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Abstract

Corporate governance is a topic that has received considerable
attention from scholars and practitioners. However, most of the researches
hare paid much attention to mature economies in Western countries. An im-
portant issue regarding corporate governance is how to mitigate the expropri-
ation of minority shareholders’ wealth by controlling shareholders, which is
evident in emerging markets that typically have weak legal protection of mi-
nority shareholders’ rights. China is a typical country in which severe expro-
priation problems exist due to concentrated corporate ownership structures
and the existence of non-publicly tradable shares ( NPTS). This book in-
vestigates how corporate governance mechanisms protect minority
shareholder wealth by using data of China. Specifically, this study
explores;: (D) the influence of corporate governance mechanisms on firm
stock performance during the global financial crisis; (2) long-term stock per-
formance following top executive turnover; (3) the linkage between cash div-
idend payment and ownership structure.

Previous studies have examined the effect of Chinese corporate govern-
ance on firm performance. This study reexamines this issue in a research
environment that is less subject to endogeneity problems. Using data during
the global financial crisis, which is an unpredictable event for individual
companies, [ can avoid endogeneity problems to examine the effect of gov-
ernance mechanisms on firm performance. The analyses find that state-
owned enterprises ( SOEs) that performed poorly during the pre-crisis

period performed better during the crisis, especially those enterprises that
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relied on bank debt and had high ownership concentration. This result sug-
gests that state ownership mitigates financial constraints during financial eri-
sis. The analyses also find that managerial ownership is positively associated
with the crisis-period performance of SOEs, after controlling for various firm
characteristics. This result suggests that managerial ownership mitigates ex-
propriation problems in SOEs. Finally, Chinese firms that adopted a reputa-
ble accounting auditor experienced a small reduction in firm value during
the global financial crisis.

In 2005, in order to eliminate NPTS, the China Securities Regulatory
Commission ( CSRC) launched the split-share structure reform program,
which substantially changed the Chinese corporate governance structure. I
separately examine stock performance following Chief Executive Officer
(CEO) turnover before and after the split-share structure reform. The
results suggest that CEO turnover before split-share reform caused no signif-
icant improvement in stock performance. After split-share reform, however,
there is a significant improvement in stock performance following CEO turn-
over when the firm has exhibited negative prior stock returns. The post-re-
form result suggests that after split-share reform, controlling shareholders
have an incentive to discipline CEOs who show poor stock performance.

Finally, I explore the expropriation probleml associated with cash divi-
dend payments in Chinese listed companies. This book investigates the rela-
tion between changes in cash dividend payments, non-public tradable
shares, and the percentage ownership of the controlling shareholder before
and after the split-share structure reform. The analyses find a significant re-
duction in cash dividends before and after the reform. Importantly, the re-
duction in cash dividends was significantly related to the reduction in the
largest shareholder’s ownership; however, it was not significantly associated
with the decline in non-publicly tradable shares. These results suggest that
Chinese controlling shareholders’ preferences for cash dividends are attribut-
able to the inherent illiquidity of their shares rather than the non-tradability

of shares.
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This study suggests that an incentive of controlling shareholders is par-
ticularly important in China, which has weak minority shareholder
protection and concentrated ownership structures. This book also finds that
the split-share structure reform aligns the interests of controlling and
minority shareholders to a certain extent. However, as long as controlling
shareholders have an incentive to keep sufficient equity stakes to achieve
their goals, the conflict of interests between controlling-minority

shareholders will not be eliminated.
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1. Introduction

1.1 Motivations for the study

1.1.1 Agency conflicts in corporations

Corporate governance is a set of mechanisms through which conflicts of
interest between stakeholders are mitigated. The most typical conflict of in-
terest in modern corporations is that arising from separation of ownership
and control (Berle & Means, 1932). Separation of ownership and control
will generate misalignment of interests between managers and shareholders
and in turn cause poor firm performance ( Alchian & Demsetz, 1972; Fama
& Jensen, 1983a; Jensen & Meckling, 1976) (type I agency problem).
Jensen ( 1986, 1989 ) argued that managers can expropriate dispersed
shareholders by diverting corporate resources for perquisites and empire
building. From this perspective, corporate governance mechanisms are
expected to align the interests of agents ( managers) with those of share-
holders.

The second conflict of interest exists between debtholders and share-
holders ( agency problems of debt) ; debtholders are fixed cash flow claim-
ers who inevitably have different preferences from shareholders who are re-
sidual claimants to the firm’s income stream. It is well documented that
shareholders prefer riskier projects with a higher expected return at the ex-

pense of creditors ( Jensen & Meckling, 1976) , and that shareholders have
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an incentive to forgo value-increasing projects to transfer wealth from credi-
tors to them (Myers, 1977). Because public creditors anticipate these po-
tential conflicts, borrowers face higher interest rates or must take costly
measures to assuage such fears. Indeed, protective covenants are included
in many debt agreements to inhibit stockholders from reducing the value of
existing creditors’ claims on a firm’s assets, such as a limitation on the pay-
ment of dividends, restrictions on the issuance of additional debt, limita-
tions on the riskiness of the projects undertaken, and so on ( Jensen &
Meckling, 1976; Myers, 1977; Smith & Warner, 1979).

The third conflict of interests, which has recently received considera-
ble attention from corporate governance researchers, is the expropriation of
minority shareholder wealth by controlling shareholders ( type II agency
problem) (Baek et al., 2006; Claessens et al., 2002; Cronqvist & Nils-
son, 2003; Faccio et al., 2001; Fan & Wong, 2002; La Porta et al.,
1999; La Porta et al., 2000b; Lemmon & Lins, 2003; Mitton, 2002;
Shleifer & Vishny, 1997 ). Shleifer and Vishny ( 1997) argue that when
controlling shareholders have sufficient equity stakes to control a company,
they will pursue private benefits of control that minority shareholders do not
share, which results in decreased firm value. La Porta et al. (1999) assert
that the central agency problem in large corporations is to restrict expropria-
tion of minority shareholders by controlling shareholders.

It should be noted that different countries face different agency con-
flicts. When corporate ownership structure is diffused, as is typical for U.S.
and UK corporations, agency problems stem mainly from conflicts of inter-
ests between outside shareholders and managers who own an insignificant a-
mount of equity in the firm (Jensen & Meckling, 1976). It is well-dis-
cussed that in Japan and Germany, major banks monitor managers, and
long-term relationships between banks and borrowing companies effectively
mitigate the agency costs of debt ( Diamond, 1984; Moerland, 1995;
Sheard, 1989). In contrast, there are many family-controlled firms or com-

panies with concentrated ownership structures in continental Europe and
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East Asian countries, and the type Il agency problem is the most prevalent
issue in those companies ( Claessens et al., 2000; Faccio et al., 2001;
Faccio & Lang, 2002).

1.1.2 Corporate governance devices

Corporate governance mechanisms are expected to mitigate agency con-
flicts. Denis and McConnell (2003) define corporate governance as a set of
mechanisms, both institutional and market-based, that induce the self-in-
terested controllers of a company ( those that make decisions regarding how
the company will be operated, including both managers and controlling
shareholders) to make decisions that maximize the value of the company to
its owners ( the suppliers of capital ). Good corporate governance can effec-
tively mitigate agency problems, thus it is vital for shareholder protection
and healthy stock markets ( Shleifer & Vishny, 1997; Gillan, 2006)

Broadly speaking, researchers generally place corporate governance in-
to two categories: internal and external governance ( Hopt et al., 1998;
Keasey et al., 1999). Internal governance is constituted primarily of owner-
ship and control, characteristics and composition of the board of directors,
and executive compensation and succession ; while external governance cov-
ers the market for corporate control (the takeover market) , production mar-
ket competition, and the legal systems ( Huson et al., 2001; Denis & Mc-
Connell, 2003 ; Gillan, 2006). Some previous studies suggest that signifi-
cant creditors, like banks, can also provide effective monitoring to firms.
(Ahn & Choi, 2009; Diamond, 1984 ; Hoshi et al., 1991; James, 1987;
Lummer & McConnell, 1989 ; Moerland, 1995; Sheard, 1989).

Among the aforementioned three internal governance mechanisms,
ownership structure is crucial to the firm’s value maximization. It is reasona-
ble to presume that greater overlap between ownership and control should
lead to a reduction in conflicts of interest and, therefore, to higher firm val-
ue (Denis & McConnell, 2003 ; Fama & Jensen, 1983a, 1983b; Jensen &

Meckling, 1976). The board of directors is a second mechanism designed
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to represent shareholders to exercise control and management over a firm,
and ensure that the firm’s resources are used in the best long-term interest
of the shareholders ( Jensen & Meckling, 1976; Fama & Jensen 1983a).
To effectively perform that function board members should be independent,
professional , and have the experience to judge the actions of senior manage-
ment ( Demb & Neubauer, 1992; Beasley, 1996; Rosenstein & Wiyatt,
1990; Luis et al., 1987; Yermack, 2006 ). Managerial compensation and
succession is another internal mechanism intended to align the interests of
managers with those of shareholders and is one of the top responsibilities as-
signed to the board of directors. In practice, managerial compensation is
designed to be dependent on firm performance, and managers are replaced
for poor firm performance ( Barro & Barro, 1990; Byers et al., 2008;
Coughlan, Schmidt, 1985; Huson et al., 2004; Kang & Shivdasani,
1995; Kaplan, 1994; Warner et al., 1988).

An active market for corporate control is considered essential for the
efficient allocation of resources (Jensen & Ruback, 1983; Jensen, 1986;
Manne, 1965; Marris, 1963; Martin & McConnell, 1991; Scharfstein,
1988 ). In the event that a firm fails to institute an effective internal govern-
ance system, significant agency costs will be imposed on its shareholders.
These costs will in turn be reflected in the firm’s relative underperformance
or low market valuation. Market participants outside the firm are likely to
perceive that as an opportunity to acquire the underperforming firm, replace
bad management, and create additional value for the shareholders by impro-
ving the operations and governance system ( Denis, 2001; Eichholtz &
Kok, 2008; Jensen & Ruback, 1983; Jensen, 1986; Manne, 1965; Mar-
ris, 1963; Martin & McConnell, 1991).

Competitiveness in the product markets is another external disciplinary
mechanism that aligns the interests of shareholders and management. Com-
petition in product markets makes profits more sensitive to the efforts of
managers, and makes the possibilities of comparisons between the perform-

ances of managers intensified. It also distinguishes superior managerial abil-
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