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ABSTRACT

China has carried out two rounds of privatisation during the past 30 years along with its
economic reform. The first round was marked by the establishment of the Shanghai and
Shenzhen Stock Exchanges in 1990 and 1991, with the partial share issue privatisation (SIP)
of its State-owned enterprises (SOEs). The second round was characterized by the Non-
tradable Shares Reform (NTS reform) which started in 2005 and was eventually completed
in 2014. With further privatisation of SOEs, NTS Reform was expected to unleash positive
effects on China’s stock market. This reform was aimed at making all non-tradable shares
(NTS) tradable and realising the full and free circulation of all outstanding shares in the
secondary market. Therefore, transfer of ownership resulting from trading of NTS would
entail more concentrated ownership or even dispersed ownership of firms in the long run.
Based on the theory of ownership structure, large blockholder ownership may have different
effects on firm performance. Thus, changes in the ownership structure of listed firms may
have effects on the performance of listed firms, their efficiency, as well as their dividend
payout policies. The present study constructs dynamic panel regression model based on
sample firms from 2000 to 2016, performs comparative study of the firms’ performance in
pre- and post-NTS reform period; and applies the estimator of Generalized Method of
Moments (GMM) using STATA to investigate how the diminishing trend of the NTS ratio
affects the propensity to change firm ownership concentration (OC) following the NTS
Reform. This study also seeks to assess how the changes of NTS ratio and firm OC affect
firms’ financial performance in the pre- and post-NTS Reform period, and also to examine if
the reform results in different cash dividend payout policies adopted by listed firms prior to
and after the NTS reform. From the results of this study, it is found that the mean NTS ratio
has dropped from 58.28 % in the pre-NTS reform period to 20.80 % in the post-NTS reform
period, whereas the mean Topl largest shareholder’s equity share portion decreased from
41.65 % in the pre-NTS reform period to 36.07 % in the post-NTS reform period.
Additionally, this study has shown the lock-up period implemented on NTS in the post-
reform period results in stable ownership concentration of Top2 to Top5 largest shareholders’
share portion. Furthermore, this study also confirms the traditional concepts of privatisation
theory, and supports the notion that NTS reform has largely met the expectations of market
stakeholders, and that the overall firms’ performance have been improved in the post-NTS
reform period. However, this study does not find any statistical and significant impact of NTS
ratio and Top five largest shareholders’ OC on firms’ performance as measured by ROS,
ROA and ROE in the long run. Lastly, the results also do not find any significant influence
of Top1 to Top5 largest shareholders” OC on the firms’ dividend policy. On the other hand,
this study confirms that the NTS ratio has a significant positive influence on the dividend
payout ratio (DPR) in the post-NTS reform period; whereas, the NTS ratio is not significantly
related to the absolute level of cash dividends per share (DPS). Therefore, the results on
dividend payout policy remain ambiguous. Present study also does not support the
blockholder effect neither on firm performance, nor on firm cash dividend policy in post-NTS
reform period. In conclusion, the listing rules of lock-up period which are imposed on NTS
and controlling party’s IPO helps to increase the DPR in post-NTS reform period, and would
benefit the interests of minority shareholders in the long-run; nevertheless, the significant drop
in DPR in post reform period should be of concern to the controlling parties of listed firms.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND OF THE STUDY

Prior to Non-tradable Shares Reform (NTS reform), the Chinese stock market adopted
a special structure called the split share structure in which equity shares were divided
into tradable and non-tradable shares (NTS). These NTS, which accounted for two
thirds of the total number of outstanding shares and which could not be traded in the
secondary market, were mainly held by state or state-related entities. Unlike listed
companies in other markets, most of the companies listed in China were previously
owned by the state or state-related legal entities. Therefore, a firm’s ownership structure
was a split-share structure in which a large portion of non-tradable shares were mainly
held by the government and only a small portion of tradable shares were held by
individual investors (Areddy et al., 2008; Joyce, 2008; Yeh et al., 2009; Wang et al.,
2010; Syed et al., 2010). In the year 2005, the Chinese government initiated the NTS
reform which promised to remove the restrictions on the trading of NTS, and gradually
realised the full circulation of all outstanding shares in the Chinese stock market.

The reform aimed to gradually make all previously restricted non-tradable shares
tradable with certain restrictions, for instance, NTS still remains non-tradable during
the lock-up period even after the completion of NTS reform (Beltratti & Bortolotti,
2006). Consequently, the very nature of NTS is likely to have changed in different
respects after the reform was initiated and completed by firms. These changes include
the transfer of ownership from state to private entities by allowing NTS to be traded on

the secondary market, which would then significantly alter the structure of ownership



and also the style of corporate governance. As a result, this would have changed the
performance together with cash dividend pay-out policy of the listed firms in the post-
reform period. Hence, the main interest of this study is to investigate the effects of
privatisation leading NTS reform on the subsequent performance of listed firms from
certain aspects. Particularly, to explore the evidence on the effects of ownership
concentration induced by NTS Reform on firms’ performance in the long run.

This chapter starts by introducing the research background, which mainly
discusses the economic reforms of modern China, followed by the stages of reform of
State-Owned Enterprises (SOEs) in China. Next, discussion progresses to privatisation
of SOEs and the creation of non-tradable shares during the first round of privatisation.
Then, the various issues regarding to the design of NTS and tradable share (TS) equity
structures are explained under the subsection “Non-tradable Shares Reform”. Next, the
study elaborates on the research problem, the research questions and the research
objectives, followed by highlighting the research gap to be filled by the current study.

Lastly, the chapter is concluded with a discussion on the significance of the study.

1.2 RESEARCH BACKGROUND
1.2.1 Economic Reform of Modern China

China started the “Reform and Opening-up” policy in 1978, with the aim to promote
modernisation and development through reforming its economic and political systems
and opening its doors to foreign investment (Hassard et al., 2010; Xia & Cheng, 2017).
Thus, a market economy, under the banner of socialism with Chinese characteristics,
came into existence in the mainland China. As known as one of the most important
elements of economic reform was the subsequent reform of SOEs, the reform strategy

focused on making the SOEs market oriented, instead of planned by the central and



local government. Lan (2000) reveals that in order to bring the SOEs within the market
economy without privatizing their ownership structure, China created a comprehensive
legal framework aimed at the transformation of state-run enterprises into state-owned
ones, in which the government would gradually pull out from running the SOEs, while

still retaining control through a substantial ownership stake.

1.2.2 Reform Stages of State-Owned Enterprises in China

The reform of SOEs in China has gone through five stages (Xi, 2007). The first stage
was from 1978 to 1980, which started with China’s “Opening-up” policy. The main
idea was to expand the SOEs’ executive power, wherein they were given certain
autonomous property and operating rights, while at the same time reducing their taxes.

The second stage was from 1981 to 1982. The main objective of the second stage
was the trial operation of the economic responsibility system. Enterprises tried out
various forms of responsibility systems of profit and loss contracting. For instance,
scoring wages, piece-rate wages, and floating wages of workers were introduced during
this stage. The purpose was to form an economic responsibility system by combining
responsibility with rights gradually (Xi, 2007).

The third stage was from 1983 to 1986, in which the replacement of profits by
taxes was introduced to SOEs by the central government. The main objective of this
third stage was to change the turn-over profits to the state, into paying taxes to state,
thereby promoting the growth of national fiscal revenue.

The fourth stage was from 1987 to 1991, the main mission being to improve the
management mechanism of SOEs and to implement the contracting system, initiating
the Development of Enterprise Production. Meanwhile, the Shanghai and Shenzhen

stock exchange were established by the end of this stage (Yeung and Horace, 2009).



The fifth stage of SOEs’ reform started in 1992 with the aim of establishing a
modern enterprise system. The main intent of this stage was to promote the separation
of government ownership and corporate management, thereby encouraging business
enterprises to develop into market entities, especially the securitization of reformed

SOEs were largely promoted.

1.2.3 The Privatisation of SOEs and Creation of Non-Tradable Shares

Under the guidance of the “Reform and Opening-up” policy, China has carried out two
rounds of privatisation along with its SOEs reform. The first round started by the end
of the fourth stage of the SOEs reform, marked by the establishment of the Shanghai
and Shenzhen Stock Exchanges in 1990 and 1991, respectively. Subsequently, more
SOEs started partial share issue privatisation (SIP) to get listed on these two stock
exchanges. The second-round privatisation known as the Non-tradable Shares Reform
(NTSR), also called the Split-Share Structure Reform started in the year 2005 with the
aim of making all non-tradable shares tradable.

A study by Yeung and Horace (2009) concluded that the corporatisation
campaign of SOEs in China has been a two-step process. First, SOEs were restructured
into shareholding companies, and then they were listed on a stock exchange. The
establishment of the two stock exchanges in China happened at around the same time.
The Shanghai Stock Exchange (SHSE) was founded on 26 November 1990 and began
its first trading day on 19 December 1990. Whereas the Shenzhen Stock Exchange
(SZSE) was founded on 1 December 1990 and formally opened for trading on 3 July
1991. Both the SHSE and SZSE operate the Main Board, while the SZSE also runs the

Small & Medium Size Enterprise Board (SME) and the ChiNext Board.



The main reason for the first round of privatisation was the heavy losses incurred
by SOEs in the late 1980s, which pushed the government to take more drastic steps
towards economic reform, whereby restructuring was initiated to transform SOEs into
shareholding companies (Chi, Liao and Li, 2014). A study by Yeung and Horace (2009)
reported that 9.6 % of all industrial SOEs in China declared losses in the year 1985,
amounting to RMB 2.7 billion. In the year 1995, about 44 % of SOEs declared losses
with the amounts rising to RMB 40.9 billion. This confirmed Carpenter and Whitelaw’s
(2017) view on the principal objective of establishing the stock market was to partially
privatise the SOEs in order to provide them with an additional financing platform.

The government, eager to find new sources of capital for SOEs, while retaining
its political (socialist) stance on public ownership, decided to launch a partial Share
Issuing Privatisation (SIP) program. Partial here meant that upon the IPO, the shares of
SOEs would be divided into two main categories: Tradable Shares and Non-Tradable
Shares (Yeqin, 2007).

During the first round of privatisation, SOEs started transforming from state-
owned enterprises into shareholding corporations, with the majority of shares being held
by the state or state-owned legal entities in the form of non-tradable shares. The
remaining shares were issued to the public as tradable shares (TS). This design of NTS
and TS is called the Split-Share Structure System (Areddy et al., 2008; Joyce, 2008;
Yeh etal., 2009; Wang et al., 2010; Syed et al., 2010; Chi, Liao, & Li, 2014). Under the
Split-Share Structure System, which was a very unique characteristic of the Chinese
stock market, tradable and non-tradable shares had different holding costs and were
distinguishable by whether they can be traded. Despite these differences, both types had
the same dividend rights and voting rights. However, as time moved on, this approach

caused problems for listed SOEs in terms of the evaluation of firm value, firm



performance, liquidity, agency problems, and other issues, which impeded the
development of China’s stock market to some extent (Yang et. al., 2015).

Although the Split-Share Structure had many drawbacks, the first round of
privatisation was a major step towards the modernisation of SOEs and is hailed as a
significant milestone of economic reform. The modern stock market opened in
Shanghai and Shenzhen in 1990, and the primary goal of this “stock market experiment”
was to create a platform for the partial privatisation of China’s SOEs. This objective
significantly shaped the stock market’s initial form and development (Carpenter &
Whitelaw, 2017). The success of the first round of privatisation helped the quick
development of China’s stock market, followed by a dramatic growth of listed
companies in most industries. The success continued until 2005, and the special feature
of split-share-structure prevailed during the transition of China’s economy from a
regulation-oriented economy into a market-oriented economy.

Huang, He, and Zhang (2014) stated that the development of China’s stock
markets was closely linked with the privatisation of its SOEs. With the specific goal of
helping SOEs to raise funds, China had rapidly developed its stock market since 1991,
with more than 1600 companies listed by the end of 2008, most of them were former
SOEs (Yeung & Horace, 2009). For the purpose of further understanding of Chinese
stock market, the time trend on development of the Chinese stock market from 1991 to
2018 has been provided in Appendix IV, which reflecting the figures in pre-NTS
reform, during NTS reform and post-NTS reform period. It summarised the number of
SOEs that have been privatised into listed firms during the period. The number of listed
firms on both the Shanghai and Shenzhen stock exchanges was 14 in the year 1991,
which had increased to 1381 in the year 2005, and the total number of listed firms

amounted to 3584 in year 2018.



1.2.4 Non-tradable Shares Reform

Being different from listed companies in other markets, most listed companies in China
are those which were previously owned by the state or state-related legal entities.
However, the majority of shares, which were held by different levels of government,
Wwere prohibited from being traded. Therefore, a firm’s ownership structure was a split-
share structure in which a large portion of non-tradable shares were mainly held by the
government and only a small portion of tradable shares were held by individual
investors (Areddy et al., 2008; Joyce, 2008; Yeh et al., 2009; Wang et al., 2010; Syed
et al., 2010). A study by Green and Liu (2005) stated that since the early 1980s, the
proposal and process of economic reform spanned three broad phases: the state’s
withdrawal from operational decision making on SOEs, followed by the loosening of
the tight administrative oversight, and ultimately the relinquishing of ownership. The
study concludes that during the SOEs’ reform, the share of exclusively state-owned
enterprises in the economy declined whilst hybrid structures, like companies co-owned
by state entities and non-state actors, emerged. Table 1.1 summarised the different types

of shareholders’ portions in NTS before the inception of the NTS reform.

Table 1.1 Different Types of Shareholders’ Portion in Non-tradable Shares (1997-2004)

Shareholder Type | State Legal Person Employee
Holding Range 32-47% 17-31% <2%
(Source: Green and Liu, 2005)

The design of NTS and TS solved the SIP issue of SOEs and provided SOEs
with a more modern form of corporate governance to some extent. As time moved on,

however, several drawbacks of this split-share structure were identified by researchers.



First, a large fraction of the stocks of firms listed as NTS were not circulating in the
Chinese stock market since they were held by government bodies as non-tradable
shares, which could be only traded through over the counter deals at book value. This
caused illiquidity, as well as the mispricing of firms’ shares (Jiang et al., 2008; Chen,
Jian, & Xu, 2009; Wang & Kong, 2010). Second, most of the listed firms were
controlled by the state government via a large proportion of direct shareholdings
resulting in individual shareholders having little influence over firms. Management
decisions were made by the few controlling shareholders who held non-tradable shares,
while the minority shareholders had little influence in decision making, which
undermined the minorities’ interests (Beltratti & Bortolotti, 2006; Benjamin et al., 2009;
Kong, 2019). Third, due to trading restrictions, non-tradable shareholders did not care
much about market price changes, or value maximisation, of the firm’s tradable shares.
Instead, related parties’ transactions and channeling of the firm’s wealth was their
primary concern (Zou et al., 2008; Chen, Jian, & Xu, 2009; Jiang, Lee, & Yue, 2010).
The split-share structure system was especially likely to engender expropriation
problems in addition to a more concentrated ownership structure. And lastly, the
illiquidity of NTS under the split-share structure caused excessive volatility in the
Chinese stock markets. Other problems such as low liquidity, less dividend payout, and
difficulties of market innovation were also highlighted by researchers (Zou et al., 2008;
Jiang et al., 2008; Jiang, Lee, & Yue, 2010; Beltratti et al., 2012; Chi, Liao, & Qian,
2015; Tan, Tian, Zhang, & Zhao, 2016).

A study by Jiang et. al. (2008) reported that individual retail investors account
for more than 60% of trading in China’s market, compared to 38% in the U.S, and there

was a 300% annual turnover rate of tradable shares on the Shanghai Stock Exchange as



compared to 125% and 140% on the New York Stock Exchange and the London Stock
Exchange, respectively.

Studies reported that the total number of outstanding shares by the end of 2004
were 714.9 billion; 454.3 billion shares accounting for 64% of the total number of shares
were non-tradable shares, and 74% of these non-tradable shares were state-owned (Liao,
Liu, & Wang, 2014). As observed, a huge number of outstanding shares were non-
tradable in nature, which consequently impeded the potential growth of the stock
market. On 29 April 2005, the China Securities Regulatory Commission (CSRC)
launched a stock market reform program (Non-tradable Shares Reform or Reform of
the Shareholder Structure of listed companies) which was well known as the second-
round of privatisation, in which all NTS gradually became tradable. The objective of
the reform was to allow non-tradable shares to be converted into tradable shares to
achieve market liquidity by making non-tradable shares’ holders compensate tradable
shares’ holders. Subsequently, each firm was required to propose a reform plan to
facilitate the change of status of NTS (Source: from CSRC website).

On 5 September 2005, the CSRC issued the first official document, “Measures
on the Administration of Split-Share Structure Reform of Listed Companies,” to
provide a guideline for the implementation of the Non-tradable Shares Reform (Split-
Share Structure Reform of listed companies). The reform program also addressed the
concerns of price volatility and the price pressure effect owing to the massive future
supply of shares (Yeh et al., 2009; Pan et al., 2014).

In order to prevent NTS shareholders from benefiting at the expense of TS
shareholders, who would face a flood of shares in the secondary market, the
announcement further specified that NTS shareholders must negotiate with TS

shareholders the level of compensation, in the form of stock grants, or both cash and



stock grants, that they will pay to the latter for the right to sell their NTS in the future.
To stabilise the stock market, the CSRC further imposed a 12-month lockup period to
restrict NTS holders from selling their shares after the completion of the NTS reform.
In the two years following the expiration of the lockup, the NTS shareholders owning
more than 5% of a firm were allowed to sell only a maximum of 5% and 10% of the
firms’ total shares within a period of 12 and 24 months, respectively. In addition, the
listed firms and the controlling shareholders were allowed to stabilise the stock market
price through share repurchase from secondary market (Beltratti & Bortolotti, 2006).
According to various studies, the NTS reform involved 1315 listed firms. Most
of the listed firms, however, underwent the reform between the years 2005 and 2007.
There were 1260 firms that underwent the reform by the end of 2007. As of November
2014, only three out of the 1315 listed firms did not complete the NTS reform (Liao,
Liu, & Wang, 2014). Yet, the effects of NTS reform causing on the changes of
controlling parties’ share portion remains an ongoing process even as of today. A study
by Carpenter and Whitelaw (2017) showed that non-tradable shares still accounted for

nearly 25% of the total shares in the year 2016.

1.3 RESEARCH PROBLEMS

It is reported that approximately 80% of NTS were converted to Lock-up NTS by the
year end 2009. However, it is worth noting that controlling shareholders still held one-
third of the total outstanding shares (Liu, Uchida, & Yang, 2014). After completion of
the NTS reform in year 2014, the question that begs to be answered is whether the
controlling shareholders are still willing to maintain a high proportion of their
shareholdings in the long run when shares fully become tradable in the secondary

market? In order for the overall firms’ performance to remain stable, keeping the

10





