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What�s the paper about?

Review comprehensively the Split-share Structure Reform (SSR)

Evaluate the reform in terms of improving �rm performance and
corporate governance.

Investigate the driving forces behind its success, particularly as a
privatization e¤ort.
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Why this paper?

What is the split-share structure?

Unlisted non-tradable shares coexist with listed tradable shares with
otherwise identical rights in a domestically listed Chinese �rm.
Legacy of China�s initial (partial) share issue privation (SIP) in the
early 1990�s.

The SSR was a very important event in the development of China�s
�nancial system.

Liberalized 454 billion non-tradable shares, 2/3 of RMB-denominated
domestic shares (A-shares) outstanding.
Gateway to China�s secondary privatization since 74% of the
non-tradable shares were state-owned.

No work has carefully evaluated the reform.

The SSR provides a great opportunity to study privatization.
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Origin of the Split-share Structure

The Chinese government tried to vitalize �nancially-troubled SOEs in
1980�s, but failed.

Initial (partial) SIP� corporatized and privatized selected small and
medium SOEs through IPOs (Lin, Cai and Li, 1998; Lin, 2000; Sun
and Tong, 2003).

SOEs issued tradable shares to public agents, the government
remained in control by holding dominant non-tradable shares.

The split-share structure was established.
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Problems caused by the Split-share Structure

The interests of tradable and controlling non-tradable shareholders
are fundamentally di¤erent

Non-tradable shares were priced based on the book values of assets.

No e¤ective internal and external monitoring

Controlling shareholders relentlessly raised money through seasoned
cash o¤erings.

Rent seeking through (1) related-party transactions, (2) corporate
loans to large shareholders, (3) listed �rm guaranteeing loans for large
shareholders.

Investors speculated for short-term returns rather than for long-term
capital gains.

Extremely under-developed corporate bond market

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 5 / 15



Problems caused by the Split-share Structure

The interests of tradable and controlling non-tradable shareholders
are fundamentally di¤erent

Non-tradable shares were priced based on the book values of assets.

No e¤ective internal and external monitoring

Controlling shareholders relentlessly raised money through seasoned
cash o¤erings.

Rent seeking through (1) related-party transactions, (2) corporate
loans to large shareholders, (3) listed �rm guaranteeing loans for large
shareholders.

Investors speculated for short-term returns rather than for long-term
capital gains.

Extremely under-developed corporate bond market

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 5 / 15



Problems caused by the Split-share Structure

The interests of tradable and controlling non-tradable shareholders
are fundamentally di¤erent

Non-tradable shares were priced based on the book values of assets.

No e¤ective internal and external monitoring

Controlling shareholders relentlessly raised money through seasoned
cash o¤erings.

Rent seeking through (1) related-party transactions, (2) corporate
loans to large shareholders, (3) listed �rm guaranteeing loans for large
shareholders.

Investors speculated for short-term returns rather than for long-term
capital gains.

Extremely under-developed corporate bond market

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 5 / 15



Problems caused by the Split-share Structure

The interests of tradable and controlling non-tradable shareholders
are fundamentally di¤erent

Non-tradable shares were priced based on the book values of assets.

No e¤ective internal and external monitoring

Controlling shareholders relentlessly raised money through seasoned
cash o¤erings.

Rent seeking through (1) related-party transactions, (2) corporate
loans to large shareholders, (3) listed �rm guaranteeing loans for large
shareholders.

Investors speculated for short-term returns rather than for long-term
capital gains.

Extremely under-developed corporate bond market

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 5 / 15



Problems caused by the Split-share Structure

The interests of tradable and controlling non-tradable shareholders
are fundamentally di¤erent

Non-tradable shares were priced based on the book values of assets.

No e¤ective internal and external monitoring

Controlling shareholders relentlessly raised money through seasoned
cash o¤erings.

Rent seeking through (1) related-party transactions, (2) corporate
loans to large shareholders, (3) listed �rm guaranteeing loans for large
shareholders.

Investors speculated for short-term returns rather than for long-term
capital gains.

Extremely under-developed corporate bond market

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 5 / 15



Problems caused by the Split-share Structure

The interests of tradable and controlling non-tradable shareholders
are fundamentally di¤erent

Non-tradable shares were priced based on the book values of assets.

No e¤ective internal and external monitoring

Controlling shareholders relentlessly raised money through seasoned
cash o¤erings.

Rent seeking through (1) related-party transactions, (2) corporate
loans to large shareholders, (3) listed �rm guaranteeing loans for large
shareholders.

Investors speculated for short-term returns rather than for long-term
capital gains.

Extremely under-developed corporate bond market

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 5 / 15



Problems caused by the Split-share Structure

The interests of tradable and controlling non-tradable shareholders
are fundamentally di¤erent

Non-tradable shares were priced based on the book values of assets.

No e¤ective internal and external monitoring

Controlling shareholders relentlessly raised money through seasoned
cash o¤erings.

Rent seeking through (1) related-party transactions, (2) corporate
loans to large shareholders, (3) listed �rm guaranteeing loans for large
shareholders.

Investors speculated for short-term returns rather than for long-term
capital gains.

Extremely under-developed corporate bond market

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 5 / 15



Failed early privatization attempts

The Chinese government had tried to future privatize listed SOEs to
raise fund for economic restructure.

Secondary market sales: in 1999, 10 �rms were chosen to sell
state-owned shares.
Shanghai and Shenzhen Composite Indexes dropped by 7.3% and
6.8%, respectively, in 25 days. Stopped.
Primary market placement: in 2001, wanted to sell 10% state-owned
shares in IPOs and SEOs.
Shanghai and Shenzhen Composite Indexes dropped by 31% and 33%,
respectively, in 4 months. Stopped.

Other failed attempts...
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Why did early privatization fail?

Legislation: the non-tradable state-owned shares did NOT have
legitimate trading rights!
Methodology: privatization was purely a government agenda� no
compensations to the public investors
Plan: how about those shelved state-owned shares?

Caused tremendous public dissatisfaction and anxiety

Long bearish stock market during 2002-2004, in contrast to 11%
annual compounding GDP growth.
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The Split-share Structure Reform

Kicked o¤ in April 2005.

Unique features compared to previous failed attempts

market-based compensation mechanism� for each �rm, non-tradable
shareholders negotiated directly consideration paid to tradable
shareholders.
compulsory the 12-month lockup of non-tradable shares after the
implementation of the SSR.

Opened up gate for China�s secondary privatization.
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Great opportunity to study privatization

Problems su¤ered by the literature: unreliable data, sample biases,
endogeneity, and changing environments

The SSR was carried out simultaneously on SOEs and non-SOEs in
less than 3 years� di¤erence-in-di¤erence analysis.

To non-SOEs, dismantling the dual share structure.
To SOEs, dismantling the dual share structure + liberalizing
state-owned shares with legitimate trading rights.

Reliable �nancial and governance data available before and after the
reform.

Almost all �rms involved, less selection and sample biases, if any.

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 9 / 15



Great opportunity to study privatization

Problems su¤ered by the literature: unreliable data, sample biases,
endogeneity, and changing environments

The SSR was carried out simultaneously on SOEs and non-SOEs in
less than 3 years� di¤erence-in-di¤erence analysis.

To non-SOEs, dismantling the dual share structure.
To SOEs, dismantling the dual share structure + liberalizing
state-owned shares with legitimate trading rights.

Reliable �nancial and governance data available before and after the
reform.

Almost all �rms involved, less selection and sample biases, if any.

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 9 / 15



Great opportunity to study privatization

Problems su¤ered by the literature: unreliable data, sample biases,
endogeneity, and changing environments

The SSR was carried out simultaneously on SOEs and non-SOEs in
less than 3 years� di¤erence-in-di¤erence analysis.

To non-SOEs, dismantling the dual share structure.

To SOEs, dismantling the dual share structure + liberalizing
state-owned shares with legitimate trading rights.

Reliable �nancial and governance data available before and after the
reform.

Almost all �rms involved, less selection and sample biases, if any.

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 9 / 15



Great opportunity to study privatization

Problems su¤ered by the literature: unreliable data, sample biases,
endogeneity, and changing environments

The SSR was carried out simultaneously on SOEs and non-SOEs in
less than 3 years� di¤erence-in-di¤erence analysis.

To non-SOEs, dismantling the dual share structure.
To SOEs, dismantling the dual share structure + liberalizing
state-owned shares with legitimate trading rights.

Reliable �nancial and governance data available before and after the
reform.

Almost all �rms involved, less selection and sample biases, if any.

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 9 / 15



Great opportunity to study privatization

Problems su¤ered by the literature: unreliable data, sample biases,
endogeneity, and changing environments

The SSR was carried out simultaneously on SOEs and non-SOEs in
less than 3 years� di¤erence-in-di¤erence analysis.

To non-SOEs, dismantling the dual share structure.
To SOEs, dismantling the dual share structure + liberalizing
state-owned shares with legitimate trading rights.

Reliable �nancial and governance data available before and after the
reform.

Almost all �rms involved, less selection and sample biases, if any.

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 9 / 15



Great opportunity to study privatization

Problems su¤ered by the literature: unreliable data, sample biases,
endogeneity, and changing environments

The SSR was carried out simultaneously on SOEs and non-SOEs in
less than 3 years� di¤erence-in-di¤erence analysis.

To non-SOEs, dismantling the dual share structure.
To SOEs, dismantling the dual share structure + liberalizing
state-owned shares with legitimate trading rights.

Reliable �nancial and governance data available before and after the
reform.

Almost all �rms involved, less selection and sample biases, if any.

Li Liao, Bibo Liu and Hao Wang (Tsinghua University) HKIMR, 2013 Hong Kong 9 / 15



What do we �nd?

Was the SSR successful?

Performance: output, pro�tability, employment, solvency, and
operating e¢ ciency.
Governance: related-party transactions, corporate lending to large
shareholders, the Her�ndahl index of top 10 shareholders�shareholding,
and managerial shareholding percentage.
Contrast 3 years before and after the reform.
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We �nd

signi�cant improvements in �rm performance, stronger for SOEs.
signi�cant improvements in governance, but weak di¤erences between
SOEs and non-SOEs.

Concluding remarks:

The SSR was successful.
It might boost SOE performance with privatization expectation.
Governance improvement may need more substantial ownership
changes.
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Is the market mechanism in the SSR a driver of its success?

H1: The SOEs experienced greater post-reform performance
improvements than the non-SOEs.
H2a: SOE�s sensitivity to market negotiation mechanism positively
impacts their post-reform performance.
H2b: SOE�s reliance on market negotiation mechanism positively
impacts their post-reform performance.
IMPprivatization = ∆PerformSOE � ∆PerformNon�SOE benchmark

divide the non-SOEs into 5x5 portfolios by size and industry and
compute the median performance change of each portfolio,
∆PerformNon�SOE benchmark
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Results:

SOEs signi�cantly outperformed non-SOEs in revenue growth.
SOE�s sensitivity to/reliance on the market negotiation mechanism
experienced greater privatization-induced performance improvement.

Concluding remarks: the market negotiation mechanism predicts
positively the success of privatization. (the link?)
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Implications

The SSR had been fueling new energy into China�s economic
development.

Expectation of privatization may boost corporate performance before
actual ownership transfer took place.

Although when and how the Chinese government will privatize SOEs
remain unclear, the SSR points to a clear direction nonetheless.

Market mechanism is more e¤ective than top-down administrative
orders in privatization.
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Data and empirical design

Data:

Sources: CSMAR crossed checked with WIND
All �rms �nished the SSR by the end of 2007, excluding inactive,
�nancial �rms and those with unreliable accounting information
1023 �rms: 633 SOEs and 399 non-SOEs.

Empirical challenges:

China changed general accounting principles e¤ective in 2007, a¤ecting
how assets, inventories, investment and other incomes are scoped and
calculated� we use operating revenue and operating pro�t-related
measures.
2007-2009 �nancial crisis causes market-based performance measures
unreliable� we focus on �rm �nancial performance.
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