results of all three measures of Q as applied in the regressions using 1999 ownership 

data and other independent variables. 

Table 5.2: Regression Results 1999
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Q _MB 7.560 -0.002 -0.009 -2.039 -0.318 0.201 24.186

(0.000)
*

(0.544) (0.359) (0.000) (0.000) (0.000)

7.508 -0.000 -0.009 -2.059 -0.317 0.202 24.308

(0.000) (0.386) (0.366) (0.000) (0.000) (0.000)

Q _Sim 7.216 0.005 -0.008 -1.013 -0.324 0.142 15.011

(0.000) (0.197) (0.404) (0.000) (0.000) (0.000)

7.403 -0.000 -0.009 -1.043 -0.313 0.129 14.572

(0.000) (0.689) (0.365) (0.000) (0.000) (0.000)

Q _Av 6.760 -0.000 -0.012 -1.467 -0.252 0.175 20.549

(0.000) (0.929) (0.137) (0.000) (0.000) (0.000)

6.723 0.000 -0.012 -1.463 -0.252 0.175 20.560

(0.000) (0.837) (0.139) (0.000) (0.000) (0.000)

*  values in parenthesis  N = 369



Table 5.3 and Table 5.4 on page 256 below present the results of the regressions 

for 1998 and 1997 respectively showing Q_MB and Q_Sim results. The adjusted R
2

s for 

the 14 regressions range from 0.129 to 0.344, which is in line with results reported in 

previous studies in China. It should be noted that consistently higher adjusted R
2

s are 

reported for regressions that use Q_MB as the dependent variable ranging about .20 in 

1999, .34 in 1998 and .27 in 1997. The explanatory power is generally greatest in 1998 

and weaker adjusted R
2

s are found in 1997 and 1999.

The most striking findings in all years represented in all three tables is that 

ownership concentration has limited or no explanatory power. While the coefficients for 

A5 or HI are largely positive, for the most part they are not significant even at the 10% 

level. In 1999, two of the three signs are negative and all are not significant at the 10% 

level. Whilst in 1998 A5 is positive and showing high significance, yet HI is not 

significant. In 1997, all of the signs for A5 an HI are positive or zero but not significant. 

It is therefore not possible to reject Hypothesis 2 – the irrelevance of ownership 

concentration. A possible explanation for these fairly consistent results is that the 

typical listed firm in China is highly concentrated. The market therefore does not 

discern between firms based on concentration, as the expectation is that the top five 

shareholders will control the vast majority of firms. This finding is contrary to that of 

Xu and Wang (1999) who used data from 1995 samples. Their findings suggest a 

positive relationship between ownership concentration and performance. Whilst they 

acknowledged that their conclusions were premature, they also proposed that the 

findings challenged the popular notion that the free market, Anglo-US style of corporate 

governance was the most efficient. Xu and Wang (1999) propose that their findings 

demonstrate that the German-Japanese model might be better suited to the reform of a 

socialist economy. However, in contrast to Xu and Wang (1999), the findings of this 

study suggest that concentrated ownership per se does not have explanatory power.



Table 5.3: Regression Results 1998
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Q _MB 8.198 0.008 0.005 -3.064 -0.395 0.344 49.201

(0.000)* (0.004) (0.403) (0.000) (0.000) (0.000)

8.439 0.000 0.005 -3.120 -0.382 0.331 46.449

(0.000) (0.274) (0.437) (0.000) (0.000) (0.000)

Q _Sim 8.198 0.008 0.005 -2.064 -0.395 0.260 33.311

(0.000) (0.004) (0.403) (0.000) (0.000) (0.000)

8.439 0.000 0.005 -2.120 -0.382 0.245 30.870

(0.000) (0.274) (0.437) (0.000) (0.000) (0.000)

*  values in parenthesis  N = 369

Table 5.4: Regression Results 1997
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Q _MB 7.403 0.006 -0.006 -3.741 -0.285 0.274 35.659

(0.000)* (0.124) (0.293) (0.000) (0.000) (0.000)

7.604 0.000 -0.005 -3.733 -0.278 0.269 34.915

(0.000) (0.638) (0.330) (0.000) (0.000) (0.000)

Q _Sim 7.403 0.006 -0.006 -2.741 -0.285 0.194 23.153

(0.000) (0.124) (0.293) (0.000) (0.000) (0.000)

7.604 0.000 -0.005 -2.733 -0.278 0.189 22.483

(0.000) (0.638) (0.330) (0.000) (0.000) (0.000)

*  values in parenthesis  N = 369

In previous studies, researchers have consistently identified growth in income as 

having explanatory power in the regressions (see for example Gul & Zhao, 2001). 

However, the findings presented here fail to identify any significance in the coefficients 

of GRW. This variable has not been removed from the regressions because of the strong 

prior theory that supports its inclusion. A possible explanation may lie in the 

observation that the other studies of corporate governance in China typically utilize data 

from the early to mid-1990s. Even the most recent study, Gul and Zhao (2000), 

examines Chinese data up to 1997, while this study uses data from 1997 through to 

1999. Net income growth over the three years in this study has averaged a modest 



1.76%, the median being .13%. The findings suggest that investors in the late 1990s 

have not considered growth in reported income in the valuation of listed Chinese firms.

The independent variable SIZE, used as a measure of the size effect, produced 

negative coefficients that were significant at the one percent level for all regressions in 

all years. The results offer strong support that larger listed firms, typically large mature 

SOEs, are not well regarded in the market. The negative relationship between size and 

performance is understandable in the context of the Chinese economy and the lumbering 

nature of large SOEs (see Chapter 1, 1.3). The consistent results are in contrast to the 

mixed results of earlier studies, suggesting that changes may have occurred in the 

market and that data that is more recent is a better reflection of current behaviour.

The coefficients for leverage (LEV) are negative and statistical significant at the 

one percent in every regression in all years. The negative correlations do not uphold the 

notion of state capital assistance via policy lending, as an indicator of state benevolence 

and assistance. The findings are consistent with conventional theory, which supports the 

concern that investors have concerning high levels of debt. Thus, contrary to the 

findings of Chen and Gong (2000), the results suggest that concern does exist about the 

level of debt carried by listed firms. The higher the proportion of debt of a firm in China 

during this period, the lower is its market value.

While a number of clear results have been obtained from this study, it is also 

recognised that the selection bias may provide some unclear guidance, particularly with 

regard to non-listed firms, as discussed in Chapter 4 (4.8). The following hypothesis 

discussed in the next section has endeavoured to address this matter as it has used a 

more encompassing dataset over more years and has incorporated a more robust Tobin’s 

Q, other variables with potential explanatory power, and a test for non-linear effects.



5.4. H3 Ownership Structure and Firm Performance

Hypothesis three is in effect the primary area of analysis of this thesis. 

Considerable effort over an extended period has been expended to develop a dataset, 

consider and analyse the variables, refine the model and to implement the study. 

In China, distinctive characteristics have developed which influence the 

ownership structures of listed firms in the unique economic, cultural, political and legal 

environment of China. Central to this is that the ownership of listed firms revolves 

around five categories of shareholdings: state, Legal Persons, individual domestic 

shareholders (A-Shares), foreign institutions and offshore investors (B, H and N-

Shares). The majority of the holdings are held by the state and Legal Persons (see 

Chapter 2, Figure 2.3). This study examines the relationship between these distinctive 

corporate governance mechanisms and firm performance. In this instance, the linkage 

between the ownership mix and firm performance is investigated. If ownership structure 

was irrelevant, the ownership mix would be expected to be insignificant in regressions 

on performance. The irrelevance hypothesis of ownership structure and mix will be 

tested in this study. Prior research (Gul & Zhao, 2001; Hovey et al., 2003) suggests that 

Legal Person ownership is positively correlated with Tobin’s Q, thus Legal Person 

ownership will be of primary interest and focus in this study. Regression analysis is 

used to examine the relative importance of ownership mix and structure in predicting 

the financial performance of listed enterprises in China. Thus, the null hypothesis is 

stated as:

Hypothesis 3: (The Irrelevance of Ownership Structure) Ceteris paribus, in any 

regressions of PFM, EO is insignificant.

Hypothesis 3 is tested by estimating the following equation,

εβββββα ++++++=
iiiii

EOINDDINVLEVSIZE
54321i

PFM   (4)



Where α represents the intercept, β the regression coefficients; ε is an error 

term; PFM represents the performance dependent variables (PFM = Q_CP, Q_MB, 

Q_Sim, ROA and ROE). The independent variables are represented by SIZE, being the 

operating sales that measures the size effect of firms; LEV, the debt-equity ratio. In this 

case, INV, investment over assets, is used as the variable that will proxy for growth 

opportunity. INDD is an industry dummy variable of which there are a total of twenty. 

Chapter 4 (4.7.2) gives details of these variables. EO is the equity ownership fraction, 

being the proportion of equity ownership held by the state, Legal Persons, Publicly held 

tradeable A-Shares, Offshore ownership (B, H and N shares, and other offshore 

ownership), and Foreign Institution holdings (EO = EOST, EOLP, EOPUB, EOOff and 

EOFOR respectively). 

There would be no correlation between PFM and EO if the ownership structure 

is not of consequence. 

In summary, this hypothesis is therefore primarily testing the market response to 

cross-sectional differences in the composition of blockholders. The impact of ownership 

structure is examined in the regressions using Legal Persons, publicly held shares, 

offshore ownership and foreign institutional holdings. Regressions evaluating state 

ownership have been run separately.

5.4.1. Results of the Ownership Structure Study

The Chung and Pruitt model of Tobin’s Q (Q_CP) (see Chapter 4, section 4.5.1) 

is the primary performance variable used in this study. The highest proportion of the 

OLS regressions were conducted using the Q_CP model, and are reported in this 

section. The results for the other performance variables are provided in Appendix B. 

Various tests were run to check for normal distribution, heteroscedasticity and 

correlation and also for multicollinearity. The variables are relatively normally 

distributed based on histograms with normal distribution curves, stem-and-leaf plots, 

normal Q-Q plots and detrended normal Q-Q plots. A Pearson Correlation test indicates 

that no variables are significantly correlated in the regressions as run (see Table 5.5). 

Collinearity statistics show no serious problems with multicollinearity. 



Table 5.5: Correlations – Pooled data 1997 to 2001
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Q _CP 1 0.500 0.153 -0.173 0.095 0.106 -0.413 -0.055

0.000* 0.000 0.000 0.000 0.000 0.000 0.001

EOLP 0.500 1 -0.060 -0.150 0.020 0.021 -0.294 0.042

0.000 . 0.000 0.000 0.120 0.109 0.000 0.007

EOPUB 0.153 -0.060 1 -0.422 -0.127 0.044 -0.104 -0.075

0.000 0.000 . 0.000 0.000 0.005 0.000 0.000

EOOFF -0.173 -0.150 -0.422 1 0.051 0.021 0.229 0.082

0.000 0.000 0.000 . 0.001 0.104 0.000 0.000

EOFOR 0.095 0.020 -0.127 0.051 1 -0.031 0.016 0.049

0.000 0.120 0.000 0.001 . 0.035 0.175 0.002

INV 0.106 0.021 0.044 0.021 -0.031 1 -0.153 0.042

0.000 0.109 0.005 0.104 0.035 . 0.000 0.007

SIZE -0.413 -0.294 -0.104 0.229 0.016 -0.153 1 0.031

0.000 0.000 0.000 0.000 0.175 0.000 . 0.035

LEV -0.055 0.042 -0.075 0.082 0.049 0.042 0.031 1

0.001 0.007 0.000 0.000 0.002 0.007 0.035 .

*  values in italics.

The White’s Test is used to test for heteroscedasticity following the method 

outlined by Gujarati (1995) and the results, as presented in Table 5.6, indicate that 

heteroscedasticity is not problematic.

Table 5.6: White’s Test Results

Regression SS 7.177 Residual SS 88.225

Total SS 95.403 R-squared .0752

Sample size (N) 100 Number of predictors (P) 13

White’s General Test for Heteroscedasticity (CHI-SQUARE df = P) 7.523

Significance level of Chi-square df = P (H0: homoscedasticity) .873

The results of the regression analysis are presented in the results tables. The 

tables report the variable coefficients, adjusted R
2 

and the F statistic for each regression. 

The results for the Q_CP performance dependent variable, on which the primary study 

is conducted, are displayed in Table 5.7. The results for the alternative performance 

measures, Q_Sim, ROA and ROE, are displayed in Appendix B (page 334).



Table 5.7: Results – Q _CP
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Pooled 5.895 0.029 0.017 0.004 0.035 1.130 -0.387 -0.073 0.386 83.898 3435

(0.000)* (0.000) (0.000) (0.141) (0.000) (0.000) (0.000) (0.000) Sig= (0.000)

2001 7.842 0.026 0.008 0.010 0.042 2.213 -0.509 -0.014 0.415 34.584 860

(0.000) (0.000) (0.022) (0.043) (0.000) (0.000) (0.000) (0.652) Sig= (0.000)

2000 8.290 0.043 0.022 0.011 0.039 0.265 -0.579 -0.094 0.501 23.098 870

(0.000) (0.000) (0.000) (0.062) (0.000) (0.629) (0.000) (0.021) Sig= (0.000)

1999 3.500 0.028 0.017 -0.001 0.026 0.845 -0.208 -0.102 0.433 24.444 604

(0.000) (0.000) (0.000) (0.822) (0.000) (0.048) (0.000) (0.001) Sig= (0.000)

1998 4.334 0.025 0.009 -0.003 0.021 -0.228 -0.256 -0.151 0.471 18.729 647

(0.000) (0.000) (0.000) (0.351) (0.002) (0.612) (0.000) (0.000) Sig= (0.000)

1997 2.970 0.025 0.004 -0.014 0.015 -1.100 -0.091 -0.367 0.343 10.102 454

(0.001) (0.000) (0.275) (0.015) (0.338) (0.139) (0.154) (0.000) Sig= (0.000)

*  values in parenthesis. 

Note: Twenty industry dummy variables were included. The results for these are shown 

in Table 5.25 and Table 5.26 and are discussed in 5.6.4  Industries.

The primary results for the ownership variables, Legal Person ownership, 

publicly held A-shares, offshore ownership and foreign institution holdings are 

discussed in the sections below. All regressions were run with twenty industry dummy 

variables, which are discussed in the final portion of this section. These results are also 

discussed in the context of the prevailing corporate and institutional setting in China in 

the next Chapter (Chapter 6).

The adjusted R
2

s for the 26 regressions reported in Appendix B range from 

0.000 to 0.501. Overall, the weakest adjusted R
2

s are for ROE with the lowest being 

0.000, and the highest being 0.098. Furthermore, the regressions for the model with 

ROE as the dependent variable lack significance completely for the years 2000 and 

1997. As shown in the descriptive statistics in Chapter 4 (4.7), ROE is very low in listed 

firms in China, thus it does not have explanatory power in the regressions. Therefore, 

ROE is clearly a poor performance measure in the study of listed firms in China. This 

finding is worthy of note considering that in China ROE is required by the China 



Securities Regulatory Commission for delisting purposes and rights issuing (Haw et al., 

1999).

The adjusted R
2

s for the other 21 regressions, excluding ROE, range from 0.146 

to 0.501, which is in line with the adjusted R
2

s of previous studies in China. The 

adjusted R
2

s are higher for the year 2000 for each performance variable. Furthermore, 

the Chung and Pruitt model of Tobin’s Q (Q_CP) has greater explanatory power as is 

evident by way of the consistently higher adjusted R
2

s in the regressions using this 

model. This finding supports the notion that Q_CP is a more reliable performance 

measure. 

In consideration of the various performance measures, Q_CP has several 

advantages. As previously discussed the coefficients for leverage (LEV) are negative 

and statistical significant in every regression. Suggesting that any increase in financial 

leverage is associated with a decrease in firm value. The Chung and Pruitt Tobin’s Q 

(Q_CP) offers the most comprehensive firm value information, which may escape 

discovery using alternative measures. Accordingly, Q_CP provides results that are far 

more reliable. For this reason, the focus of the findings will be primarily based on 

Q_CP. 

5.4.2. Legal Person Holdings

Legal Person ownership, which is equity held by domestic institutions or 

holding firms, delivers more consistent positive correlations to performance than any 

other ownership variable. These are technically autonomous managed investment 

organizations, but are state-owned government agencies. The overall results for Legal 

Person ownership are unambivalent. Convincingly, Legal Person holdings are positively 

correlated to Q_CP and are highly significant in all years and in all regressions (Table 

5.8 and Table 5.7). 

Table 5.8: LP Results

Pooled 2001 2000 1999 1998 1997

EOLP 0.029 0.026 0.043 0.028 0.025 0.025

Sig= (0.000)* (0.000) (0.000) (0.000) (0.000) (0.000)

*  values in parenthesis.



Furthermore, in all regressions for the years 2001 to 1997 applying all the 

variations of Tobin’s Q, as shown in Appendix B, the Legal Person coefficient is 

positive and significant at the one percent level. The evidence therefore does not support 

Hypothesis 3. Therefore, the structure of share ownership, in particular Legal Person 

holdings, does have explanatory power. Thus, the results provide strong evidence that 

Legal Person ownership has a positive relationship with the performance of publicly 

listed firms in China, as measured by specifications of Q. 

This finding is worthy of note, as previous studies have tended to be 

inconclusive on a year-by-year basis or with different specifications of performance. 

However, in these regressions the Legal Person coefficient is positively correlated with 

Q and highly significant in the pooled data, for each year individually, and for all 

specifications of Tobin’s Q. This finding is also of interest since many of the largest 

Legal Person holdings are by institutions that are ultimately controlled by the state. 

Accordingly, it appears that the market has greater regard for Legal Person institutional 

ownership, rather than direct state control. This is possibly because Legal Person 

shareholders are possibly less politically oriented and thus are driven by a different 

agenda and have a greater performance focus (Chen, 2001; Gul & Zhao, 2001; Xu & 

Wang, 1999), as discussed in Chapter 3 (section 3.9.2.4 page 173). 

As indicated in Chapter 4 in the discussion regarding ownership structures, 

Legal Person ownership is declining in China (see Chapter 4, Figure 4.1). It has 

declined from an average of 27.4% in 1997 to 19.7% in 2001. This reduction is 

significant in that these findings provide strong evidence suggesting that Legal Person 

ownership on average enhances the performance of publicly listed firms in China. The 

finding above therefore suggests that a decline in Legal Person ownership could 

foreshadow a decline in the performance of those publicly listed firms in which Legal 

Person holdings is waning, particularly if direct state ownership remains at high levels.

The findings suggest that Legal Person’s are the most well regarded 

shareholders by the market at this point in time. This is possibly because Legal Person 

shareholders are possibly less politically oriented and are motivated by different 

objectives and incentives. For example, Legal Person’s have representatives elected to 

the board of directors and the supervisory committee. Thus, as outlined in Chapter 2 



(2.8.4.1), they are privy to inside information and also have power to control and 

monitor the management. Firstly, they have the right to query chief officers in relation 

to the firm’s operations at any time. Secondly, they have voting power with which to 

effectively influence decisions on such key matters as management selection and 

dividend policy. Thirdly, they have the right to call emergency shareholder meetings. 

Directors appointed by Legal Person’s have focused business objectives, are selected 

more carefully, and have a greater capability, proficiency and incentive to monitor and 

control the performance of management (Chen, 2001; Gul & Zhao, 2001; Xu & Wang, 

1999). 

In some respects, they are comparable to state institutional investors in more 

developed markets. However, as discussed in Chapter 2 (2.7.6), they are not typical 

institutions as would be found in most free market economies, as they do not trade their 

holdings on the open market. Accordingly, they are not directly involved in influencing 

the market value of the firms. They influence firms directly through the appointment of 

directors on the board, the appointment of and access to management and the direct 

access to information available to them. 

Concentrated ownership holdings of 10 or 20% has been shown to be the most 

direct means of aligning control and cash flow rights (see Chapter 3, 3.5.4.1). As Legal 

Person average holdings ranged from 25.7% in 1997 to 19.6% in 2002, they do have 

concentrated ownership holdings. As discussed in Chapter 4.4, blockholders are 

considered to be an influential channel in that they monitor management and enhance 

performance, especially in unstable legal environments as they do not require legal 

protection in exercising their rights to the same extent as minority shareholders 

(Agrawal & Mandelker, 1990; Demsetz & Lehn, 1985; Shleifer & Vishny, 1986a; 

Zeckhauser & Pound, 1990). As active shareholders, blockholders are able to overcome 

information asymmetry, and monitor management more effectively and thus protect 

shareholder interests. 

The remuneration of Legal Person representatives on boards and committees is 

higher as they have greater discretion is in determining the compensation of their 

officers (Gul & Zhao, 2001). On the other hand, representatives of state-dominated 

firms are paid according to standard state public service salary packages and 



administrative rankings (Xu & Wang, 1999). This implies that Legal Person 

representatives are more experienced and technically competent. Hence, it is expected 

that the positions would be attractive to directors who can bring a higher level of skills, 

knowledge and experience to the position (Gul & Zhao, 2001). Furthermore, typically, 

they are not political appointments to the same extent as state directorships and are thus 

selected, to a greater extent, based on their suitability for the position. Thus, they tend to 

have higher professional qualifications and have a propensity to play a more active role 

than directors who are appointed by the state (Gul & Zhao, 2001). Nonetheless, Legal 

Person representatives are primarily agents of state authorities and their responsibility 

does not extend beyond their role as stewards of Legal Person interests. To some extent 

then, their objectives are clouded by state objectives all the same. In the context of 

China’s politics, it is unlikely that they would be inclined to entirely shirk the 

responsibility of cradle-to-the grave social needs of employees or willingly destabilise 

employment and in doing so be the catalyst for potential serious social unrest.

Legal Person representatives are likely to regard the political agenda as just one 

of the issues, and in so doing they focus more diligently on the performance of a firm 

and contribute to value maximization with greater assiduousness. This is because Legal 

Persons are investment institutions that are judged by the state on their ability to 

generate returns on investment. In addition, this would have the propensity to flow 

down to staff and in so doing have a positive influence on corporate culture and reduce 

agency costs and moral hazard.

There is evidence that a free-rider phenomenon exists in China. There are 

extremely high turnover ratios on the Chinese stock exchanges. As a result, the average 

holding period is one to two months in China, whereas in the United States the holding 

period is eighteen months (Xu & Wang, 1999). This provides anecdotal evidence of a 

free rider problem. In particular, minority shareholders may be free-riders’ off Legal 

Person ownership and appointed directors. However, in the past at least, 

notwithstanding the recent corporate governance code of practice, these directors have 

no sense of obligation toward minority shareholders. Indeed, they are more likely to 

have greater allegiance to the state as such, as they are principally public servants 

employed by state agents in what is yet an authoritarian political environment. 



Nevertheless, the monitoring of Legal Person ownership and their appointed directors 

has been shown by the empirical evidence of this study to provide a positive influence 

on firm performance, which in turn may benefit other investors as well. However, as 

high levels of private ownership become more prevalent, this may change. Legal Person 

ownership is further analysed and discussed in Hypothesis 4 in section 5.5 Levels of 

Legal Person Ownership and Firm Performance, page 281.

5.4.3. Publicly Listed Ownership

The alternative specifications of Tobin’s Q reported in Appendix B provide 

mixed results for EOPUB in terms of signs and levels of significance. However, the 

clearest findings are provided when the more robust measure, Q_CP, is utilised. 

Consequently, the focus will be on the results of Q_CP. A summary of the results for 

EOPUB regressed against Q_CP is displayed in Table 5.9 (see Table 5.7 for details). 

The results are positive and highly significant in all cases except 1997. 

Table 5.9: EOPUB Results

 Pooled 2001 2000 1999 1998 1997

 EOPUB 0.017 0.008 0.022 0.017 0.009 0.004

 Sig = (0.000)* (0.022) (0.000) (0.000) (0.000) (0.275)

*  values in parenthesis.

Whilst the average overall tradable A-Share ownership in 2002 was 36.4%, each 

individual shareholder’s personal holding is very small (as demonstrated in this section). 

This is in contrast to the state, which, at this point in time, has an overwhelming stake. 

The state held a total of 58.3% directly and indirectly at the end of 2002, made up of an 

average of 38.7% direct ownership through non-tradable A-shares and “state” 

ownership
16

, plus 19.6% indirectly through Legal Person holdings (see Chapter 4, 

Figure 4.1). As a result, the average overall voting power is based on almost 60% of the 

vote, clearly, on average, an overwhelming super-majority blockholding. The average 

public holding in 2002 was 36.4%. These were, on the whole, widely dispersed 

holdings. Furthermore, the number of shareholders of listed firms ranges from 3,000 to 

100,000, the largest part being individual tradable A-shareholders (Gul, 1999). 

16 

The TEJ data occasionally lists a firm’s ownership as “state” rather than non-tradable A-shares. This is 

assumed to be a vestige of the past whereby the state still holds some direct ownership.



To illustrate, painstaking analysis was required to separate the actual 

shareholders individually and then calculate their ownership. Because of time 

constraints, a small sample of 50 randomly chosen firms from China was selected from 

2001 ownership data. The top shareholder of tradable A-Shares was selected
17 

and the 

percentage ownership was determined. In addition, the major individual shareholder 

was ascertained and the percentage ownership was determined. The results are 

presented in Table 5.10.

Table 5.10: Largest A-Shareholders 2001

Major Individual 

Shareholder%

Major A 

Shareholder%

Maximum 0.75 0.97

Average 0.24 0.25

Median 0.12 0.19

Standard Deviation 0.28 0.29

Data source TEJ (2002). 

Taken from a small sample of 50 randomly selected firms.

Though this is a small sample, it is representative and serves to illustrate the 

limited voting power of A-Shareholdings in China. From the observation of the data 

generally, it is an accurate estimation of the overall representation. Major A-

Shareholders that were identified were predominately other SOEs. The average major 

A-Shareholder in 2001 held 0.25% and the highest holding was 0.97% (Table 5.10). 

Individual shareholders were also analysed. The average holding of the top ten 

individual owners was 0.24% and the highest held 0.75% (Table 5.10). Thus, as the 

state holds such a super-majority, it is not possible to make any firm predictions as to 

the effect of higher levels of ownership of publicly held holdings on the performance of 

firms in China. However, the results of this study indicate that greater levels of private 

ownership will reduce the influence of the state and lead to improved firm performance.

There are a number of aspects that significantly impinge on tradeable A-share 

holders and consequently on the associated domestic individual investors. Firstly, Table 

5.11 provides basic statistics for tradeable A-Share holdings for the years 1997-2001. 

The highest total combined tradeable A-Share holdings for any firm was 100.0 and the 

average was 29.5%.

17 

Non-tradeable A-Shares are those held by Legal Persons or by the state through other SOEs.



Table 5.11: Tradeable A-Share Holdings 1997-2001

Total 

%

Average 29.5

Median 30.2

Min 0.0

Max 100

StDev 16.1

Data Source: TEJ (2002).

Secondly, Table 5.12 below presents a breakdown of the number of firms with 

tradeable A-Share holdings. The breakpoints in this analysis were 25, 50 and 75%. As 

can be observed, there was an average of 1,078 firms listed in China during this period 

and of these there was an average of three with 100% privately ownership. As at 

December 2001, there were only five fully privately owned firms of the 1,153 listed (see 

Chapter 2, 2.7.4). This is a very low number considering that the reforms began in 

earnest in 1978-79 and that the stock markets have been open since 1990-91. 

Table 5.12: Number of Firms with Tradeable A-Share Holdings 

Average 1997-2001

No. with < 25% 317

No. with between 25 & 50% 661

No. with between 50% & 75% 95

No. with > 75% (but not 100%) 3

No. with 100 3

Total 1078

Data Source: TEJ (2002).

Thus, the analysis demonstrates that the average A-share holding for listed firms 

is 29%. However, these are highly dispersed with many small individual investors.

The above analysis serves to illustrate the lack of voting power of the average 

private individual shareholder. The dilemma, with such low levels of ownership by 

private investors, is that individually they essentially have no influence on the firm. 

Shareholders do have internationally orthodox voting rights, based on one share one 

vote (Chapter 2.7.4) and these rights are the same for all A-share holders, which consist 

of domestic individual, state and Legal Person shareholders. However their influence is 

severely limited by the power the State in that it holds a supermajority and is essentially 

an authoritarian regime, though there are significant signs of this moderating. Thus, the 

incentive of individual investors and their incapacity to monitor managerial 



performance is further exacerbated by the control held by the state and Legal Person 

blockholdings. 

The findings of the empirical analysis with regard to tradeable A-shares is that 

the greater the proportion of listed shares, the higher the performance of the firm, 

especially since 1997. Based on research in other countries, it is reasonably assumed 

that individual holdings will have a positive effect. For example, Boardman and Vining 

(1989) found that the 500 largest non-US industrial corporations held by individual 

shareholders perform better than industrial corporations that are held by the state or with 

mixed ownership. Research into specific industries such as airlines (Backx, Carney, & 

Gedajlovic, 2002) and telecommunications (Bortolotti et al., 2002) had similar 

outcomes. 

Individual investors in A-shares are entitled to dividend payments, although 

during the sample period, dividends are predominantly quite low. Minority shareholders 

are generally unprotected in China in that shareholder rights are not safeguarded (Zhou, 

2002). Furthermore, the enforcement of the law to protect investors is weak. Generally, 

minorities have not been active in asserting their rights through the legal system, and 

thus far, the courts have not moved to protect individual shareholders. Furthermore, 

given the ineffectual legal system, the regulation of state investors is problematic as it is 

a case of the state monitoring the state. The regulatory regime is not strong enough to 

provide a safeguard.

Disclosure is relatively limited for individual investors in China. For example, 

firms are not required to provide annual reports or other material to individual 

stockholders directly. To counter this, limited accounting information is required to be 

published in newspapers (Leung, 1999). Any disclosure problems that exist should be 

addressed if the market is to mature and attract the capital of private investors, both 

domestic and international.

In summary there are a number of issues relating to individual investors. For 

example, there is evidence that minority shareholders may free-ride on Legal Person 

ownership. Based on the empirical findings of this study, they free-ride on Legal Person 

ownership at present. Furthermore, presently the China Securities Regulatory 

Commission controls which firms have access. Thus, government agencies, not the 



market, decide which firms will list and when (Economist, 2000). Moreover, 

shareholders do not unite or their join voting power in a bloc to instigate change that 

will be beneficial for shareholders. In most free market economies, substantial minority 

holdings in the firm of 10 or 20% have an added incentive to monitor management and 

gather information, as discussed in Chapter 3 (3.5.4.1). They can, in certain situations, 

prevail upon management, or alternately unseat management by way of a proxy contest 

or a takeover (La Porta et al., 1998; Shleifer & Vishny, 1986b, 1997). The low level of 

individual shareholders in China means that it is difficult for shareholders to combine 

their voting power collectively to mount a contest.

In conclusion, the empirical findings of this study have found that individual 

investors have a positive affect on firm performance, even at the very low levels that 

exist at present. As the state holds such a super-majority, it is not possible to make any 

absolute predictions as to the effect of higher levels of ownership of individual holdings 

on the performance of firms in China in the present environment, that is, unless the state 

control is substantially reduced or withdrawn. However, despite these deterrents and 

even at these very low levels of ownership, the empirical analysis of this thesis found 

that the influence is positive. The capital markets and economy as a whole will benefit 

from greater capital inputs of individual investors and heightened market maturity. 

5.4.4. Offshore Ownership

In the regressions against Q_CP, offshore ownership, B, H, and N Shares, 

provides mixed results as shown in Table 5.13 (also see Table 5.7). The results of 2001 

and 2000 are positive and 1997 is negative, and these are significant. The pooled data, 

along with 1999 and 1998 are not significant. 

Table 5.13: Offshore investors

  Pooled 2001 2000 1999 1998 1997

 Offshore 0.004 0.010 0.011 -0.001 -0.003 -0.014

Sig = (0.141)* (0.043) (0.062) (0.822) (0.351) (0.015)

*  values in parenthesis.

Overall then, the results for Q_CP for 2000 and 2001 indicate the monitoring of 

offshore ownership may be improving firm performance in more recent years. The 



results suggest that offshore ownership has a positive influence on performance in more 

recent years. 

The alternative specifications of Tobin’s Q reported in Appendix B on the whole 

provide negative results for offshore ownership in terms of signs. Most, excepting ROE, 

show high levels of significance. Notably, the results Q_MB and Q_Sim, listed in 

Appendix B, provide a negative correlation and are significant. 

The findings are not as convincing as expected. This is surprising as cross-listing 

is expected to be particularly beneficial for firms from emerging markets (Coffee, 1999, 

2002; Reese & Weisbach, 2002; Stulz, 1999b). This is because they are able to 

overcome market segmentation barriers, expand their shareholder bases, access foreign 

capital, tap into greater liquidity, and generally improve their overall level of 

international visibility (Foerster & Karolyi, 1998; McConnell et al., 1996; Merton, 

1987; Miller, 1999; Pagano & et al, 2001). It is also unexpected since Chinese firms 

with offshore ownership are required to report based on International Accounting 

Standards (IAS). Complying with IAS is expected to improve monitoring by 

international investors and B-Shareholders. The improved disclosure is expected to lead 

to improved performance of firms. Thus, based on the findings of this study and the 

involvement of international investors and crosslistings, which theoretically tend to 

align management and investor objectives, performance of firms is expected to improve. 

The disclosure, scrutiny and monitoring of international investors through B-Shares and 

international crosslistings, all tend to align management with investor objectives. 

As discussed in Chapter 2 (see section 2.7.8), there is a significant problem with 

timely reporting in China. This also impacts upon IAS reporting standards (Eccher & 

Healy, 2000; Naughton & Hovey, 2002a; Zhou, 2001), which negates the benefits of the 

added disclosure to some degree. The scenario comes down to the observation that 

quality information becomes worthless if it is received too late or indeed well after the 

event has occurred. In addition, there is a lack of effective controls and infrastructure to 

monitor the additional reporting to managers and investors alike in China. Prior research 

has also found that B-Share earnings and share prices are correlated, indicating the 

value relevance of IAS standards (Abdel-khalik et al., 1999; Bao & Chow, 1999; Eccher 

& Healy, 2000). 



Poor B-Share market performance is also attributed to irregularities in the 

market (Xinhua News, 2001b). Furthermore, the B-share market and trading is 

dominated by many domestic individual investors who have sent money offshore so as 

to invest in the B-share market (Nayaham, 2001). Thus, their expectations may not be as 

high as those of the typical international investor. 

Table 5.14 shows statistics for Offshore ownership 1997-2001. The highest 

combined total for any firm was 66%. The average was 3.3% and the median was zero.

Table 5.14: Offshore Ownership 1997-2001

Total 

%

Average 3.3

Median 0.0

Min 0.0

Max 66.0

StDev 10.0

Data Source: TEJ (2002).

A breakdown of the number of firms with offshore ownership is presented in 

Table 5.15. In total, there are 119 firms with offshore ownership. Of these 37 firms had 

ownership below 25%, and 80 had holdings between 25 and 50%. There were only 2 

with levels over 50% but less than 75%. Thus, overall holdings are relatively low. 

Table 5.15: Number of Firms with Offshore Ownership

Average 1997-2001

No. with 0% 960

No. with < 25% (but not 0%) 37

No. with between 25 & 50% 80

No. with between 50% & 75% 2

No. with > 75% (but not 100%) 0

No. with 100 0

1078

Data Source: TEJ (2002).

One can only assume that the reasons highlighted for individual shareholders of 

ordinary shares above (5.3.3) also apply for offshore shares. These include the super-

majority of the state, disclosure, shareholder protection and aligning management 

objectives to wealth maximisation. Nevertheless, the results for Q_CP for 2001 and 

2000 indicate the monitoring of offshore ownership may be improving firm 

performance in more recent years. 



In 2001, the B-Share market was further opened. This may result in the market 

maturing further and the positive influence should encourage offshore ownership to 

increase. This could be further enhanced as the super-majority of the state declines. All 

the same, the authorities should consider reviewing the B-share market and its operation 

to ensure that it has some bearing on maximising firm performance and thus the 

economy overall. As one of the objectives of the B-share market is to attract 

international capital (Abdel-khalik et al., 1999), a more efficient and better performing 

market that produces good returns and reduces variability and risk, would attract more 

international players. 

5.4.5. Foreign Institutional Ownership

As observed in Table 5.16, the results of foreign institutional ownership are 

positive in all regressions and significant in every regression except 1997 when 

regressed against Q_CP (detailed results are provided in Table 5.7). The alternative 

specifications of Tobin’s Q reported in Appendix B provide mixed results for EOFOR 

in terms of signs (though the majority are positive) and levels of significance. Once 

again, the clearest findings are provided when the more robust measure Q_CP is 

utilised, consequently, the focus will be on the results of Q_CP. 

Table 5.16: Foreign institutions results

  Pooled 2001 2000 1999 1998 1997

 Foreign 0.035 0.042 0.039 0.026 0.021 0.015

Sig = (0.000)* (0.000) (0.000) (0.000) (0.002) (0.338)

*  values in parenthesis.

Supporting this finding, conventional theory would hold that foreign 

institutional holders would tend to monitor firms they invest in more closely and thus 

performance should improve and select only these firms that have excellent records and 

potential (Chung, Firth, & Kim, 2002; Sarkar & Sarkar, 2000). Accordingly, the 

findings presented here support the notion that foreign institutional ownership on 

average leads to superior performance of publicly listed firms in China. 

Though the results using the dependent variable Q_CP are relatively 

unambiguous, the results of Q_MB and Q_Sim listed in Appendix B are not. Some of 

the results are not significant and the signs reverse in the 1998 and 1997 regressions. 



Once again, this is a surprising outcome for the regressions with alternate specifications 

of Tobin’s Q. Similarly, inconclusive evidence is also found when the regression is run 

against accounting measures of performance. The ROA results for 2001 and 1999 are 

negative and the 1998 result is positive. The 2000 and 1997 results are not significant. 

Of the results for ROE, only 1999 is significant at the 4% level, and it is positively 

correlated to performance. The other years, though positive, are not significant. 

The average percentage ownership of foreign institutions for the years 1997 to 

2002 was .09% (Table 5.17 and discussion Chapter 4, 4.9.1.). On average, the holdings 

in 1997 were 0.05, but increased to 1.2% in 2002.

Table 5.17: Foreign Institutions Holdings% 1997-2001

Average 0.9

Median 0.0

Min 0.0

Max 67.2

StDev 5.1

Data Source: TEJ (2002).

Table 5.18 following is a breakdown of the averages for the years 1997-2001 of 

the number of firms with foreign institutions holdings. As can be observed, of the total 

average number of firms listed in China during this period of 1,078, in total 52 firms 

had foreign institutional holdings. Most of these, 38 in total, were holdings below 25%. 

There were 13 with 25-50% and only one with over 50% at 67.2% ownership. However, 

this foreign institution holding was divested in 2000, leaving no firms with ownership 

above 50% in 2000 and 2001. 

Table 5.18: Number of Firms with Foreign Institutional Holdings 

Average 1997-2001

No. with 0% 1027

No. with < 25% (but not 0%) 38

No. with between 25 & 50% 13

No. with between 50% & 75% 0

No. with > 75% (but not 100%) 1

No. with 100 0

1078

Data Source: TEJ (2002).

Even though the holdings of foreign institutions are on average quite low 

overall, their ability to monitor and constrain the management has a positive influence. 



The evidence is consistent with institutional investors monitoring and 

constraining the value reducing behaviour of corporate managers (Chung et al., 2002; 

Coffee, 1991; Han & Suk, 1998). Liberalisation, in the form of freeing up the markets to 

international participants, also provides economic benefits through the sharing of risk 

between domestic and foreign investors (Henry, 2000). This study has found that 

foreign institutions have a positive influence on firm performance and theory suggests 

the positive effect of both institutional and international investors (Bekaert, 1995; 

Grabel, 1996; Merton, 1987). Thus, based on this evidence, it is recommended that 

China consider allowing the level of foreign institutions to increase. 

As discussed in Chapter 2 (2.6.6, page 69), recently China has started to open 

the market to foreign institutions. In December 2002, foreign institutional investors’ 

where able to enter the A-share market in a further step towards opening its market. The 

scheme is for qualified foreign institutional investors and thus is known as QFII. It is 

aimed at large stable institutions, which are fully committed to the market. Thus, entry 

and funds repatriation conditions are restricted. For example, foreign institutions are 

required to have at least $10 billion under management or be a top 100 financial 

institution. It follows a similar successful scheme introduced in Taiwan in the early 

1990s (Economist, 16 November 2002, Loong, 2002). 

5.4.6. Institutional Investors

As foreign institutional ownership has been shown to have a positive bearing on 

the performance of listed firms in China, the discussion will turn to international 

investors in general. Within this context, international investors and portfolio 

investment can and do provide developing and transitional economies with much 

needed capital. It has been at the core of the success of much of the development of 

Asian economies in particular many of which have experienced unprecedented growth 

in the last decades. Officially, and on the face of it, China encourages foreign financial 

institutions, however, restrictions are imposed and deprivation occurs through rigorous 

regulatory control (Hovey & Naughton, 2000). 

Within the economic development literature, financial institutions and 

instruments develop in response to various stages of economic growth. They are 



important for financial development (Hovey & Naughton, 2000). A widely accepted 

view in financial development theory is that banks are the principal providers of capital 

during the formative stages of economic development and non-bank instruments and 

institutions take on a more important role as an economy develops (Chapter 3, 3.6). At 

this stage of China’s development, dedicated intermediaries, such as non-bank financial 

institutions (NBFIs), are playing an increasing role. Specialized institutions including 

credit societies and cooperatives are enveloping a greater share of the financial system. 

However, finance companies and fund managers are at their formative stages. As 

discussed previously (see Chapter 2.7.6), it should be noted that Legal Persons are not 

institutions in the typical free market sense, and thus are not included in this discussion.

Under the planned economy, enterprises did not have pension funds. However, 

China is presently being opened up to institutions such as mutual and pension funds. 

This should bring greater maturity and a move towards being driven more by 

fundamentals than by momentum. The state pension plan, a mandatory state pension 

scheme for urban workers, is presently being introduced. It should considerably 

alleviate social obligations of SOEs (Hovey & Naughton, 2000; Naughton & Hovey, 

1999). A developed funds sector will assist capital market development and 

infrastructure financing, expand the range of financial products and improve 

macroeconomic management (see Chapter 2, 2.7.10). Funds, life insurance and other 

investment products help provide greater consumer choice and innovation in the 

financial sector. Furthermore, pension funds and insurance companies, whose liabilities 

tend to be long term, also play a critical role in lengthening the term structure of saving 

and investment funds, reducing vulnerability to short term bank lending cycles and 

international capital flows (see Chapter 2, 2.6.4.2.).

China has begun to open its markets to international funds recently. In March 

2003, China Merchants Fund Co, China’s first joint venture fund company, was 

launched. It is a Shenzhen-based joint venture between ING Group and four domestic 

partners who hold the majority interest (Huo, 2003). There is some concern by critics 

that institutional investors tend to have a “heard mentality” and in so doing create 

volatility in the market. However, Lakonishok, Shleifer and Vishny (1992) find that 

institutional investors tend to pursue a broad diversity of trading approaches that largely 



counterbalance each other. It is expected that foreign influence and expertise in the 

funds sector will add maturity to the industry and capital market generally. 

In conclusion, institutional shareholdings investment is expected to significantly 

enhance corporate governance, firm performance, valuation and market maturity. 

Support for the role of institutional shareholdings in improving firm performance and 

valuation has been found in the Czech Republic (Claessens, 1997; Claessens & 

Djankov, 1999b). Legal Person institutional shareholdings have been found in this study 

to have a positive influence on firms in China. But again, these institutions are not 

traditional free-market funds managers. Thus, private institutional holdings and the 

funds sector in general is expected to result in the improved performance of firms.

The overall conclusion is that, whilst foreign institutional holdings are typically 

very low (Chapter 4, Figure 4.1), and the findings are not conclusive, these holdings do 

appear to have some positive bearing upon firm performance. This is especially evident 

when applying Q_CP, which is the most robust specification of Tobin’s Q applied in 

this study. Thus, the funds sector in general, and both private and foreign institutional 

holdings should be encouraged as they are expected to result in performance 

improvement of firms in China.

5.4.7. State Ownership

To complete the analysis of this study, another set of regressions was run which 

included state ownership (EOST). The other ownership variables included in the 

regression were Legal Person (EOLP), Foreign Institutions (EOFOR) and Offshore 

ownership (EOOFF). In this case, tradable A-Share (EOPUB) ownership was removed 

from the regressions. The adjusted R
2

s for the regressions are relatively high and range 

from 0.355 to 0.504. This is in line, if not better, than with the adjusted R
2

s of previous 

studies in China. The coefficients for state shares for the pooled data and for all years 

the coefficient is negative and highly significant. Thus, high levels of state ownership 

might be thought of as impinging upon the efficient operation of firms in China, and 

hence lead to poor performance as measured by Q. 



Table 5.19: Results – State and Q _CP

 Q _CP

 
I
n

t
e
r
c
e
p

t

 
E

O
L

P

 
E

O
S

T

 
E

O
O

F
F

 
E

O
F

O
R

 
I
N

V

 
S

I
Z

E

 
L

E
V

 
A

d
j
R

2
 

 
F

 
n

Pooled 7.533 0.011 -0.018 -0.014 0.018 1.170 -0.382 -0.070 0.389 84.953

(0.000)* (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) Sig= (0.000) 3435

2001 8.701 0.017 -0.009 0.002 0.033 2.232 -0.508 -0.013 0.416 24.524 860

(0.000) (0.000) (0.011) (0.737) (0.000) (0.000) (0.000) (0.660) Sig= (0.000)

2000 10.524 0.019 -0.024 -0.012 0.016 0.332 -0.576 -0.090 0.504 34.978 867

(0.000) (0.000) (0.000) (0.035) (0.094) (0.544) (0.000) (0.026) Sig= (0.000)

1999 5.246 0.014 -0.011 -0.012 0.012 -0.206 -0.253 -0.146 0.478 23.720 647

(0.000) (0.000) (0.000) (0.000) (0.092) (0.644) (0.000) (0.000) Sig= (0.000)

1998 5.139 0.011 -0.017 -0.018 0.010 0.758 -0.208 -0.097 0.438 19.064 605

(0.000) (0.000) (0.000) (0.000) (0.170) (0.075) (0.000) (0.001) Sig= (0.000)

1997 3.690 0.014 -0.012 -0.021 0.006 -1.109 -0.077 -0.364 0.355 10.577 454

(0.000) (0.001) (0.003) (0.000) (0.680) (0.132) (0.225) (0.000) Sig= (0.000)

*  values in parenthesis. 

It has been suggested that state ownership, on the other hand, could also be 

regarded as a form of potential support for firms in adverse situations, implying greater 

protection of shareholder value. This result does refute this proposition however in that 

when regressed against Q_CP with leverage as an explanatory variable, state clearly has 

a negative influence on performance and leverage is negatively related.

In these regressions, EOLP is once again positively correlated to Q_CP and 

significance in all regressions. This result supports the earlier findings where the Legal 

Person variable was also positive and highly significant. Offshore ownership is 

negatively correlated, whereas foreign institution holdings are positive. The other 

variables have similar results to previous studies also: investment is positive primarily 

in latter years; size and leverage are negative and significant in most regressions. 

In investigation the findings, a thorough analysis of the ownership data reveals 

that in most cases the state holds its ownership through A-shares holding between the 60 

and 66% mark (Figure 2.4). Direct state ownership has hovered around 40% for the 

years 1997 to 2001. For the same years, indirect state ownership through Legal Person 

holdings have remained around 20% or more. As noted in Chapter 4, Figure 4.1 (page 



237), majority ownership, with a 51% or more stake in the firm, essentially has outright 

control of the firm and its management (La Porta et al., 1999; La Porta et al., 1998; 

Shleifer & Vishny, 1986b, 1997). This demonstrates the clear supermajority ownership 

held by the state. In addition, bolstering its power, positions are also held by Chinese 

Communist Party (CCP) officials on the supervisory boards of listed firms in China (see 

Chapter 2, 2.8.1). The control and power is typically used to further the political agenda 

and government policies, rather than simply improving firm performance. 

Somewhat predictably, state-appointed directors tend to be required to maintain 

the value of the state assets under their oversight, particularly when they are appointed 

over direct state holdings (Xu & Wang, 1999). State directors also have a responsibility 

to watch over the cradle-to-the grave social responsibilities and to ensure that stable 

employment is maintained at a level that will avert the social unrest that unemployment 

can incite (see Chapter 1, 1.4). Accordingly, firms in China with state dominance show 

evidence of inferior productivity overall (see Chapter 1, 1.6.4).

In addition, SOEs are taxed based on the profitability of the enterprise (Lin, 

2000). As a consequence, since their reward system is not necessarily geared toward 

firm performance, the management may tend to minimise the profitability of the 

enterprise. It is possible that any free cash flow may well be directed to perquisites, self-

serving, misappropriation, or at best, projects that are not value enhancing or are in the 

shareholders best interests (see Chapter 3, 3.5.1.2). All in all, management is not 

rewarded for, and do not have the incentive to pursue wealth maximisation objectives.

A further problem is that SOEs typically carry a high proportion of the banking 

systems non-performing loans (NPLs) (Hovey, 2001). The economy is exposed to these 

NPLs as they are the primary assets of the banking system in China – the banks 

involved are all state owned. Officially, NPLs amount to 25% of total outstanding loans. 

The dilemma is that the servicing of debt can only be made when enterprises become 

commercially viable. For authorities to limit the economic exposure to NPLs of SOEs, 

the performance of SOEs must be improved. Reducing the influence, control and 

ownership of the state is one means to achieving this end.

Notwithstanding these issues, there is no doubt that the authorities in China face 

a complicated and difficult decision. The strategic importance of the SOEs to China 



cannot be underestimated. There are a vast number of them and they provide 

employment for a large part of the population. Sizeable SOEs dominated a number of 

the core industries of the economy, such as power, steel, machinery and chemicals 

(Chapter 2, 2.5.2). Whether the establishment is acutely aware or seriously concerned at 

the poor performance of SOEs is difficult to determine, though the media rhetoric 

indicates that they are. Yet the decision facing them is no doubt a complex balancing of 

the various agendas and aspects as to the direction that should be taken. These appear to 

revolve primarily around various issues, such as:

• the staunch stance of diehard party cadres and members of the old guard; 

• social issues such as social wellbeing, unemployment and pension schemes; 

• investment opportunities for domestic investors provided by well performing 

listed firms; 

• the benefit of capital inflows if firms are seen as good investment 

opportunities by international and domestic investors; and finally, 

• the overall economic benefit that is achieved when SOEs cease being a 

burden on the economy (Chapter 1, 1.3).

Notwithstanding the critics and objections, the authorities in China have 

announced that they intend to reduce the holdings of the state. Although media reports 

indicate that the market becomes nervous that a flood of new share offerings will 

decrease the value of the current listed equity which is buoyed by the demand created 

by the limited investment choices available in China. There is a clear possibility of the 

dilution of the holdings of the present shareholders if the state divests its holdings 

through public issues, both seasoned offerings and IPOs. 

An analysis was conducted for this study of IPOs and rights issues data from 

TEJ for the purpose of evaluating whether the authorities are moving ahead with 

reducing state holdings. It reveals that the number of firms has only increased from 

1,153 in 2001 to 1,220 in 2002. This is an increase of 67 or 5.8%, in comparison to the 

peak increase of 215 or 41.4% in 1997 (see Chapter 2, Figure 2.6). Thus, the number of 

firms listed has seen a very small increase recently. This indicates that the state has 

divested just a small amount of its holdings. There was not a sizeable sell-off of state 



holdings during this period. Therefore, all in all, there was no significant decrease in 

state ownership during this period, despite the announcement.

In summary, the concentrated supermajority of the state overall does not provide 

superior performance. Furthermore, state ownership per se is negatively correlated to 

performance. Thus, for the state to continue direct ownership of listed firms to any 

extent in China is not in keeping with the growth of the economy necessary to allow 

China to continue to reduce poverty and provide employment in the long-term. China 

requires at least 8% growth to accommodate the 20 million workers entering the labour 

market each year (see Chapter 1, Section 1.4 and Leggett, 2000a). To continue to 

achieve this, based on the findings of this study, the state should divest it holdings. 

5.5. H4 Levels of Legal Person Ownership and Firm Performance

A unique approach is applied to test hypothesis 5. The analysis in this study was 

based on the dataset as used in hypothesis 3. The method applied was drawn from the 

approach which has been applied by Fama and French (Fama & French, 1993, 1995, 

1996a, 1996b, 1998) in which they constructed portfolios based on high and low levels 

of firm size and book-to-market equity. 

In this study portfolios were created of firms in the database based on Low, 

Medium and High levels of Legal Person ownership. The three equal portfolios were 

created using breakpoints for the bottom 33.3% and top 66.7%. The data was divided 

into three equal parts (ntiles), thus portfolios were created of firms that were categorized 

as high, medium or low levels of Legal Person ownership (HLP, MLP and LLP 

respectively) (see Chapter 4 for details). 

The regressions were run on each portfolio for each year with Q_CP as the 

dependant variable, and the same explanatory variables as the previous studies. The 

results of the multivariate regressions run on annually data are reported in Table 5.20. 

Industry dummies were included and the results are reported in section 5.6.4 (page 289).



Table 5.20: High, Medium or Low levels of LP ownership results
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2001 HLP 12.124 0.012 0.854 -0.854 -0.069 0.331 12.077 270

(0.000)* (0.129) (0.039) (0.000) (0.341) (0.000) High = 27.7% - 90.6%

MLP 9.381 0.037 -0.175 -0.558 -0.003 0.292 3.379 274

(0.000) (0.000) (0.500) (0.000) (0.929) (0.000) Med = 2.1% - 27.6%

LLP 2.513 0.049 0.012 -0.120 0.022 0.096 10.383 270

(0.000) (0.359) (0.925) (0.000) (0.451) (0.000) Low = 1% - 2.1%

2000 HLP 13.557 0.017 1.443 -0.963 -0.193 0.383 15.968 290

(0.000) (0.028) (0.004) (0.000) (0.035) (0.000) High = 27% - 100%

MLP 9.631 0.074 0.770 -0.626 -0.119 0.295 3.384 289

(0.000) (0.000) (0.044) (0.000) (0.021) (0.000) Med = 3% - 26.99%

LLP 2.942 0.222 -0.441 -0.129 0.057 0.090 11.021 291

(0.000) (0.018) (0.054) (0.009) (0.374) (0.000) Low = 0% - 2.99%

1999 HLP 5.557 0.011 0.493 -0.304 -0.143 0.116 3.249 206

(0.000) (0.079) (0.304) (0.001) (0.028) (0.000) High = 37% - 100%

MLP 4.866 0.046 0.453 -0.315 -0.093 0.314 3.416 209

(0.000) (0.000) (0.103) (0.000) (0.003) (0.000) Med = 4% - 36.9%

LLP 2.390 0.030 -0.581 -0.084 -0.210 0.123 8.935 208

(0.002) (0.677) (0.022) (0.106) (0.007) (0.000) Low = 0% - 3.99%

1998 HLP 5.226 0.024 0.479 -0.346 -0.282 0.260 7.810 234

(0.000) (0.000) (0.117) (0.000) (0.000) (0.000) High = 37% - 100%

MLP 5.822 0.032 0.335 -0.391 -0.132 0.314 2.216 240

(0.000) (0.000) (0.160) (0.000) (0.001) (0.000) Med = 6% - 36.9%

LLP 2.299 0.036 -0.201 -0.092 -0.110 0.058 10.114 239

(0.000) (0.156) (0.266) (0.043) (0.033) (0.012) Low = 0% - 5.99%

1997 HLP 4.150 0.025 -0.094 -0.212 -0.313 0.191 4.859 197

(0.009) (0.001) (0.522) (0.057) (0.002) (0.000) High = 38.6% - 100%

MLP 5.444 0.020 -0.043 -0.302 -0.267 0.185 3.098 200

(0.000) (0.033) (0.702) (0.000) (0.001) (0.000) Med = 8.1% - 38.5%

LLP 2.668 0.032 -0.058 -0.098 -0.118 0.114 4.758 197

(0.000) (0.085) (0.277) (0.048) (0.029) (0.001) Low = 1% - 8%

*  values in parenthesis. 



In all years, adjusted R
2

s are consistently lower for the portfolio made up of low 

Legal Person ownership. In the years 2001, 2000 and 1997 the portfolio of high levels 

of Legal Person ownership have the highest adjusted R
2

s, whilst in 1999 and 1998 

medium levels of Legal Person ownership have the highest adjusted R
2

s. In the years 

1998 to 2001, medium levels of Legal Person ownership are highly significance. In 

1997 high levels of Legal Person ownership is highly significance. In 1998, both high 

and medium levels of Legal Person ownership are highly significance.

The approach is further justified as the control variables, in particular INV and 

SIZE, vary in sign and significance across the three portfolios in all the regressions.

These results offer evidence that medium levels of Legal Person ownership 

(MLP) provide optimal levels to enhance firm performance. The average of the medium 

levels (MLP) was a range between 4.64% and 33.36%. In 1998 and 1997 high levels 

Legal Person ownership (HLP) were highly significant and in 1997 high (HLP) had a 

higher adjusted R
2

s. Thus, it suggests that in earlier years, a higher level of Legal Person 

ownership stimulated greater performance for listed firms in China. In latter years, 

medium levels promoted better performance.

Table 5.21 provides a summary of the results for the levels LP ownership (see 

Table 5.20 for details). In this summary table, the results are considered as a factor of 

the R
2

s and significance of EOLP, the equity ownership levels of Legal Persons. The 

highest was chosen for each year. MLP (medium) is clearly providing consistently high 

R
2

s and are highly significant for years that are more recent. The average levels of 

ownership for MLP were in the range of 3.8% to 32.1%. 

Table 5.21: Summary of LP ownership levels results

Year  Ntile  Intercept LP Adj R
2

2001 MLP 9.381 0.037 0.292 Med = 2.1% - 27.6%

(0.000)* (0.000)

2000 MLP 9.631 0.074 0.295 Med = 3% - 26.99%

(0.000) (0.000)

1999 MLP 4.866 0.046 0.314 Med = 4% - 36.9%

(0.000) (0.000)

1998 M LP 5.822 0.032 0.314 Med = 6% - 36.9%

(0.000) (0.000)

1997 H LP 4.150 0.025 0.191 High = 38.6% - 100%

(0.009) (0.001)

*  values in parenthesis.



The findings suggest that the optimum level of Legal Person ownership is the 

Medium level, in the range of 3.8 to 32.1%. Furthermore, the results suggest that at Low 

levels of Legal Person ownership levels below 3.8% performance declines. It suggests 

also that performance falls off at levels above 32.1%. The data for all years was 

analysed once again investigation specifically firms holding between the 3.8 to 32.1% 

mark to determine the average Legal Person ownership in this range. The result was an 

average of 15.21% and the median was 14% Legal Person ownership.

5.5.1. Evidence of Non-linearity

The data was further analysed considering Legal Person ownership levels in 

greater detail. For the analysis, the data for the years 1999 to 2001 was used for all firms 

with available data, as used in the regressions throughout. A handful of outliers were not 

included in the plot. Figure 5.2 provides a scatter plot of Legal Person percentage 

ownership plotted against Q_CP. The polynomial trendline shows the medium ranges of 

Tobin’s Q on an upward slope and a downward slope at very high levels. The observed 

results differ to some extent since the other variables, size, leverage, investment and 

industries, incorporated in the regressions are not included in this analysis. Clearly, the 

relationship is non-linear as found in the regressions. 

Figure 5.2: LP% Plotted Against Q _CP
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An observation can be made that below medium ownership levels of 15% there 

are far more firms below one. A Q level below one is a signal of a failure to add value 

to the firm’s assets. The following figures (Figure 5.3, Figure 5.4 and Figure 5.5) 

provide the year-by-year picture using the same primary data as used in Figure 5.2. A 

scatter plot of Legal Person percentage ownership is plotted against Q_CP and a 

polynomial trendline is shown, as is the R
2 

for each year. In general there are too few 

observations for ownership levels above 75%, thus these results should be discounted. 

Aside from that, the slope of the line is similar for both 1999 (Figure 5.3 below). In 

1999, the trend is negative at low levels of Legal Person and increases the most in the 

medium levels of ownership from 4 to 30%. 

Figure 5.3: LP% - Q _CP: 1999
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In 2000 (Figure 5.6 below)., the slope is upward from very low levels to around 

26% and then levels off slightly until around 55%. An interesting observation is that 

Tobin’s Q is generally higher in 2000. The highest R
2 

is recorded in 2000 at 42%. Once 

again it can be observed that there are many firms with less than medium levels of Legal 

Person ownership with less than medium levels of Q.



Figure 5.4: LP% - Q _CP: 2000
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Figure 5.5 provides the result for 2001. The results presented are interesting in 

that the curve is upward sloping from 0 to approximately 24%, then levels of until Legal 

Person ownership reaches 45%. At 45%, the curve is upward sloping. Another 

interesting aspect of 2001 is that the highest level of Legal Person is 90.6%. Overall, 

Legal Person ownership averages fell in 2001 as discussed in Chapter 2. 

Figure 5.5: LP% - Q _CP: 2001
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Legal Person percentage ownership was plotted against Q_CP and the 

polynomial trendline graphically displays the trends in data. As noted in Figure 5.2, it is 

found that Legal Person ownership has a non-linear relationship to performance. The 



curve represents Q_CP. At the medium ranges the curve of Legal Person ownership 

flattens and at high levels an upward slope resumes. 

In this context, the result is in line with the management ownership literature 

(for example see Mørck et al., 1988; Wruck, 1989) where the relationship between 

management ownership and performance has been found to be non-linear as mentioned 

in the theoretical motivation (see Chapter 4, section 4.4). Mørck et al. (1988) found that 

Tobin’s Q increases with board ownership. When directors own between 0% and 5%, 

decreases when boards own between 5% and 25%, and increases when boards own 

more than 25% (see Chapter 4, section 4.4). 

Therefore, in conclusion, Legal Person ownership clearly provides superior 

performance enhancement compared to all other forms of ownership in the present 

climate in China. The result also provides some support that holdings of between 3.8 to 

32.1% provided superior performance. Thus, it is suggested that the authorities in China 

would do well to consider reducing the level of direct state ownership and to 

contemplate maintaining Legal Person holdings at medium levels. 

To conclude, the results offer clear evidence that medium levels of Legal Person 

ownership provided consistently better results. These results provide strong evidence 

that medium levels of Legal Person ownership (MLP) are optimal levels that enhance 

firm performance. As the average medium levels were in the range of 3.8% to 32.1%, 

the finding suggests that Legal Person ownership levels in the range of 3.8 to 32.1% on 

average provided superior performance in the periods 1998 to 2001. Aside from the 

regressions, average Tobin’s Q was higher in the raw data for medium levels of Legal 

Person ownership. Thus, it is expected that Legal Person ownership will continue to 

provide superior monitoring of listed firms in China, in the near future at least. The 

result is convincing that Legal Person ownership, though predominantly state owned, 

help yield superior performance in listed corporations in China.



5.6. Variables

5.6.1. Investment

The Q_CP results (Table 5.22) show investment over assets (INV) as being 

positive and significant in 2001 and 1999 and in the pooled data. Though 2000, 1998 

and 1997 lack significance. Thus, overall it does not have strong explanatory power in 

the regressions. 

Table 5.22: INV Results – Q _CP

  Pooled 2001 2000 1999 1998 1997

 INV 1.130 2.213 0.265 0.845 -0.228 -1.100

Sig = (0.000)* (0.000) (0.629) (0.048) (0.612) (0.139)

*  values in parenthesis.

In this study, investment over assets was used rather than growth in income that 

was used previously. In previous studies, researchers have consistently identified 

growth in income as having explanatory power in the regressions as a proxy for growth 

potential (see for example Gul & Zhao, 2001). However, the findings presented in 

hypotheses 2 failed to identify any significance in the coefficients of GRW (see Table 

5.2, page 255). 

In conclusion, though the coefficient for INV is positive and significant for three 

occurrences, the findings suggest that investors have not considered the firm’s 

investments as a strong influence in the valuation of listed firms in China. Though in 

more recent years, it may have been a consideration by the market.

5.6.2. Size

The coefficients for the independent variable SIZE, used as an explanatory 

variable for the size effect, are negative in all the regressions of Tobin’s Q and highly 

significant, except for 1997 (Table 5.23).



Table 5.23: SIZE results – Q _CP

  Pooled 2001 2000 1999 1998 1997

 Size -0.387 -0.509 -0.579 -0.208 -0.256 -0.091

Sig = (0.000)* (0.000) (0.000) (0.000) (0.000) (0.154)

*  values in parenthesis.

The results offer strong support that larger listed firms, typically large mature 

SOEs, are not well regarded in the market. The negative relationship between size and 

performance is understandable in the context of the Chinese economy and the 

perception of the lumbering nature of large SOEs, as discussed in Chapter 2. The 

consistent results are in contrast to the mixed results of earlier studies, suggesting that 

changes may have occurred in the market perception and that data that is more recent is 

a better reflection of current behaviour. 

5.6.3. Leverage

The coefficients for leverage (LEV) are negative in all regressions and highly 

statistical significant in all regressions except for 2001 (Table 5.24).

Table 5.24: Leverage results – Q _CP

  Pooled 2001 2000 1999 1998 1997

 

Leverage -0.073 -0.014 -0.094 -0.102 -0.151 -0.367

Sig = (0.000)* (0.652) (0.021) (0.001) (0.000) (0.000)

*  values in parenthesis.

The negative correlations do not support the notion of state capital assistance via 

policy lending, as an indicator of state benevolence and assistance. However, the 

findings are consistent with conventional theory, which supports the concern that 

investors have concerning high levels of debt. Thus, contrary to the findings of Chen 

and Gong (Chen & Gong, 2000), the results suggest that concern does exist about the 

level of debt carried by listed firms in China. The higher the proportion of debt of a firm 

in China during this period, the lower is its market value.

5.6.4. Industries

Overall, there were 21 industries identified for this study. They are entered into 

the regressions as dummy variables. In the data, there were no firms in the banking 

industry so this was dropped (see section 4.5.2.8 for the procedure used to include the 



industry dummy). The dummy variables were used in all regression run in this section. 

The final list of industries and the results of the run against Q_CP on the pooled data for 

years 1997 to 2001 is reported in Table 5.25 below. 

Table 5.25: Industry dummy results - Pooled data – Q _CP

Industry Intcpt Sig.

01 Automobile -0.028 0.871

03 Cement -0.122 0.529

04 Chemical 0.040 0.751

05 Conglomerate -0.031 0.880

06 Construction -0.514 0.000

07 Electrical Appliance -0.046 0.726

08 Electronics & Technology 0.462 0.000

09 Foods -0.098 0.459

10 Glass -0.290 0.179

11 Plastic 0.053 0.743

12 Pulp & Paper -0.259 0.150

13 Retail 0.048 0.723

14 Steel 0.069 0.662

15 Telecom 0.441 0.055

16 Textile 0.014 0.915

17 Tourism 0.131 0.456

18 Transport -0.337 0.026

19 Utilities -0.357 0.036

20 Wire 0.004 0.985

A summary of the results for the industries that showed significance in the 

regressions run on the pooled data and for 1997 to 2001 is reported in Table 5.26 below.



Table 5.26: Industry dummy summary results – Q _CP

Pooled Intcpt. Sig.

06 Construction -0.514 0.000

08 Electronics & Technology 0.462 0.000

18 Transport -0.337 0.026

19 Utilities -0.357 0.036

15 Telecom 0.441 0.055

2001

06 Construction -0.745 0.005

18 Transport -0.568 0.051

19 Utilities -0.564 0.074

2000

08 Electronics & Technology 1.164 0.000

17 Tourism 0.771 0.060

15 Telecom 0.940 0.068

1999

06 Construction -0.563 0.031

08 Electronics & Technology 0.478 0.039

1998

08 Electronics & Technology 0.354 0.068

1997

08 Electronics & Technology 0.591 0.065

When regressed against Q_CP the Electronics and Technology industry is 

positive and highly significant in the pooled data and is positive shows levels of 

significance in all regressions except for 2001. Thus suggests that overall the 

Electronics and Technology industry on average is recognised by the market as having 

superior performance. Similarly, the Telecommunications industry is positive and 

significant at the 2.6% level for the regressions run on the pooled data, as well as for 

2000 and 1999. In addition, the Tourism industry was considered well by the market in 

2000, but is only significant at the 7% level. The industries that have a negative sign and 

are significant in the greatest number of years and in the pooled data are the 

Construction and Transport industries. Construction is negative and highly significant 

in the pooled data at 0.05% level in 2001 and 3.9 % level in 1999. Transport is negative 

in the pooled data as well as in 2001, but is significant at the 2.6 and 5.1% levels 

respectively. 

In summary of this section, the results suggest that on average the Electronics 

and Technology industry provided more consistent positive results and the 

Telecommunications industry was well respected by the market. On the other hand, the 

Transport and Construction industries showed negative results in more years than the 

other industry dummies. In evaluating these results, it is noted that industries are 



generally considered to be affected by cyclical economic influences, thus it is difficult 

to draw specific conclusions from the results. This being said, the results overall suggest 

that the Electronics and Technology industry is more highly regarded by the market. 

In conclusion, these results offer evidence that the approach taken is justified 

since the control variables of INV and SIZE differ in sign and significance across the 

three portfolios in the regressions. It was found that medium levels of Legal Person 

ownership (MLP) provide optimal levels to enhance firm performance. High levels 

Legal Person ownership (HLP) were highly significant in 1998 and 1997, plus in a 

higher adjusted R
2 

was recorded in 1997. Adjusted R
2

s are consistently lower for the 

portfolio made up of low Legal Person ownership, in all years. The portfolio of high 

levels of Legal Person ownership have the highest adjusted R
2

s, in 2001, 2000 and 

1997, whilst in 1999 and 1998 medium levels of Legal Person ownership have the 

highest adjusted R
2

s. In 1998 to 2001, medium levels of Legal Person ownership are 

highly significance. In 1997 high levels of Legal Person ownership is highly 

significance. Both high and medium levels of Legal Person ownership are highly 

significance in 1998. Thus, the most significant finding is that medium levels of Legal 

Person ownership were found to have a positive and significant relationship to the 

performance of firms throughout all years. Therefore the evidence is that Legal Person 

ownership provided consistently superior results and secondly Legal Person ownership 

afforded consistently better results especially at medium levels. 

5.7. Concluding Remarks

This Chapter completes the empirical investigation and is focused on producing 

new empirical evidence with regard to corporate governance in China as a consequence 

of ownership changes, mix and structure of listed firms in China. These studies 

contribute to the literature in that they address the question as to what is the most 

appropriate model of corporate governance for China, as Chapter 1 has outlined. 

The study investigates whether ownership changes, and concentration or 

structure has a significant effect on performance and ultimately of the corporate 



governance of listed firms in China. It incorporates recent data pertaining to Chinese 

listed firms in a carefully constructed dataset. The findings suggest that the market 

considers changes in ownership favourably, especially in that the changes are found to 

reduce state holdings on the whole. This implies that the market positively views 

changes in ownership that brings about a reduction in the influence of the state on 

enterprises in China. This then signifies that the market considers other forms of 

ownership to be superior to state ownership. It should be noted that antidotal evidence 

of market manipulation by company insiders (Tam, 2002) may impact on the study.

The study then considers ownership concentration but finds that ownership 

concentration per se does not have explanatory power in relation to firm performance. 

Thus, the monitoring role or other explanations that associate concentration and 

performance are not upheld in this case.

The structure of shareholdings is then investigated. The most unequivocal results 

of the study are that Legal Person shareholdings are positively correlated with firm 

performance and highly significant in all regressions. Furthermore, foreign institutional 

ownership is also positively correlated to performance. This then indicates that the 

function of legal persons and foreign institutions are the most highly regarded by the 

market in China in the development of corporate governance systems.

State ownership is negatively correlated with firm performance. This indicates 

that the function of state ownership is not highly regarded by the market. However, the 

results for offshore ownership, B-Shares, H-Shares and N-Shares, are mixed and 

somewhat difficult to interpret. Overall, it appears that in more recent years the market 

considers offshore ownership to be a more positive influence on performance.

A finding that is worthy of note is that the dependent variable ROE generally 

lacked explanatory power in this study. Thus, whilst ROE is required by the China 

Securities Regulatory Commission in China for delisting purposes and rights issuing, 

yet it is a poor performance measure in the study of listed firms in China. The results 

raise the question as to whether ROE is reported accurately by firms in China, or indeed 

do reflect the performance of firms adequately.

Size and debt are found to be negatively correlated to performance. This 

suggests that the market identifies higher levels of debt and the unwieldy size of many 



of the large listed SOEs to be a performance impediment. Generally, it is shown that 

better explanatory power is provided with the more recent data used in this study, 

suggesting that the Chinese markets may be maturing. Also included in the study were 

industry variables and the results suggest that on average the Electronics and 

Technology industry are favoured by the market.

Finally, regressions were run on portfolios constructed based on high, medium 

and low levels of Legal Person ownership. Throughout all years medium levels were 

found to have a positive and significant relationship to the performance of firms. This is 

the most significant finding of the study. The results offer clear evidence that Legal 

Person ownership provided consistently superior results and secondly that especially 

medium levels of Legal Person ownership afforded better results consistently. These 

results therefore provide strong evidence that medium levels of Legal Person ownership 

are optimal levels that enhance firm performance as measured by Q. 

C h a p t e r  6  

D I S C U S S I O N  A N D  C O N C L U S I O N

D I S C U S S I O N  A N D  C O N C L U S I O N

6.1. Introduction

This Chapter provides the concluding discussion and conclusions and is 

focussed on bringing together the empirical evidence and other facets raised in earlier 

chapters of the thesis. The hypotheses, models and the variables used in the study were 



introduced and defined in Chapter 4, and the results and findings are discussed in 

Chapter 5. The final two objectives of the study, as outlined in Chapter 1, are to identify 

the potential of alternative models to fit with the existing Chinese system; and to make 

policy recommendations on an alternative model for China. These are addressed in this 

chapter. The structure of this Chapter is as follows: Firstly, the empirical findings are 

summarised. This is followed by observations as to the way forward, followed by policy 

recommendations based on the evidence presented in this thesis. A discussion regarding 

privatization ensues and then a suggested approach to divesting state ownership is 

proposed. The final sections consider ideas for future research followed by a conclusion.

This thesis contributes to the ongoing body of work relating to corporate 

governance in China. It reviews the institutional setting in China and the corporate 

governance literature in detail. As the ownership of firms is considered to be one of the 

key elements to enhance corporate governance, the empirical study considers issues 

relating to changes in ownership, concentration and ownership structures. The study 

found some significant results as set out in the following sections. 

6.2. Outline of Models Used

The empirical investigation of this thesis focused on producing new evidence 

with regard to corporate governance in China (discussed in Chapter 4 and Chapter 5). 

Within this context, the study primarily concentrated on the consequence of ownership 

changes, concentration and, most importantly, the ownership structure of China’s listed 

firms. The findings significantly contribute to the literature in that they provide insights 

to the overriding question as to what is the most appropriate model of corporate 

governance for China. 

The study has made a significant contribution firstly in that it has employed 

event study methodology to engage the question as to whether changes in corporate 

governance have an impact on wealth. This has not been attempted previously in China. 

In addition, the study contributes by studying in detail the ownership concentration, mix 

and structure of listed firms in China using OLS regressions run against various 



performance measures. The study contributes also to the literature by examining levels 

of Legal Person ownership to determine what might be considered optimum levels to 

enhance the performance of China’s listed firms. The depth of analysis of the structure 

of Legal Person ownership has not previously been attempted. Finally, it contributes by 

developing and utilising a comprehensive and robust dataset of all listed firms in China 

that have reliable published data. The compilation and analysis of this data alone could 

be regarded as a major contribution.

The initial statistical model applied in the empirical work of the thesis is an 

event analysis employing a market model applied in a study of changes in ownership 

structures in hypothesis one. The models applied thereafter are multivariate ordinary 

least squared regression models. The second model is a study that considers the impact 

of concentration on listed firms in China. It contributes in that previous studies were 

based on earlier years when the market was less mature. In addition, it utilises a larger 

dataset than in earlier studies. The third model contributes in that it studies a wider 

range of ownership structures including Legal Person, public ownership, foreign 

institutional, offshore holdings and state ownership. In particular, foreign institutional 

and offshore ownership have not been included in previous studies. It also applies 20 

industry categories as dummy variables in the data. Pooled data is used based on more 

recent data than earlier studies and covers a greater number of years. The dataset was 

carefully constructed and outliers were removed. The final model contributes in that it 

addresses a question not previously addressed by applying a model to test if Legal 

Person ownership and performance have a nonlinear relationship and in so doing 

evaluate what level of Legal Person ownership is the optimum for firms listed in China. 

While the findings relate to what has been observed, the changing nature of the 

Chinese economy post WTO entry present a major challenge for any researcher 

attempting to make policy recommendations.



6.3. Empirical Findings

This section summarises the empirical findings of the thesis, as discussed in 

detail in Chapter 5. These are considered against China’s institutional backdrop, as 

discussed in Chapter 2, and the corporate governance literature, as discussed in 

Chapter 3. 

6.3.1. Ownership Concentration

Ownership concentration was tested by applying multivariate regression 

analysis. The study finds that ownership concentration per se does not have explanatory 

power in relation to firm performance. Thus, the monitoring role, or other explanations 

that associate concentration and performance, is not supported in this case. As the 

typical listed firm in China is highly concentrated in the hands of the state (see 

Chapter 4, Figure 4.1), the finding suggests that the super-majority of state holdings 

does not provide superior performance. The empirical analysis was then extended to 

study the primary forms of state holdings separately, along with other ownership types 

in China, as discussed in the following sections.

It should be noted that state holdings are essentially in three forms as discussed 

in Chapter 2 (2.4.4) – Legal Person holdings, state ownership through state bodies and 

SOEs, and finally, there are also “direct” state shares, which are rare and are simply 

included as “state” shares in the TEJ data. As “direct” state shares are rare, these are 

combined with state ownership through state agents. Thus, the primary forms of state 

ownership applied in the study are state ownership state shares or through state agents 

and Legal Person holdings. This distinction has not been made in prior studies and the 

analysis can therefore be regarded as a further contribution of the thesis.



6.3.2. State Ownership

The findings suggest that state ownership is regarded by the market as having a 

negative influence on firm performance in China. Firstly, the empirical study 

investigated whether ownership changes, which proxy for changes in corporate 

governance, have a wealth effect. It was found, employing event study methodology, 

that the market considers changes in block ownership favourably. As the vast majority 

of these changes involved a decrease in state ownership, it suggests that the market 

considers changes in ownership that reduces the influence of the state to be positive. 

The finding indicates that state ownership is not favoured by the market. It therefore 

implies that other forms of ownership are adjudged superior by the market.

Using a “markets” approach to performance therefore suggests that for the state 

to continue direct ownership of listed firms to any extent in China is not optimal. 

Implicit in this is that it is not in keeping with the objective to maintain the necessary 

growth of the economy through the development of a market economy to allow China to 

continue to reduce poverty and provide employment in the long-term. China requires at 

least 8% growth per annum to accommodate the 20 million workers entering the labour 

market each year (see Chapter 1, 1.4). The poor performance of SOEs negatively 

impacts upon meeting this target and the conclusion of this study suggests that direct 

state holdings have a negative influence on SOEs. Therefore, in order to help meet the 

objective of such growth, one strategic step would be for the state to divest its direct 

holdings.

6.3.3. Legal Person Holdings

The most decisive finding of the study is that Legal Person holdings are 

positively correlated with firm performance. They are highly significant in all 

regressions and in all years and thus deliver more consistent positive correlations to 

performance than any other ownership variable. Legal Person ownership is equity held 

by domestic institutions or holding firms. They are technically autonomous managed 

investment organizations, but are also primarily state-owned government agencies. The 

findings suggest that Legal Person’s are the most respected shareholders by the market 



at this point in time. Accordingly, it appears that in the present circumstances, the 

market considers that Legal Person ownership provides the necessary monitoring that 

results in improved performance of listed firms. 

In the final empirical analysis, portfolios were constructed made up of High, 

Medium and Low levels of Legal Person ownership. It was found that Legal Person 

ownership has a non-linear relationship to performance. In latter years, Medium levels 

of Legal Person ownership enhanced the performance of listed firms in China. In earlier 

years, higher levels provide better performance. The findings suggest that, over the 5 

years 1998 to 2001, Legal Person ownership averaging between 3.8 to 32.1% of share 

capital provides the clearest positive relationship to firm performance. The average of 

this range is 15.2%. This provides an approximation of the optimal level of Legal 

Person ownership. At low levels of Legal Person ownership (below the average of 

3.8%), little significance was observed, while at high levels (above the average of 

32.1%), mixed results were observed. The basis of the argument rests on large 

institutional shareholders’ ability to monitor the firm and its management, and to be able 

to make the necessary changes whenever performance is unsatisfactory. Shareholdings 

at low levels have little impact, whilst shareholdings at high levels may result in 

entrenchment that adversely affect firm performance, although, how this entrenchment 

is achieved is unclear. However, following the general principal of entrenchment, 

greater Legal Persons ownership increases the power of their influence and agenda, but 

decreases the power of the external constituency in influencing corporate performance. 

Though Legal Persons have a performance motive, they may not necessarily be focused 

on maximising the value of the firm or wealth of investors, as they may still have some 

political pressures placed upon them. For example, there have been cases where strong 

SOEs are merged with poorly performing SOEs to save the poor SOE to the detriment 

of the strong SOE (Chapter 2, 2.7.5). Furthermore, truly independent institutions may 

monitor management more effectively than Legal Persons, because Legal Person 

institutions may lack the same level of expertise or may ally with management 

strategically, as both are effectively state employees.

On the other hand, Legal Person representatives are not as likely to regard the 

political agenda a primary consideration as would direct state representatives. Thus, it 



can be assumed they are less politically motivated and have objectives and incentives 

with a greater focus on the performance of the firm. Significantly Legal Persons have 

representatives elected to the board of directors and the supervisory committee and are 

thus privy to inside information. In so doing they also have greater power, proficiency 

and incentive to monitor and control the performance management. Furthermore, Legal 

Person appointed directors are selected more carefully, in addition to having better 

focused business and performance objectives (Chapter 5.4.2).

Despite this, Legal Person ownership is declining in China. It fell from an 

average of 25.7% in 1997, to 19.6% in 2002 (Chapter 4, Figure 4.1), whereas direct 

state ownership has only fallen marginally from an average of 39.6% to 38.7%. The 

increase has been in individual private investors, which has seen the average rise from 

25.7% in 1997 to 36.4% in 2002. The findings of this study provide strong evidence that 

Legal Person ownership has the propensity to enhance the performance of publicly 

listed firms in China. Therefore, this suggests that the decline in Legal Person 

ownership should be halted and be held at its present rate for the present in order to 

maintain or improve the performance of publicly listed firms in China whereas direct 

state ownership should be substantially reduced.

6.3.4. Publicly Listed Holdings

The findings of the empirical analysis with regard to tradeable A-shares, that is 

ordinary shares held by domestic individuals, reveals that the greater the proportion of 

tradeable A-shares, the higher the performance of the firm, especially since 1997. The 

Chung and Pruitt model of Tobin’s Q (Q_CP), which is the most robust model, is found 

to be positively correlated, and has considerable explanatory power. Other performance 

measures, Q_MB, Q_Sim, ROA and ROE, provide mixed results. 

Impinging on the influence of A-share inventors, the super-majority of the state, 

and the very low levels of individual A-share ownership are discussed Chapter 5. Other 

matters discussed were the need to improve disclosure, timeliness of reporting, 

shareholder protection and rights, in addition to improving market discipline and 

aligning management objectives to wealth maximisation. Despite these deterrents, and 

even at these very low levels of ownership, the empirical analysis of this study using 



Q_CP found that the influence of A-share ownership is positive and significant. The 

greater the proportion of shares available to the market is therefore regarded positively 

by market participants. While the market has little power to monitor or directly 

influence listed firms, it appears that the greater the proportion of A-shares made 

available, the more value is created. Although A-shareholdings are dispersed, there does 

appear to be a minority effect in firms with a high proportion of tradeable shares. 

Contrary evidence suggests that a scarcity factor drives up share prices (and hence 

Tobin’s Q) at least at the stage of an IPO. Li, Fowler and Naughton (2004) found a 

scarcity factor driving the initial share price of IPOs. The higher the level of tradeable 

A-shares offered in an IPO in China the lower the level of underpricing. The evidence 

suggested in this thesis however is that as a firm matures in the market a monitoring 

impact is associated with higher proportions of tradeable A-shares. Thus, the matters of 

concern raised above should be addressed and A-share ownership encouraged.

6.3.5. Offshore Ownership

Continuing the theme of individual structure, offshore ownership, as applied in 

this analysis, relates to B-Shares, plus cross-listings in Hong Kong, New York and other 

foreign exchanges (H-Shares, N-Shares and the like). The empirical analysis of this 

study found that generally offshore ownership has a positive influence on performance, 

although the results are not as compelling as might have been intuitively expected. 

According to theory (Coffee, 2002; Faff, Hodgson, & Saudagaran, 2002; Lang et al., 

2003; Merton, 1987; Moffett, Stonehill, & Eiteman, 2003), it is expect that firms that 

cross-list on Hong Kong or New York stock exchanges, would have superior 

performance due to improved disclosure and monitoring, and ultimately enhanced 

value. As the findings of this study are not convincing, there remains a potential for 

further research to investigate why this is not the case in China.

A conclusion drawn with regard to the B-share market is that the authorities 

should consider reviewing the market and its operation. As one of the objectives of the 

B-share market is to attract international capital, a more efficient and better performing 

market that produces good returns and reduces variability and risk, would attract more 

international players. Perhaps the amalgamation of the market with the A-Share market 



and the opening of that market to foreign investors would provide greater benefit to the 

economic development of China.

6.3 .5 .1 .  F o r e i g n  Ins t i tu t ional  O w n e r s h i p

It was found that foreign institutional ownership is positive and significant when 

regressed against Q_CP. The results were positive in all regressions and significant in 

every year except 1997. In other words, international institutions have a positive 

influence on the performance of listed firms in China. Thus, it is argued that foreign 

institutional holders tend to monitor firms more closely, leading to improved firm 

performance. Accordingly, the findings support the notion that foreign institutional 

ownership on average leads to superior performance of publicly listed firms in China.

Both institutions and foreign investors are discussed in Chapter 5 and it is 

concluded that the positive impact of foreign institutions, Legal Person holdings, as well 

as the increasing role of pension and mutual funds and domestic investors, have 

potential to strengthen the market. Thus, foreign institutional investors, in addition to 

pension and mutual funds, should be encouraged in China. 

In summary, the most unambiguous results of the empirical work of this study 

were that Legal Persons was clearly positive in all regressions, and the state was 

negative in all regressions. Overall, the study has found that Legal Person and foreign 

institutions have a strong positive bearing on firm performance in China. The findings 

also suggest that the optimum level of Legal Person ownership is at Medium levels, as 

the Medium portfolio provides the clearest positive relationship to firm performance. 

Domestic individual holdings, tradeable A-Shares, are also shown to result in improved 

firm performance, particularly in latter years. The effect of B-Shares, plus H-Shares, N-

Shares and other cross-listings are generally positive. As foreign institutional investors 

are shown to have a positive impact on performance also, thus, foreign investors overall 

are largely shown to have a positive influence on performance. 



6.4. The Way Forward: Policy Recommendations Discussion

The prevailing reforms in China are based on “marketisation,” which is an 

alternative term to “privatization,” favoured by the authorities in China. The findings of 

this study clearly demonstrate that direct state ownership should be considerably 

reduced and ultimately removed. The question then is ‘how will the state divest its stake 

in enterprises in China?’ There are a number of options open to China in response to 

this question. These alternatives are discussed in the ensuing sections. 

The findings as discussed above, suggest that, in the prevailing corporate 

environment in China, a significant strategy shift is needed which involves moving 

away from wholly or substantially state-owned, and/or state-controlled enterprises. 

Under the present policy of maintaining state ownership (Chapter 1.1.2), it would be 

beneficial to the economy if the state did not have direct ownership through “pure” state 

shares, A-share holdings, or involvement to the extent that the political agenda 

influences the direction or decisions of the firm. Thus, when firms list they should be 

listed under the sponsorship of Legal Persons solely. The findings strongly suggest that 

the ideal firm ownership structure involves medium levels of Legal Person holdings, a 

percentage of foreign institutional and individual shareholdings and minimal direct State 

holdings. Some B-shares and crosslistings also appear to be worthwhile, particularly in 

the case of large-scale internationally competitive firms. However, the present system 

needs to be examined to establish why B-shares and crosslisting do not appear to have 

such a positive impact as might be expected. For example, areas such as timely 

reporting and open disclosure should be addressed. Strengthening the legal system and 

the protection of investors should also be given priority.

6.4.1. Which Corporate Governance Model

The corporate governance structures that presently exist in China are not 

generally considered an effective governance system (see Chapter 1, 1.3). The insider-



dominated system of corporate governance, and the pervasiveness of the state and party, 

has created a lack of truly independent directors, which has not facilitated the 

establishment of good corporate governance. A strong influence on the model of 

corporate governance that evolves is the country’s legal system (see Chapter 1, 1.6.3). 

No doubt, this has had a major bearing in the direction taken by China. Currently, the 

system of corporate governance is a combination of the external market-based 

Anglo-US model, and the German two-tiered board approach. It also has elements of 

the German/Japanese bank dominated model (Hovey & Naughton, 2000). This is within 

the context of the legal system of China, which is based on a tradition of judicial 

process in which civil order has been the responsibility of the family, neighbourhood or 

local government and thus differs considerably from civil or common-law traditions. 

The Anglo-US, German and Japanese models of corporate governance are cited by 

Shleifer and Vishny (1997) as being some of the best corporate governance systems and 

are thus worthwhile contributors to the corporate governance system of China. An 

alternative model of corporate governance that the authorities in China have considered 

is the South Korean model (see Chapter 1, 1.6.3). Chapter 3 (3.4.8) offers a comparison 

of these models that have interested China. 

The Anglo-US model is dependent on free, transparent, open and liquid markets, 

which reduces the cost of capital, increases market efficiency and hence allocational 

efficiency (Chapter 3, 3.9.1.1). They provide a large capital base to raise capital, and the 

markets are relatively open (Perotti & von Thadden, 2003). The system depends on 

active shareholders and upon their rights being well protected. However, the main 

drawback is the agency problem, which stems from the separation of ownership and 

control, which leads to agency costs, as discussed at length in Chapter 3 (see Chapter 3, 

3.4.2). 

The German model of corporate governance is an insider system resulting in a 

small numbers of listed firms, concentrated share ownership, largely in the hands of 

other firms and to a lesser extent families, and comparatively low levels of takeover 

activity (see discussion in Chapter 3.2.4 Franks & Mayer, 2001). Bank influence and 

control, through both ownership and elaborate voting rights, is widespread (Franks & 

Mayer, 2001). A mandatory two-tiered board structure is a characteristic. Some of the 



advantages of the German model are long-term, informed, patient investors that 

influence management and support distressed firms (see Chapter 3.2.4, Edwards & 

Nibler, 2000; Gorton & Schmid, 2000; Kaplan, 1995b; Porter, 1992). There are fewer 

mergers, takeovers and corporate scandals, which builds stability (Charkham, 1995). 

However, this comes at a price, as the system has been criticised as being less efficient 

(see Chapter 3, 3.4.3, Arndt & Christine, 1998).

The South Korea model of corporate governance has been relatively successful 

and has been a core catalyst in the growth of the economy of South Korea (see 

Chapter 1.4.3 and Chapter 3.9.2.1). A notable and remarkable achievement has been 

that poverty has been almost eliminated (Solomon, Solomon, & Park, 2002). It is also 

an insider system, but in this case dominated by state supported business groups, the 

chaebol. They are primarily centred around a family, and have extremely complex 

ownership structures (La Porta et al., 1999). The flaws in the model revolve around the 

concerns with cumbersome, unmanageable and monopolistic conglomerates, which 

draw on the state for benefits and preferential policy. They are highly leveraged, lack 

transparency and pursue market share at the expense of performance. In addition, the 

rights of minority shareholders are largely overlooked. The weakness of the system was 

brought to the fore as a result of the Asian financial crisis in 1997/98 in which South 

Korea suffered a severe shock to both its financial system and real economy. As a 

consequence, the system is in a reform stage, which suggests that the chaebol model 

lacks long-term sustainability. China could therefore consider adopting aspects of the 

model as an interim strategy, if it were adapted to avoid some of the abovementioned 

issues. 

Firms in Germany are typically characterised by strong bank relationship and 

Japanese firms usually have a main-bank as their primary financier. These bank 

relationships often function to perform an important role in corporate governance and in 

the monitoring of firms (Chapter 3.9.4). However, in China elements of a bank-

dominated model do exist, though the relationship is not strong. Inhibiting the 

relationship are factors such as firms relating with more than one financial institution, 

non-performing loans, directed lending and the soft budget problem (see Chapter 2: 

2.2.5 and 2.6.4.1.). Thus, as firms in China do not typically have a strong main-bank 



relationship, banks are not involved in corporate governance to any great extent and 

their monitoring function is weak (Gul & Zhao, 2001). 

The State plays a strong role in corporate governance in China. It is one of the 

highest levels of control globally and in East Asia
18 

with 83.8% of listed firms being 

deemed to be state controlled, using a minimum of 25% of capital to represent control. 

The state held in total an average of 58.25% ownership of listed firms (see Figure 2.3). 

Claessens et al. (2000b) report that Singapore has the highest level of state control of 

listed firms in their study of East Asian counties (which excluded China) with about 

50% of firms being controlled by the state. Malaysia also has high state control. Thus, 

some quite successful Asian economies have high levels of state ownership. Thus, state 

ownership in itself is not necessarily entirely a bad thing. Nonetheless, as discussed in 

Chapter 2 (2.4.3), the privatization literature suggests that privatized firms have 

improved performance with consequent benefits to the economy (see Boycko et al., 

1996; Ding & Motwani, 2001; Jensen, 2000; Kikeri et al., 1994; Megginson & Netter, 

2001). Nonetheless, the results from this thesis reveal that direct state ownership in 

China is negatively correlated to performance. Hence, it is not a recommended strategy 

for China to persist with long-term.

In conclusion, the results of the findings thus far as to which corporate 

governance model is superior are inconclusive (see Chapter 3, 3.9.5). China has the 

opportunity to draw on the experiences of other countries. The Anglo-US form of 

corporate governance operates in a free financial market system wherein the securities 

markets can serve to raise required capital quickly and efficiently. The Anglo-US model 

is characterised by the separation of ownership and control, which creates potential 

conflicts of interests between managers and shareholders and the consequent agency 

costs. Monitoring, disclosure and active boards have the propensity to reduce agency 

costs. As firms compete in free market economies, they are likely to become more 

efficient or are replaced. Inefficient firms are quickly supplanted by institutions that are 

more efficient. Acquisitions are the key channel, or alternatively firms simply go into 

competition against inefficient operations, compelling efficiency, exit or takeover. 
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Vietnam  and other socialist states may have higher state control levels.



Firms in Anglo-US system are reliant on the legal protection of investors, and thus there 

are not as many large investors typically under this system. South Korea has developed 

using a mix of strong blockholder ownership and considerable state support and 

influence in the model. However, the negatives of this model will need to be carefully 

managed. The German two-tier model adopted in China may help to contain the 

negatives through the monitoring of a supervisory board and improve corporate 

governance. The German/Japanese strong bank relationship functions to perform an 

important role in corporate governance and in the monitoring of firms. If NPLs and soft 

budgets are addressed in China, it is likely that the monitoring role of banks will 

develop. In the context of China, the ownership structure of listed firms has been found 

to have a significant bearing on performance in the findings of this study. Thus, as the 

privatization program intensifies in China, private blockholdings, private institutional 

holdings, the developing funds sector and foreign institutions are expected to be some of 

the key elements to enhance the corporate governance system. 

6.5. Policy Recommendations

The policy recommendations made in this section are derived from the 

assumption that the present political regime will continue in China. Based on the above 

discussion and the empirical findings of this study, the fundamental recommendations 

are to ensure that the ownership structures of firms in China are performance enhancing 

and lead to best practice corporate governance. Future privatization should be 

accomplished by firstly winding back state ownership and control as soon a possible. 

The empirical evidence has shown that particularly direct ownership by the state 

negatively influences the performance of firms, whilst all other forms of ownership 

provide superior results. 

It is important that state ownership be divested as it has the propensity to affect 

China’s international credit rating. Standard & Poor's August 2002 report states that, 

“The delay in selling the two-thirds of the shares of listed companies that are not traded 

but held by the government or by government-controlled institutions illustrates some of 



the weaknesses constraining China’s triple-B/Stable/A-3 foreign currency sovereign 

credit rating” (Loong, 2002, page 36).

It is therefore desirable to substitute the concentrated state ownership for other 

forms of ownership to achieve better corporate performance. Assuming the state plans 

to continue to hold some level of ownership, it should do so through the institutional 

ownership of Legal Person holdings, which is shown to have a positive influence, 

especially at medium levels. Legal Person institutional shareholding should be strongly 

encouraged and supported. For example, Legal Persons should be the sponsors of 

forthcoming listings of SOEs and should assume the oversight of all state holdings. 

The balance of state ownership should be placed in or sold to private holdings 

transparently. Larger SOEs should be openly tradeable on the stock exchanges. Private 

institutional investors, both domestic and foreign, including investment and pension 

funds, should also be encouraged to take strong stakes in firms, as should a percentage 

of international portfolio or institutional investors. It is therefore important to continue 

to pursue a resourceful strategy to divest state ownership and substitute it with 

experienced institutional and strategic investors who are large and financially 

sophisticated enough to leverage the legal protection provided. For example, to help 

facilitate this mergers and acquisitions of state-owned enterprises by foreign capital that 

embraces economic efficiency ought to be encouraged and supported.

Other aspects discussed throughout the study that should also be addressed are 

as follows. Firstly, the strengthening of the legal system in order to protect the rights of 

shareholders should be a key objective. A robust regulatory system governing all 

aspects of corporate governance and the corporate sector should be put in place 

urgently, although it is recognised that such change will take some time. Both, 

institutions and instruments should be put in place to protect shareholder rights, provide 

open disclosure, address poor accounting practices and halt stock market manipulation 

(Tam, 2002). These must be appropriate to the difficult task required of them and be 

free of political interference. The system should provide regulatory oversight, the 

required formal and informal institutions, the financial and capital market structure and 

infrastructure to ensure that the systems work effectively. 



Much of this is well known and is documented throughout this thesis. However, 

despite the efforts of authorities, in particular the considerable endeavour of the China 

Securities Regulatory Commission and Ministry of Finance, there is some way to go. 

For example, Gilley (2001, page 43) quotes Anthony Neoh
19 

as commenting with regard 

to the reforms that “The CRSC is working hard, but without much impact … There is 

simply too little incentive to behave properly.” Concerns still revolve around poor 

corporate governance practices, market manipulation, backroom deals between brokers 

and other players in the market, falsified accounts and members of the accounting 

profession and auditors that abet falsifying the accounts (Gilley, 2001; Lin, 2001; 

Loong, 2002; Tam, 2002).

Furthermore, under new regulations, firms were expected to have one-third or at 

least two independent directors on their boards by the end of 2002 (Gilley, 2001). 

However, many are not truly independent directors (Economist, 2000) and as it is the 

“keyman”
20 

who dictates and dominates decisions of the board (see Chapter 5.4.7). 

Whilst firms do have independent directors, they are seldom expected to speak or get 

involved, if they attend board meetings at all (Economist, 2001c). 

A significant element discussed previously is the need to ensure that the “old 

guard” management is replaced during the restructure with independent management 

that is free of political interference. Nonetheless, even firms that have been privatized 

still frequently have a communist party committee, and thus are bringing their politics 

with them, which in turn has a degree of influence on management (Economist, 2003a, 

April 28). An entire change in management is important in the reversal of poor 

performance (Claessens & Djankov, 1999a; Djankov & Murrell, 2002), thus a 

managerial labour market needs to develop quickly. Within this context, the selection, 

appointment and training of senior personnel in particular should be addressed so that 

efficient and best practice management systems are implemented. Furthermore, 

remuneration systems that reward best practice and align management and private 

shareholder objectives with a performance orientation should be instigated.
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“Keyman” refers to when the Chairman, CEO and senior CCP representative is the one person who 

holds dominant power.



Chinese firms also need to be thoroughly market-oriented with a clear market 

focus when it comes to the production and marketing of goods and services. The 

encouragement of both domestic and international competition in the product market 

has been identified as being a very important aspect to facilitate the reforms of China’s 

SOEs (see Chapter 2, 2.4.3).

6.6. Divesting State Ownership

Although the area of divesting state ownership is not a primary focus of this 

study, it is implicit in the reform of corporate governance and some objective discussion 

on the means of divesting state ownership and privatization in China is of value, albeit 

brief (also, see discussion and analysis of privatisation in China in Chapter 2 - 2.4.3.1 

The SOE Privatization Program). At the outset, it should be acknowledged that China is 

fortunate to have a wealth of valuable experience to draw on. The gradual approach to 

reform that China has adopted, along with the special economic zones, and the 

willingness to “experiment,” has given it a wealth of first hand experience that should 

not be discounted. State ownership is likely to remain a force in China for some time yet 

(Mallin & Rong, 1998), if not directly, then through institutions such as Legal Persons.

Divesting state ownership is primarily through partial and full privatization. As 

discussed in Chapter 2 (2.4.3.1), the size of the project to privatize SOEs is enormous 

although there has been a significant reduction in the number of particularly small SOEs 

in the last few years. As at the end of 2002, there were 159,000 SOEs with a major state 

holding of greater than 51%. Of these, it was estimated that there were 113,718 small 

SOEs, 37,299 medium SOEs with greater than Rmb5 million in sales, and 7,983 large 

SOEs
21 

(see Chapter 2, Table 2.4). A significant proportion of the small SOEs have 

been privatized especially through employee and management buyouts 

(Chapter 2.4.3.1). However, the primary focus of this study is on the larger SOEs. 

Medium and Large SOEs, with more than Rmb5 million in sales revenue, are being 
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uses the classification.



privatized at the rate of about 8% per year (Chapter 2, 2.4.3.1). The projected numbers 

based on this are shown in Table 6.1 below (copied from Chapter 2).

Table 6.1: Numbers of SOEs - 1998-2002 & 2003-2004 Projected

1998 1999 2000 2001 2002 2003 2004

64,700 61,300 53,500 49,220 45,282 41,660 38,327

Data Source: China State Statistical Bureau (Various Years). 

Note: The 2003 - 2004 figures are projected based on data from the China Statistical Yearbook 

data and an 8.0% decrease as discussed in Chapter 2.

Thus, the projected numbers of medium and large SOEs is expected to be around 

41,660 at the end of 2003. If it is assumed that, the partial or full privatization of 

medium SOEs is moving ahead more quickly than that of large SOEs. Thus, an 

approximation of 12% per annum is applied, compared with an estimated 4% for large 

SOEs. Applying these ballpark figures, it is estimated that approximately 32,800 

medium SOEs and 7,600 large SOEs would remain at the end of 2003 (based on 

Chapter 2, 2.4.3.1). In early 2003, the State-owned Assets Supervision and 

Administration Commission (SASAC) was set up to oversee the next stage of the 

reforms of 196 of the largest SOEs. There has been no reported statement as to how and 

when they plan to proceed with partial or full privatization, although at present any 

mention of planned privatization is denied (SinoCast, 2003). For the present, they are 

reported to be focusing on improving the management and operations of the SOEs 

(People's Daily, 2003). 

The question then is as to what goals should be considered in the design of 

China’s ongoing program to divest state ownership through partial and full 

privatization. In this context, the assumption is made that the existing regime will 

continue, along with the present gradualist approach, but with accelerated pace. The 

proposed objectives are that the method of privatization should aim at achieving a 

reasonably equitable distribution of wealth, robust economic development, the 

advancement of wellbeing in society and best practice corporate governance. Among 

other things, it should aim at being impartial and equitable for the people of China and 

the long-term benefit of the economy. The wealth accumulated by the firms should not 

be appropriated by one or several stakeholders in the form of rents at the expense of 

others, society or the economy. Social justice issues should be considered and 

reasonable levels of employment maintained. In addition, the long-term stability of the 



firms and the corporate sector, and the development of the various markets involved are 

important. The program should also promote and develop ongoing good corporate 

governance. The corruption and the stripping of state assets found presently (see 

Chapter 2, 2.4.3.1) should not be allowed to continue and will require careful 

management. Another key consideration should be that it must be cost effective to 

implement, and it should aim at a reasonable return to the state in order to recoup some 

of its costs, fund a viable pension scheme and contribute to overcoming any other social 

injustices. 

Aspects to be considered within the privatization program are to ensure that 

privatizations are perceived well by the market, are capable of maintaining or bettering 

the issue price and provide the investors required rate of return. This has not necessarily 

been the case thus far (China Business News, 2003; Cockerill, 2000). The market is 

plausibly looking for quality stock to be offered at fair value. Many listings in the 1990s 

were poor quality stocks that were overpriced (Loong, 2002). Consequently, the first 

corporations selected for privatization in the new wave should be key firms involved in 

strategically important industries. To build market confidence, they should be chosen 

for their performance and attractiveness to the market and not be selected based on 

political agenda, connections or other non-market considerations, as has often been the 

case (Gilley, 2001). Before the offer, they should be restructured with a total 

operational, structural and management overhaul. This may be a drastic measure but, as 

discussed in Chapter 1 (1.6.5) and elsewhere, a complete change of management is 

typically necessary to facilitate an overhaul of the structure and practices of large SOEs, 

in order to achieve a significant performance enhancement. It should be remembered 

that well-developed state-enterprises in free markets were managed under relatively 

modern practices for some time before their privatization and listing. For example, 

Qantas Airlines in Australia was a successful corporation applying modern management 

practices for some time before being privatized. The liquidity that large listings provide 

is also likely to be attractive to large institutional and foreign investors, such as 

Deutsche Bank, Goldman Sachs, Merrill Lynch, Morgan Stanley and UBS AG, that 

have recently been involved in the China market (Cockerill, 2003; Harney, 2003; 

Kynge, 2003).



Savings deposits per capita have increased substantially since 1985 (see 

Chapter 2, Figure 2.5) which provides a huge pool of low-cost funds in the state 

banking system. The pool is presently used as the basis for loans to SOEs where it is 

badly allocated, typically through significant non-performing loans. Thus, it leads to 

allocational inefficiency. If much more of these savings were redirected into the stock 

market, it would allow the state to divest a significant proportion of its present holdings. 

SOEs could restructure their finances by reducing their reliance on banks and raise 

equity through the stock markets, which would also facilitate restructuring of the 

economy. 

Three models of economic establishment and privatization were reviewed in 

Chapter 3 (3.8), and the conclusion was that the approach taken by the Czech Republic 

and South Korea are considered to have had successes, but neither of them is ideal. The 

Russian approach also was successful in achieving mass privatization quickly and in 

reducing the rampant state asset stripping and embezzlement. Nevertheless, the problem 

of asset stripping and embezzlement has continued and the other failings encountered 

were quite severe, thus it is not considered a feasible approach for China. The 

privatization model adopted in the Czech Republic, although it encountered 

shortcomings, did achieve a measure of wealth distribution and economic development. 

However, dispersed ownership was not effectively achieved and the economy has not 

faired as well as was hoped in the longer term. 

Thus, there are lessons to be learned and aspects that can be adopted from each 

approach. The primary aspect to be learned from the Russian experience is that 

management buy-outs did not work well and that asset stripping is likely to continue to 

be a problem that should be carefully monitored and managed. Voucher systems were 

meant to accomplish social equity, and achieve a beneficial level of concentrated 

ownership, and superior performance. If this is possible, further deliberation as to the 

usefulness of the model for China should be contemplated. The major negative of a 

voucher system is the lack of efficiency in dispersing wealth to a diverse population of 

investors. Firstly, diverse investors are shown by Djankov and Murrell (2002) to be an 

ineffective means of ensuring that SOEs are restructured to gain maximum economic 

benefit. Secondly, the approach has not achieved the objective and social equity well in 



most instances (Kogut & Spicer, 2002). Furthermore, the costs associated with the 

model would be prohibitive in China, given its vast expanse, lack of access and 

infrastructure in rural communities, and vast population. However, China has the 

opportunity to use the Czech experience and other similar models as a background to its 

pragmatic and measured approach to its reform process. 

As previously mentioned, China has shown some interest in the South Korean 

chaebol model (Chapter 3, 3.9.2.1). Whereas the models discussed above were in the 

context of transitional economies, the South Korean chaebol model developed 

historically during the 1950s-70s, via a state-directed capitalist model (Cargill & Parker, 

2002; FEER, 1995), which was harnessed to structure the economy as discussed in 

Chapter 3 (3.9.2.1). The approach revolved around forming large conglomerates and 

strong industry groups in favoured key industries. If the firms operated in those 

industries preferred by the government and if the firms “performed” well, they were 

rewarded with government assistance and special treatment. Firms that did not 

“comply” were not “rewarded.” Oligopolistic cartels formed and ultimately developed 

into huge family owned conglomerates known as the chaebol. Whilst lacking in 

transparency and market mechanisms, the approach has been a means of rapid economic 

growth and has addressed serious social concerns such as unemployment and poverty 

reduction. It primarily achieved this in the initial stages of development by rewarding 

the good performance of firms, in that those that met targets received beneficial 

treatment. Whereas, other economies were benefiting from direct foreign investment, 

foreign investment was not encouraged in South Korea. 

The model served South Korea well initially, but relied heavily on debt and had 

other major weaknesses that were exposed as a consequence of the 1997-98 Asian 

financial crisis. Accordingly, the model is now considered to lack long-term 

sustainability. An insider family based system developed which was not transparent and 

did not achieve an equitable distribution of wealth. The restructure of the chaebol began 

after the Asian financial crisis, which caused financial distress for many and revealed 

the weaknesses of the system (Naughton & Hovey, 2002a). Many chaebol are being 

restructured with foreign investment. For instance, the Daewoo Group was declared 



insolvent in July 1999 (Ihlwan, 2000), and was ultimately taken over by General Motors 

in 2002 (Ward, 2002).

A further concern as far as China’s consideration of the model is as to how this 

would be achieved in China given the corruption being experienced in many quarters. It 

is quite possible that powerful party officials and managers would seek to ensure that 

they are the beneficiaries of such a system. The ownership and control of the large 

conglomerates and strong industry groups that are formed has the propensity to fall into 

the hands of a corrupt elite group. Thus, one of the dangers is that there will be a repeat 

of the problems that Russia faced to some extent (Puntillo, 1996; Shleifer & Treisman, 

2000).

The primary lessons to be learned from the South Korean model are that it 

suffered from a lack of transparency and did not distribute wealth equitably. It lacks 

long-term sustainability, as discussed previously. However, the approach of rewarding 

the good performance of enterprises could be adopted in China as discussed in Chapter 

3 (3.9.2.1). For example, only those SOEs that make significant changes to management 

and introduce reforms to implement best practice in corporate governance, market 

orientation and other reforms outlined above, would receive any assistance and 

managerial incentives.

A de facto privatization model that has already been successful in China is the 

township and village enterprises (TVEs) approach. During the first decade and a half of 

the reforms, TVEs were the most dynamic sector in China. They experienced greater 

productivity and met niche markets. They began to decline in the mid-1990s due to 

changing markets and lending conditions (see Chapter 2, 2.4.2.2). Since that time, many 

have been privatized and others have closed down. There has been a substantial 

privatization program of firms owned and managed by lower levels of government. It is 

estimated that up to 80% have now been privatized (Ho et al., 2003). A growing number 

of local governments have also shut down TVEs that were not performing well. As 

TVEs were one of the most dynamic segments of the economy since reform, and 

facilitated considerable economic growth, the model based on decentralising SOEs and 

giving them greater autonomy is a model that could be adopted for large SOEs. The 

findings in this study and others clearly demonstrate that large SOEs do not perform as 



well as smaller firms. Thus, large SOEs could be broken up and their operations 

decentralised as they are given greater autonomy and clear ownership rights, while 

recognising that certain industries require economies of scale. In this way, many could 

be sold to strategic investors under the oversight of regional authorities. A national 

authority should oversee the process to ensure it is managed well. The divestures should 

be transparent and raise a fair price. They should not fall into the hands of management 

as a matter of practice. There is some concern that this may have occurred during the 

recent privatization of TVEs (Che, 2002; Dong, Bowles, & Ho, 2002). Rather, they 

should be sold to strategic investors who are able to improve firm performance, yet 

maintain reasonable levels of employment.

One of the most thorough surveys and analyses of the privatization literature to 

date was conducted by Djankov and Murrell (2002) who investigate the empirical 

evidence and summarise the conclusions of over 100 papers (see Chapter 3.8). In brief, 

their study considers whether state or private ownership fosters economic progress more 

efficiently. They found that investment funds, foreigners and blockholders were the 

most effective in facilitating restructures (see also Boycko et al., 1996). The least 

effective were found to be workers, diffuse individual investors and the state. However, 

in partially privatized firms, banks, managers and state control produced relatively 

effective restructuring, whereas workers, diffuse individual owners and insiders, in the 

main do not. They find that management turnover and introducing new human capital 

had a significant effect in improving firm performance and that an increase of 

managerial incentives promotes restructures. 

Accordingly, China should not focus its strategy entirely on a myriad of small 

individual investors with very small stakes. This is not the ideal solution, as Djankov 

and Murrell (2002) found that diverse small investors do not afford significant reform or 

performance enhancement to SOEs. It would be difficult to sell significant ownership 

stakes of the great number of large SOEs to private entrepreneurs or individual 

investors, without resulting in an ownership structure that is too dispersed, resulting in 

poor corporate governance (Lin & Zhu, 2001). Large non-management private 

blockholders are preferable as they are a reasonable “partial substitute for missing 

institutional governance mechanisms” in transitional economies (Lins, 2003, p159) and 



facilitate restructuring (Filatotchev et al., 2003). However, for the sake of equitable 

distribution of wealth, it may be desirable to make some ownership available by some 

means to the populace in general. Combining the findings of this study and that of 

Djankov and Murrell (2002), a privatization program that supported blockholders and 

institutions, particularly foreign institutions, and did not disperse holdings too widely, 

would be in China’s best interests at present. Furthermore, market based mergers and 

acquisitions, particularly of smaller firms, should be encouraged to further facilitate 

these objectives, improve the monitoring role of the capital market and help develop a 

more robust market. 

However, given the assumption that the present political regime and its tenets 

and ideals will continue, we cannot lose sight of the issue of social equity that is likely 

to be an overriding feature of the reform agenda in China. Consequently, in the absence 

of mass distribution of shareholdings to the populace, institutional arrangements should 

be such as to protect “social” ownership.

6.7. A Suggested Approach to Divesting State 

Ownership
22
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Based on the findings of this study, and assuming that the present political 

environment will continue and that the state will wish to maintain some control of 

SOEs, this section makes further suggestions as to a possible approach to divesting state 

ownership. The research findings and the literature review and institutional analysis 

have identified a number of issues and limitations in the corporate and financial sectors 

in China that should be attended to for the economy to progress further. In this way, the 

discussion is based on the deliberations and findings of this thesis. It is meant to add to 

the debate as to the approach that could be taken by China. The models proposed should 

consequently be considered as tentative proposals that bring together the research 

findings of the thesis with the broader range of challenges that China faces.
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See discussion and analysis of privatisation in China in Chapter 2 -  .



The discussion is directed toward both the firms that are presently listed, which 

have been the focus of the empirical analysis of this study, and the larger SOEs that are 

yet to be privatized. Small to medium enterprises, will not be addressed in this 

discussion. As it is apparent that the state wants to retain some ownership of at least 

selected SOEs, the discussion is with regard to both partial and full privatization in 

China, but is referred to generically as privatization in this section. 

China has the option of drawing on its own experience and that of the Czech, 

Russian and other models as a background to its pragmatic and measured approach to 

reforms. Presuming the state wishes to retain some ownership and as there is a concern 

that the market would be flooded if the state were to divest too much of its holdings 

over a short time, the state could transfer its holdings to institutions and conduct a 

phased sell-off over a strategically determined period. As the findings of this study have 

indicated, any state ownership maintained should be held by Legal Person institutions, 

at medium levels of ownership. However, this needs to be interpreted with caution as 

medium levels of Legal Person ownership appear optimum in the current regime, but 

may not be when radical divestment takes place. 

The balance of state holdings could be divested and sold to private investors. 

The proposed strategy revolves around large non-management blockholders as Lins 

(2003, p159) found that they “can act as a partial substitute for missing institutional 

governance mechanisms” in transitional economies and Filatotchev et al. (2003) found 

that they facilitate restructuring. Thus, the balance of state holdings could be distributed 

over four tranches in the following manner (see Figure 6.1). The first two tranches of 

20% each entails an auction to both foreign and domestic retail investors and 

institutions and strategic investors and institutions. The third tranche of 20% involves an 

auction to the populace through mutual funds. Finally, the balance of roughly 20% 

could be transferred to nationwide pension funds to support the pension schemes and 

funded by the previous sales. It is recognised that this would have a major initial impact 

on liquidity, and the present stockbroking industry would be affected. Therefore, this 

offer should be conducted in such a way as to minimise the impact. As one of the 

objectives is the development of the various markets, the state equity that is divested 



should ultimately be fully tradeable. Thus, a significant part of the program is that state 

shares will ultimately become tradeable as part of the program outlined.

Figure 6.1: Divesting State Ownership of Unlisted SOEs Model 

Retained State Ownership 

State controlled Legal Persons 

(20%)

Divested State Ownership

(80%)

  

  

Retail Auction 20%

Strategic & Institution 

Auction 20%

Mutual Funds 20%

To foreign and domestic 

retail investors and retail 

institutions 

To foreign and domestic 

strategic investors and 

institutions

To encourage wider indirect 

share ownership by the public

Pension Funds 20%

Funded by the previous sales

A 20% stake of ownership could be sold as ordinary shares directly to private 

retail investors and institutions through an open and transparent auction process (see 

Figure 6.1). Similarly, a further 20% could be auctioned to domestic and foreign 

strategic investors and institutions. The target market should be strategic investors and 

institutions both domestic and international. Given that individual transaction 

agreements are vulnerable to price fixing, shams and pay-offs, an open auction is 

proposed. For example, open tender offers may well be a good alternative. However, 

there is limited capital available to take up the offers. Thus, this will need to be 

managed carefully over time.

Non-listed larger SOEs should be listed on the stock exchanges. Smaller SOEs 

could be divested to private investors directly through auctions. Once again, the 

availability of capital and the lack of maturity of the market will require careful 

management. 

A percentage of state ownership could also be offered to domestic and foreign 

institutions (see Figure 6.1). The advantage is that funds under management will tend to 



curb the volatility of the markets (Huo, 2003; Siegel, 1998) and enhance economic 

development (Gillan & Starks, 2000; Mallin, 1998). It is also assumed that funds would 

be motivated to monitor firms relatively closely, and should be given the incentive to do 

so. This has been demonstrated in this study in that Legal Person institutional ownership 

is shown to enhance performance. A primary concern of this model, that expands the 

institutional funds management sector, would be the affect on the market and its overall 

long-term impact on value, efficiency and liquidity. However, the impact was found not 

to be significant in the Hungarian market (Dezelan, 2002). Gompers and Metrick (2001) 

found that in the U.S. institutional investors focused primarily on acquisitions of large 

firms, which has overall pushed their value up.

The development of mutual funds is widely recognised as a priority area in 

financial development in China. In effect, to achieve elements of social equity, there 

needs to be a shift in savings patterns throughout Chinese society away from traditional 

bank and credit cooperative savings, towards funds that invest in securities (see 

previous discussion and Chapter 2, Figure 2.5). These institutions could initially be state 

sponsored but with foreign fund management, with the view to becoming private sector 

funds in due course. The ultimate objective would be to develop a fully functioning 

modern system and market. If applied correctly the fund managers’ duty of care will 

ensure that unit-holders interests are protected. Under this arrangement, the 

misappropriation of unit-holders funds would be constrained. However, as the funds 

sector is relatively weak in China at present, for the proposed models to work, a lead-

time is necessary for institutional reform.

The next approach envisaged is proposed in preference to a direct voucher 

system, as applied in the Czech Republic. It is suggested that approximately 20% of 

state ownership of larger SOEs be transferred to mutual funds (see Figure 6.1). In this 

model, the transferred state ownership would become units held in mutual funds. These 

units could then be auctioned as coupons to domestic citizens of China. The objective 

would especially focus on encouraging those not involved in the stock market to get 

involved through the funds management sector. The distributed coupons would hold 

rights to the units held in the mutual funds managed by the funds management 

institutions. It is an alternative to a voucher system. However, in this case, the vouchers 



are issued through the funds management institutions and are rights to units in the 

funds. This would tend to protect the firms from falling into the hands of management 

as happened in Russia, or into the hands of Banks as happened in the Czech Republic. 

Similar advantages are envisaged as outlined above.

It is proposed that the remaining 20% of shares of SOEs should be sold to 

pension funds. This proposal is to be funded by the proceeds of previous tranches. The 

principal behind this tranche is to achieve a more equitable distribution that would 

benefit a high proportion of the populace quickly, efficiently and cost effectively. The 

pension funds could provide benefits for the working population and thus, through these 

benefits, be a relatively equitable means of distributing state assets. The present pension 

funds provide a service to certain urban areas only. Thus, the pension funds would need 

to be expanded to be on a national scale in order to provide benefits to all workers in 

China. 

In consideration of the presently listed firms, a second proposed privatization 

strategy would involve divesting state ownership of SOEs that are presently listed and 

thus partially privatized. In this strategy, the balance of state holdings could be 

distributed over four tranches in the following manner (see Figure 6.2), which is similar 

to the approach suggested above, but with an additional tranche involving a rights 

offering to current shareholders, but excluding state shareholders. The objective is to 

some extent avoid the possible dilution of present holdings (Business Daily Update, 

2003c; Habib & Ljungqvist, 1998; McGuinness, 2001; Tan, Chng, & Tong, 2002). 

Whilst rights issues have been used in China from time to time (Business Daily Update, 

2003c; Xinhua Financial Network, 2003), no study has been conducted as to their affect 

on the market or value of the firm. However, raising large amounts of capital through a 

secondary offer is likely to strain the liquidity of the market and dilute minority 

shareholder interests. Hence, a rights issue is proposed.



Figure 6.2: Divesting State Ownership of Listed Firms Model

Retained State Ownership 

State controlled Legal Persons 

(20%)

Divested State Ownership

(80%)
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share ownership by the public

Pension Funds 20%

Funded by the previous sales

Thus, the strategy would involve the state divesting ownership through the three 

tranches as outlined above, plus a rights offering for currently listed firms. Firstly, the 

rights offering involving a tranche of 20% would be offered to current tradeable A-

shareholders, but not to state holders. The second tranche of 20% would be an auction 

to domestic and foreign investors. The third proposed tranche is an auction of 20% to 

the broad populace through mutual funds. Finally, the balance of 20% could be 

distributed to nationwide pension funds to support the pension schemes, and be funded 

by the previous tranches. 

In conclusion, the divesture of state ownership could thus be accomplished over 

three or four tranches. The State divests ownership by auction to strategic investors, 

both domestic and foreign, and in the next tranche an auction to the broad populace 

through units in mutual funds. The final proposed tranche being a distribution to 

nationwide pension funds to support pension schemes, which should be made 

nationwide. Finally, listed firms should also issue shares as a rights offer to save the 

dilution of present shareholders stakes.

The research findings, combined with the literature review and institutional 

analysis of the study, have identified a range of issues and deficiencies in the Chinese 

corporate and financial sectors that need to be addressed to further progress the 

economy. The proposed models should therefore be regarded as tentative proposals that 



bring together the research findings of the thesis with a broader range of problems that 

confront China. The proposals can therefore be regarded in some respects as 

recommendations for future research.

6.8. Future Research

The following are aspects that have been identified during the course of this 

study that can be further analysed in future research. 

Additional study may reveal differing levels of performance enhancement for 

the two Legal Person ownership types – Domestic Institutions and Placement 

Institutions. Given the findings of this study, the affects of Legal Person ownership 

could be further investigated using these two forms of holdings. Low, medium and high 

levels of ownership of other forms of ownership, such as foreign and state ownership 

may also have explanatory power. Such data was not available when datasets were 

prepared for this study. 

In addition, in future studies product market competition could be considered. 

For example, one additional explanatory variable may be a firm’s operations in 

international markets. 

Future research could also address the question, “Are the markets in China 

overvalued?” The limited numbers of shares on offer appear to be buoying the stock 

prices purely by market forces and the market appeared to dive at the announcement of 

a large sell-off of equity by the state. Often China market analysts make the comment 

that the market is overvalued, but this is not substantiated.

Another research question is “Why is the explanatory power of offshore 

ownership somewhat unconvincing?” Perhaps it is to do with market anomalies causing 

this or to do with disclosure or other matters. Further research should be conducted to 

investigate foreign ownership in China. Kang and Stulz (1997) found that foreign 

investors in Japan prefer large, low leveraged firms, that have high export ratios and 



Dahlquist and Robertsson (2001) found that they tend to choose large firms, with high 

liquidity in Sweden. 

Insider ownership in China will be an interesting area of research, particularly as 

the market opens and a market for human capital develops. Along the same lines, there 

is also a possibility of collusion amongst insiders – legal Person representatives and 

other agencies could even collude. This is another possible are of future research. 

Similarly, there is a need for further understanding as to how management objectives 

can be aligned to shareholder wealth maximisation in China, as market oriented 

incentive schemes develop. Also, the recent developments with the introduction of the 

requirement for independent directors and quarterly reporting are areas to be considered 

for future research.

6.9. Limitations to the study

A limitation of the study is that the situation in China is constantly changing, 

often on a daily basis. Thus in the time it has taken to finalis the thesis things have 

moved on. Whilst every effort has been made to produce a timely work, the collection 

of data and updating the discussion had to cease at a point shortly prior to submission. 

Thus by the time the thesis is finally submitted, aspects are already dated. This is an 

unavoidable limitation of the study. 

One of the problems faced in the study of enterprises of China is that the 

publicly available data is restricted to the relatively few listed firms. Given that there are 

many more firms that are not listed (see Chapter 4, section 4.6) these represent a small 

subset of total number of enterprises and a small sample of the total number of the total 

number of SOEs. This limitation leads to an unavoidable sample selection bias. Listed 

firms in China are generally considered to have superior performance. Furthermore, 

perhaps better-managed firms comply with disclosure requirements and submit timely 

reports and thus their data is available in the database. Therefore, the sample may not be 

a true representative sample and thus it is acknowledged that the study suffers from a 

data selection bias. Thus, it should be recognised that the selection bias may provide 



some unclear guidance, particularly with regard to non-listed firms, as discussed in 

Chapter 4 (section 4.6). 

A further limitation of the study is to recognize that this study is derived from 

methodologies and theories from studies based on mature market economies. Whilst 

Chapter 2 attempts to give some background to the institutional setting in China, and 

this background has been considered and discussed in the conclusions and policy 

recommendations, there may be other a priori grounds for causal relationships other 

than that discussed in this thesis. 

In the discussion with regard to the leverage of a firm it is acknowledged that the 

thesis adopts a proposition that leverage impact upon performance however it could 

reversed in that changes in the value of a firm to some extent drive the proportion of 

debt. Thus, causality could be in the other direction to that proposed in this thesis.

An area that was not pursued in this study, but they could have implications is 

the area of and issue to do with insider control. Along the same lines, there is also a 

possibility of collusion amongst insiders. It is recognised that even legal Person 

representatives and other agencies could collude. Whilst this is recognised as a 

potential, the data was not available to pursue this aspect.

6.10. Conclusion

This Chapter focussed on bringing the empirical evidence together with other 

aspects from the previous chapters of the thesis. Chapter 4 introduced and defined the 

hypotheses, models and the variables. Chapter 5, the preceding chapter, presented the 

results and findings. 

The final two study objectives as outlined in Chapter 1 are to: identify the 

potential of alternative models to fit with the existing Chinese system; and make policy 

recommendations on alternatives for China. They are addressed in this chapter. Firstly, 

the models were outlined and the empirical findings discussed as they relate to 



corporate governance and policy in China. A discussion regarding the way forward and 

policy recommendations followed. Then privatization and a suggested approach to 

divesting state ownership were discussed. The final section offered suggestions for 

future research. 

Initiatives such as opening the capital market to foreign investors, particularly 

portfolio and institutional investors, the further development of the funds, funds 

management and the pension sector, and the overall continued development and 

sophistication of the market, disclosure and shareholder protection are all measures that 

should enhance corporate governance in China. Officials are publicly expressing a 

desire to see corporate governance improve and applying resources to see that it does 

develop. 

The thesis contributes to the ongoing body of work in relation to corporate 

governance in China, and some clear results have been found. The findings suggest that 

the ownership structure is a key element to enhancing corporate governance. 

Institutional ownership, through the Legal Person holding companies, is found to have a 

positive bearing on firm performance and thus by implication, upon improving 

corporate governance. Medium levels of Legal Person ownership are found to be the 

most effective. Foreign institutions and individual investors are also found to be 

positively correlated to performance. Similar results were found for offshore ownership, 

but to a lessor extent. State ownership is found to be negatively correlated to 

performance. Thus, it is recommended that the state divest its holdings but allow Legal 

Person ownership to maintain its holdings at medium levels for the present, along with 

private investors such as individual shareholders, and both domestic and foreign 

institutions.

Other issues that have been identified in the empirical analysis are that size does 

matter, in that large firms do not perform as well as smaller firms. Leverage matters 

also, as highly leveraged firms have been found not to perform well. The industry in 

which a firm operates in also has an effect, as the results suggest that the most desirable 

industries are the Electronics and Technology followed by the Telecommunications 

industries. On the other hand, the Transport and Construction industries were not as 

attractive to the market.



The policy recommendations are based on the findings and observations of this 

thesis. The assumption is made that the present gradualist approach and regime will 

continue. However, it is recommended that the state divest its direct ownership and 

control as a focussed strategy over an extended period and that future privatization 

should be undertaken by endorsing Legal Persons to be the listing sponsors. 

Nevertheless, the findings suggest that their holdings should be restricted to medium 

levels. The balance of ownership should be divided between private holders. This thesis 

has proposed that there be four tranches, depending on whether the SOE is listed or not. 

If they are partially listed, the first tranche proposed involve converting state shares to 

private holdings by way of rights and placements. For the non-listed SOEs, the next 

tranche suggested entails auctioning a percentage to retail investors. Then for both the 

listed and non-listed SOEs, the next tranche suggested involves auctioning a percentage 

to strategic investors both domestic and foreign, followed by an auction of a percentage 

to the broad populace through mutual funds. The balance could be distributed to 

nationwide pension funds to support China’s pension schemes. 

In summary, the findings of this study clearly indicate that ownership structure 

is one of the primary prerequisites to enhancing the corporate governance system in 

China. One of the keys then is managing the change of ownership. As state ownership is 

shown to be negatively correlated to performance, it should divest its holdings through a 

privatization program in which the state denationalises a large proportion of its 

holdings. A privatization program should be instigated that supports blockholders and 

institutions, and does not focus purely on dispersing large proportions of holdings to 

diverse small shareholders. In addition, mergers and acquisitions that embrace economic 

efficiency should be encouraged and supported. The empirical study demonstrates that 

the ultimate ownership and control of tradeable shares ought to be channelled to private 

institutional investors that should be encouraged to take strong stakes in the firms, to 

strategic investors, especially minority blockholders, and a proportion to international 

investors. This strategy would be in China’s best interests in its present stage of 

development. 
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Renneboog 2000 165 Journal of Banking & Finance 1 1 1 1  1 1   1 1 CF & EBIT & others

Short & Keasey 1999 225 Journal of Corporate Finance 1  1 1     1  1  

Cho 1998 326 Journal of Financial Economics 1  1  1    1    

Hermalin & Weisbach 1998  American Economic Review             

Claessens 1997 1191 World Bank working paper

 1

1

1     

1

  

CF/fixed assets

Loderer & Martin 1997 867 Journal of Financial Economics 1 1 1 1     1   CAR

Agrawal & Knoeber 1996 383 J of Financial & Quant. Economics 1 1    1   1    

Yermack 1996 452 Journal of Financial Economics 1 1 1   1  1 1 1   

McConnell & Servaes 1995 2646 Journal of Financial Economics 1 1  1     1    

Mehran 1995 153 Journal of Financial Economics 1 1  1     1 1   

Denis & Denis 1994 72 Journal of Corporate Finance 1 1  1  1   1 1 1 Op Inc M/BV

Hermalin & Weisbach 1991 142 Financial Management 1  1  1    1   EBIT/assets

McConnell & Servaes 1990 1173 Journal of Financial Economics 1 1 1 1 1    1 1   

Mørck, Shleifer & Vishny 1988 371 Journal of Financial Economics 1  1  1 1   1   NetCF/Cap

Hermalin & Weisbach 1988 142 Rand Journal of Economics 1  1  1    1   EBIT/assets

Weisbach 1988 367 Journal of Financial Economics         1 1   

Demsetz & Lehn 1985 511 Journal of Political Economy 1 1 1 1  1     1  

Kamerschen 1968 47 American Economic Review 1 1         1  

Total Number 23   Times Used 19 15 13 9 6 6 2 1 17 7 6  
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Core & Larcker      1           Log(MV equity); volatility sq; B/MV

Davies Hillier & McColgan 1 1 1   1     1      Largest stakeholder, liquidity

Harper 1 1          1     Location,% privatized, waves

Demsetz 1 1 1 1 1 1    1   1     

Mak & Li 1      1   1       Growth, CEO tenure, firm’s Age

Renneboog 1 1 1    1 1          

Short & Keasey 1 1  1             Growth

Cho 1 1 1 1  1   1      1  Liquidity

Hermalin & Weisbach                  

Claessens

 1

1

             

location, strategic & foreign 

ownership, wave

Loderer & Martin 1  1   1           Capital, Acquisition

Agrawal & Knoeber 1  1 1 1 1 1   1  1  1   CEO tenure, Job opportunities

Yermack       1 1 1 1       ROA prior yrs

McConnell & Servaes 1 1  1 1      1       

Mehran 1    1 1  1 1        CEO Comp

Denis & Denis 1 1  1  1 1 1        1  

Hermalin & Weisbach 1  1 1 1             

McConnell & Servaes 1 1  1 1            Ind. Qs

Mørck, Shleifer & Vishny 1 1 1 1 1      1?      growth of labour force

Hermalin & Weisbach 1  1 1 1  1 1         Departure from board (dep var)

Weisbach                  

Demsetz & Lehn 1  1  1 1   1         

Kamerschen 1            1     

Times Used 18 11 11 10 9 9 6 5 4 4 2 2 2 1 1 1  



Statistical Methodology

Core & Larcker OLS; logistic regression

Davies Hillier & McColgan OLS piecewise linear regression 2SLS, quintic - breakpoints 7%, 26%, 51% & 75%. 

Harper OLS Cross-sectional regression validate the nonparametric tests; Quartiles

Demsetz OLS 2SLS

Mak & Li OLS, simultaneous equations - 2SLS 

Renneboog OLS, fixed-effects, probit model of board restructure

Short & Keasey OLS Heteroscedasticity corrected OLS regression. as a 3rd degree polynomial 

Cho OLS 2SLS (3LS) - piecewise linear regression. fix breakpoints by a grid search technique 

Hermalin & Weisbach OLS regression.

Claessens OLS regression.

Loderer & Martin OLS 2SLS squared insider ownership. Event-study.

Agrawal & Knoeber OLS 2SLS squared insider ownership. 

Yermack OLS, fixed-effects, probit model of CEO turnover

McConnell & Servaes OLS squared insider ownership. Classified in order to control for growth opportunities. 

Mehran OLS regression. Test for heteroscedasticity, but finds none.

Denis & Denis Standard t-tests - differences main sample and an industry paired control sample. 

Hermalin & Weisbach OLS - piecewise linear regression. IV - instrumental variables

McConnell & Servaes OLS - piecewise linear regression. squared insider ownership (or insiders + blockholders) 

Mørck, Shleifer & Vishny OLS - piecewise linear regression. 

Hermalin & Weisbach OLS - piecewise. Pooled data-Fixed effects. Poisson model. With instrumental variable

Weisbach Logit model

Demsetz & Lehn OLS regression. 

Kamerschen OLS regression.

Total 20 OLS regression, 6 Piecewise, 7 SLS, 2 Logit model, 2 Probit model
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Xu and Wang 1999 all 93-95 China Economic Review

1 1 1 1   1  1 1 1

 

Chen and Gong 2000 128 92-95 Advances Pacific Basin Financial Markets

1 1 1 1 1  1  1   

 

Sun, Tong and Tong 2000 all 96-97  J. of Business Finance and Accounting

1 1    1   1   

M/BV

Gul and Zhao 2000

288 ‘97 Unpublished    1 1   1 1   

 

Qi et al. 2000 289 91-96 Pacific-Basin Finance Journal 1 1 1    1   1 1  

Total Number 5   Times Used 4 4 3 3 2 1 3 1 4 2 2  
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Xu and Wang 

1 1 1        1      

Ownership concentration

Chen and Gong

1 1               

EPS

Sun, Tong and Tong

1 1     1          

B-share, coastal, regulated industries 

Gul and Zhao 

1 1 1    1 1   1      

Size Supervisory Comm.

Qi et al. 1 1               yr dummy

Times Used 5 5 2 0 0 0 2 1 0 0 2 0 0 0 0 0  
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Statistical Methodology

Xu and Wang OLS, panel data Fixed-effect - year

Chen and Gong OLS curvilinear regression is used to capture spurious impacts 

Sun, Tong and Tong OLS, panel data fixed-effect - year & firm-specific

Gul and Zhao OLS

Qi et al. OLS - also tested with fixed effect pooled data

Total 5 OLS regression, 3 fixed effect

Summary of Methodology: 25 used OLS regression, 6 Piecewise, 7 SLS, 2 Logit model, and 2 Probit model.
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Appendix B : Results Q _MB, Q _Sim, ROA and ROE

The results of alternative performance measures: Q_MB, Q_Sim, ROA and ROE. 

Table B.1: Results Q _MB

I
n

t
e
r
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e
p

t

E
O

L
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E
O

P
U

B

E
O

O
F

F

E
O

F
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I
N

V

S
I
Z

E

L
E

V

A
d

j
R

2

F n

Pooled 9.898 0.006 -0.021 -0.033 0.015 1.255 -0.497 -0.224 0.293 51.795 3195

(0.000) (0.000) (0.000) (0.000) (0.008) (0.000) (0.000) (0.000) Sig= (0.000)

2001 11.390 0.004 -0.028 -0.022 0.014 2.280 -0.607 -0.155 0.383 21.500 860

(0.000) (0.035) (0.000) (0.000) (0.098) (0.000) (0.000) (0.000) Sig= (0.000)

2000 14.442 0.010 -0.034 -0.039 0.006 0.604 -0.768 -0.280 0.419 24.011 830

(0.000) (0.000) (0.000) (0.000) (0.601) (0.296) (0.000) (0.000) Sig= (0.000)

1999 6.700 0.009 -0.015 -0.034 0.006 0.472 -0.294 -0.219 0.318 10.502 531

(0.000) (0.001) (0.000) (0.000) (0.512) (0.355) (0.000) (0.000) Sig= (0.000)

1998 8.129 0.006 -0.020 -0.034 -0.012 0.062 -0.381 -0.332 0.393 12.456 564

(0.000) (0.003) (0.000) (0.000) (0.542) (0.910) (0.000) (0.000) Sig= (0.000)

1997 5.230 0.007 -0.022 -0.045 -0.047 -0.364 -0.087 -0.660 0.327 6.726 410

(0.000) (0.015) (0.000) (0.000) (0.094) (0.654) (0.208) (0.000) Sig= (0.000)

*  values in parenthesis

Table B.2: Results Q _Sim
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Pooled 10.387 0.006 -0.020 -0.032 0.017 1.466 -0.509 -0.105 0.270 46.534 3195

(0.000) (0.000) (0.000) (0.000) (0.002) (0.000) (0.000) (0.000) Sig= (0.000)

2001 12.203 0.004 -0.025 -0.019 0.020 2.767 -0.645 -0.032 0.351 8.176 860

(0.000) (0.065) (0.000) (0.001) (0.036) (0.000) (0.000) (0.320) Sig= (0.000)

2000 15.042 0.010 -0.032 -0.038 0.007 0.755 -0.791 -0.153 0.418 6.709 830

(0.000) (0.000) (0.000) (0.000) (0.504) (0.186) (0.000) (0.000) Sig= (0.000)

1999 7.101 0.009 -0.015 -0.034 0.007 0.502 -0.290 -0.131 0.298 9.230 531

(0.000) (0.000) (0.000) (0.000) (0.400) (0.315) (0.000) (0.000) Sig= (0.000)

1998 8.169 0.006 -0.020 -0.034 -0.012 -0.105 -0.358 -0.215 0.355 14.537 564

(0.000) (0.002) (0.000) (0.000) (0.549) (0.843) (0.000) (0.000) Sig= (0.000)

1997 5.417 0.007 -0.023 -0.045 -0.048 -0.275 -0.079 -0.494 0.282 8.181 410

(0.000) (0.012) (0.000) (0.000) (0.082) (0.731) (0.241) (0.000) Sig= (0.000)

*  values in parenthesis



Table B.3: Results ROA
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Pooled -0.164 0.000 -0.001 -0.002 -0.001 -0.081 0.022 -0.032 0.166 27.372 3439

(0.000) (0.004) (0.000) (0.000) (0.010) (0.000) (0.000) (0.000) Sig= (0.000)

2001 -0.321 0.000 -0.001 -0.003 -0.004 -0.151 0.035 -0.045 0.178 21.500 860

(0.000) (0.120) (0.045) (0.000) (0.006) (0.018) (0.000) (0.000) Sig= (0.000)

2000 -0.216 0.000 -0.001 -0.002 0.000 0.035 0.022 -0.024 0.146 24.011 871

(0.000) (0.421) (0.000) (0.000) (0.942) (0.349) (0.000) (0.000) Sig= (0.000)

1999 -0.165 0.000 -0.001 -0.001 -0.001 -0.095 0.019 -0.019 0.219 10.090 605

(0.000) (0.040) (0.000) (0.000) (0.015) (0.003) (0.000) (0.000) Sig= (0.000)

1998 -0.076 0.000 -0.001 -0.001 0.001 -0.013 0.015 -0.031 0.261 12.456 648

(0.039) (0.219) (0.000) (0.000) (0.026) (0.696) (0.000) (0.000) Sig= (0.000)

1997 -0.006 0.000 -0.001 -0.002 0.000 -0.070 0.012 -0.032 0.247 6.726 455

(0.872) (0.114) (0.000) (0.000) (0.642) (0.043) (0.000) (0.000) Sig= (0.000)

*  values in parenthesis

Table B.4: Results ROE
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Pooled -1.795 -0.002 -0.021 -0.015 0.007 0.953 0.218 -0.212 0.000 0.937 3439

(0.261) (0.706) (0.011) (0.262) (0.763) (0.453) (0.049) (0.023) (0.555)

2001 -0.757 0.002 -0.009 -0.005 0.003 0.512 0.088 -0.148 0.070 8.176 860

(0.075) (0.283) (0.001) (0.195) (0.624) (0.095) (0.002) (0.000) Sig= (0.000)

2000 -5.485 -0.014 -0.067 -0.050 0.013 3.643 0.641 -0.407 -0.011 6.709 871

(0.378) (0.526) (0.057) (0.372) (0.879) (0.471) (0.123) (0.277) Sig= (0.913)

1999 -0.261 0.001 -0.004 -0.002 0.007 -0.227 0.051 -0.099 0.098 7.528 605

(0.366) (0.521) (0.005) (0.282) (0.037) (0.301) (0.014) (0.000) Sig= (0.000)

1998 -0.187 0.000 -0.002 -0.005 0.008 -0.431 0.045 -0.173 0.053 9.803 648

(0.649) (0.839) (0.213) (0.109) (0.150) (0.244) (0.132) (0.000) Sig= (0.000)

1997 0.200 0.002 -0.001 -0.001 0.002 -0.085 -0.003 -0.034 -0.015 6.719 455

(0.692) (0.204) (0.565) (0.823) (0.830) (0.845) (0.938) (0.417) Sig= (0.818)

*  values in parenthesis
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