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ABSTRACT

There are two ways shareholders may “share the wealth” generated
from growth of companies; cash dividends and capital gains. On one hand,
since shareholders are fund providers to the companies, paying dividends to
shareholders is the premise and foundation for the success of joint-stock
mechanism. On the other hand, stock price will increase to reflect an
improvement in enterprise value, and shareholders may realize capital gains
thereof. However, in practice view in china, there are not rigid systems
requiring listed companies to provide returns for shareholders, providing
returns turns out voluntary and mainly via dividends.

From a historical point of view, the company dividends emerged as early
as 300 years ago, when the rise of European Renaissance brought great
developments in commercials, marines and geographical discoveries. In the
practice of company operations, should profits be distributed to shareholders
or stay within the company? What kind of methods should be taken in
dividend distribution? How much dividends should be distributed? How will
the amount and method of dividend distributions influence enterprise value
and shareholder wealth? Exploration of these issues has experienced a
number of developments since 1940s, from great debates among dividend
irrelevance theory, to the relaxation of assumptions for the Modigliani-

Miller(MM) theorems and the perfect agency theory, a series of hypothesis
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has formed thereafter, which including the tax difference theory, the
clientele effect theory, dividend signaling theory, agency cost hypothesis,
free cash flow hypothesis, major shareholder interest occupation hypothesis
and legal protection hypothesis, etc. These theories/hypotheses explain the
dividend policy from different views. Unfortunately, although there are
fruitful studies in this field, no one theory alone can fully explain the
mystery of dividend payouts, and no agreements have been reached so far.

China’s stock markets are characterized by great vibrancy of individual
investors where individual investors account for around 85% of trading
volume in the entire market. Currently, China is in a period of economic
transition and social transition, anxiety and insecurity is prevalent among
public groups, so that most investors take a very short-term view on
investments and the casino gambling mentality take control of the stock
market. An important feature of short-term trading is to get capital gains;
rather than cash dividends, these investors prefer stock dividends. In their
opinion, stock dividend conveys management’s confidence in future
performance growth, which would lead to future stock price rise; this fits
well with the nature of investor preference for capital gains. Therefore,
concern grows over stock dividends while the attractiveness of cash dividends
declines.

For a long time, dividend has been the focus of shareholder returns in
China, other aspects are seldom involved. While in the international market,
there are diversified shareholder return methods, such as cash dividends,
stock repurchases, performance growth, and market capitalization growth,
etc. This gap can be explained by the shareholder awareness to some extent,
but there are deeper roots in the degree of market development and systems
design. With continuous improvement in market-based system, the
investment philosophy in china’s market has gradually changed, awareness
over shareholder returns has gradual increased, and there have been great
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developments in philosophy, methods and degrees of shareholder returns in
practice. All of the following are characteristics of our market at present.

First, distribution of profits is still the main way of return. Particularly,
cash dividend distribution is still the most important way to reward
shareholders. With recent efforts to enforce dividend policy, cash dividend
levels in China has improved significantly, but cash dividend payout ratio,
dividend yield as well as dividend sustainability are still low in China
compared with mature western capital markets.

Secondly, return methods have gradually diversified. Stock dividends
and turning capital surplus or reserve surplus to increase capital have
gradually become important ways. In addition, stock repurchgses and
physical dividends are increasingly active and becoming new ways of
shareholder returns.

Thirdly, with the improvement of various infrastructure systems in
stock market, philosophy of shareholder returns have gradually changed. In
split share reform era, as non-tradable shares were indifferent to the price
fluctuations in stock market, the major way for companies to provide
shareholder return was to distribute cash dividends through profit
maximization and asset appreciation of the companies. With the completion
of the share reform, the market capitalization performance has closely linked
to the economic interests of major shareholders. The goal of listed
companies is now to maximize the value of the company, and the role of
listed companies has changed from major shareholders’ refinancing tool to a
platform to create value and manage value for all shareholders.

In recent years, regulatory authorities have attached great importance to
strengthen corporate governance and enhance shareholder returns. In order to
encourage and lead the listed companies to develop sustainable and transparent
cash dividend policy, so as to form a reasonable profit distribution mechanism,

CSRC has issued a series of normative documents, established a corresponding
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cash dividend mechanism, gradually showing a policy orientation to
reasonable return and cash dividends. However, either the policies to link
cash dividends with refinancing behaviors, or the regulatory focus on
dividend distribution perfection and cash dividend information disclosure,
they are just the intent of regulatory authorities to encourage and support
listed companies in cash dividend decisions, little success has been achieved
in practical effect.

It can be said that, shareholder return system is so complex that it
cannot be solved from one single aspect. It must be addressed from three-
dimensions: market level, company level and regulatory level.

Currently, in most countries in the world, listed companies have rights
to decide their own dividend policy, because dividend decisions essentially
depends on the growth phase, profitability and future operating environment
of the company; it belongs to a category of corporate autonomy. In emerging
markets, for the purpose of investor protection, external supervision may be
established to strengthen the implementation of shareholder returns, so as to
help establish a reasonable profit distribution mechanism. But external
regulatory policies should respect the shareholder autonomy principle and
the microscopic characteristics of companies such as industry, financial
position and lifecycle, through the association of company articles and the
innovation on shareholders voting mechanism, to link dividends distributions
with executive incentive contract, with refinancing regulatory, and with
institutional investors holdings, etc. , so as to lead listed companies to form
a sustainable, stable cash dividend mechanism. As the legal system of
investor protection gradually improved, the investment philosophy gradually
sophisticated, and the level of corporate governance constantly improved,
dividend distribution behavior will gradually transform from a semi-
mandatory to spontaneous rational; dividend issue will probably become
completely autonomous issue of listed companies then.
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