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NI WS W E ROE » ST AMEFE / PR EKEE

SIZE BBk E (B A B AR S

LEV BRI E E SRR EE

Q HMRETE / BNE~KE(E

14 BRAEH A ETATRMERR LG (RER

OWN BASHAMFAR (LSRR hEl - T &ERAGEFR LB
AYFEFR 5

cv AR (WEeRWEER / BHl ERER

Chain BAREH AR LT ATNSHEKE ;

State MR, 1| ERERZEEH > 0 RFEREEREH

Year2004 AEEMAE . 1 R 2004 84 > 0 FR 2003 FHF

Inds Age s BB ddlr, BRHM - C ol - DB R RKIIE

AR > EBH . FREER - SHEABEL - G ETRER
Al HMEMESY, 1 £/l JEl&l, KEaRsEl -
Lfe - BEMBEERL - Z5&6% 12 MEEE - BEREMENEL -
1 ZRZfad TR o -

Panel BFIR T R AEHIAEHR - AN EARNEERENFL -
SREH A EHA RS ETEEEIE 44.17% - 2004 FHOFHEUEF
RIECERER 2003 1K 5 FTABULBIFEH R 37.46% » MAXSRPHEL R R =AY
HFREERERE » Xx—LETFH782.87% » Bl EHAF 100 THIFE >+
A 82.87 TEHBLEH NRMER > FELEHATTUESR EHTAF 82.87% &
AU AN o B —E AN B RLAEHANTARNSEHNAFERE
BN RERERHAZEL K AN RERERESTS KILHAOH SRR -

Panel C ik THEA/A F 2003 SEF1 2004 FEHHE ~ AUFZRL R MK BRI
B HPHRKEES A Tobin’Q RER °

%= 4 EXNBLEHABELU RS L HA R Z A RS &K BT R R
%3t o Panel ARTEREEHEENSE - AMENRKKEHMAS LHARZHE
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Panel A A B EHF &

TE Year N Mean SD Min Median Max

CR All 2,390 ~0.1363 0.2707 -0.9093 —~0.1847 1.3126
2004 1,225 -0.1523 0.2501 -0.9093 -0.1871 0.9775
2003 1,165 -0.1196 0.2899 —-0.8258 —~0.1811 1.3126

CAR All 2,390 ~0.0844 0.2774 -0.8547 -0.1162 1.2837
2004 1,225 -0.0234 0.2501 —0.7804 -0.0582 1.1064
2003 1,165 —0.1485 0.2899 -0.8547 —0.2100 1.2837

NI All 2,390 0.0451 0.7365 ~9.2812 0.0569 19.4211
2004 1,225 0.0502 0.9442 -9.2812 0.0554 19.4211
2003 1,165 0.0397 0.4191 ~4.5146 0.0590 7.6174

Panel B A B REEH AER 1 FFAERIER

TE Year N Mean SD Min Median Max

|4 All 2,390 0.4417 0.1677 0.0886 0.4286 0.8500
2004 1,225 0.4398 0.1667 0.0909 0.4261  0.8500
2003 1,165 0.4436 0.1688 0.0886 0.4333 0.8500

OWN All 2,390 0.3746 0.1950 0.0050 0.3542 0.8500
2004 1,225 0.3706 0.1945 0.0050 0.3496 0.8500
2003 1,165 0.3789 0.1956 0.0050 0.3620 0.8500

cv All 2,390 0.8287 0.2648 0.0171 1.0000 1.0000
2004 1,225 0.8222 0.2674 0.0171 1.0000 1.0000
2003 1,165 0.8355 0.2620 0.0171 1.0000 1.0000

Panel C 4t &l Eh4F1E

e Year N Mean SD Min Median Max

SIZE All 2,390 21.1012 0.9517 17.5534 21.0347 26.9456
2004 1,225 21.1497 0.9671 17.7510 21.0915 26.9456
2003 1,165 21.0501 0.9329 17.5534 20.9742 26.6412

LEV All 2,390 0.4973 0.4157 0.0108 0.4662 10.3752
2004 1,225 0.4999 0.3250 0.0108 0.4833 4.8827
2003 1,165 0.4946 0.4936 0.0126 0.4495 10.3752

Q All 2,390 0.9022 0.5389 ~5.4143 0.8240 6.6759
2004 1,225 0.8151 0.4697 ~3.1638 0.7417 6.6759
2003 1,165 0.9938 0.5896 -5.4143 0.9083 6.6070

CRAESHFERERE  B—NTEFENABREM 1 /FEREHE100% 3 it

RYEI RN BEEEFERNEE I RERSE - SAREN | MEREE

CARNEFEHEBMEWERE - ETERFELEMBEERBEPIEHELE T
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VO 2 i AR £ T Rl A AR B
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k4 TEHRESH
Panel A 7[R 4 £ Hl 5E B ETFR

Year N Chain
1 2 3 4 5
All 2,390 149 1,396 686 126 33
2004 1,225 79 710 355 64 17
2003 1,165 70 686 331 62 16
Panel B ANEEERZEHNBEEHE ST
Year N Starte
0 1

All 2,390 640 1,750
2004 1,225 350 875
2003 1,165 290 875
Panel C REI4E E R & E R A S HERE S M
Year State N Chain
‘ 1 2 3 4 5
All 0 640 46 327 203 49 15

1 1,750 103 1,069 483 77 18
2004 0 350 29 178 109 27 7

1 875 50 532 246 37 10
2003 0 290 17 149 94 22

1 875 53 537 237 40

Chain : EEH AT L H AR Z EIRIEHISE ;
State: WEE - 1 ERRZEMARNER : 0 RAEEREE -

FSEREXEAZ MEHEZEN 1B > IRKLEHATEEEMNLTAA -
EHl4EE 23 3 ZEEMATRKE > MAXMEGIEME FTEK o Panel B ¥

BABHI AN NERZAEHE FEREEELEH - BEARIFIFERE
FERAEHN ETARLARE 30% - 2004 FEERZFLEH LTAF
AE#EE —FTEEEACLRELFEN  A—TEEHTRESLBERF
LI LT > AT o Panel C 1415 il HE 1% BB R ] S 245 Hl AT T3
MPEZ I FEREFHLZEHEREER S AHLES - &@ETFRA
BZ??“%IJ%EG%%#%JJ:FE’*TI o N 2 EESXFIEHI 4 ? RIEAIHEA3E

s REEFREEMEXFNTE ? XHERBER A LT AR RT T 45
E;un 2
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T
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CAR =0t + ByNI + B, Year2004+ Y B,Ind,; +¢ 1)

J=3

Hif > CARRRAFMEEEEWBHRER > o NEET - NIEFR
REEFAF - ARFREFREMT » Year2004 NEFMEE > [nd B
12 M7k e ARHEKER - % 6 RRIHMLEE -

TR LAR U B F ERAREHAT TR » 8 T EELRITLEEL
G RALFRBEKRKPFEREE HBFEIR CARZ MW EFER T EHE
RE BGEEFTFEHHRREENT > AEERHEREME0.05 K FLEE
EMR > BEARRAFKTEESREBFINGEY BFEEFHLLER -

RINMAREEFANREUENIREER > BRI RANE LR -
BT A E L BEAE #H N5 Fan and Wong (2002) E XA ER > FL -
TEHEE! 2 328 Fan and Wong (2002) EXMIBmATHI AR - BIEEHIN
s 20% - HEATTEE ; BE 3 PRHEHAIE 20% 2 50% Z HATREAR
HATTAE « B 4 AT E X —EZNEM ; 0N 3 Bk >
Rl & 2ZAZ AN BSLE SR SRR > FHHESEE s RLAEHAR S > 4
AEEARBRAEHNAUREHEN S B ABESENEN - N T FIFEE
Fan and Wong (2002) RIS RMILE » HA 4 MR 5 A T RKE#|
AEFIRBIRT 200% WHEARETHF - FEEEAEITER Y

CAR = 0+ B, NI + B, NI*SIZE + B3 NI*LEV + By NI*Q + Bs NIV + B NI*CV

+ B, NI*CHAIN + By NI*STATE + B, NI*STATE*CHAIN + fixed +¢ >

 Judgeeral. (1980) WHNLMRHEEBZ HMMAXZFRT 0.8 1 » HEHF™
> X TEHAERASEHBARAEM o

P ARENMEAEFARZBERPEBOATERBRFLBHERLDHA
Fan and Wong (2002) ZHRERBAREHNEEZHEE 20 AESRKEFES
BRI

o BrARA LT EIHE R SR A 20% R H IR _E R p) g RARR - 751
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Rk

rEREAERE 2003 A RA 2004 AL T
Cons -0.1836 -0.1918 ~0.0494
(—8.24)**~ (—6.19)** (-1.72)"
NI 0.0315 0.1249 0.0156
(4.24)*** (6.57)*** (2.07)**
Year2004 0.1243
(11.44)**=
Inds Conrtrol Conrrol Conrtrol
N 2390 1165 1225
F 16.777** 14.43** 3.02***
Adj-Rsq 0.0846 0.1304 0.0210

BRBEECAR HEBH R ITRRSE  FTERFELADRFEEFAATEHEEE
MNEREEN B EEREM 1 FERBEE 100% 5tk

BEE

T ZFREEEERFERE—
BERENEAFEREFREFNAGEERERSE  BAMER 141
NIETARBGERE NN EREE ;

Year2004 WA E -
[ntz’.r'jj 12 A'T:IJL?’L'%J@E’

;L EYER BRI ;
¥k o oxx s = SFIFE 0.01 0 0.05 0 010 KFLERE FSHR iR -

1 RN 2004 A - 0 7 2003 FHEE
S RIBIFE ST A4y > i E WA RR BT L4 R 13

NTHEE T‘UTH’J%T%EP%‘KuFixed%’{ﬂEfﬁﬁ’EE%ﬂﬁl@E% SR

ERFIR « EHE 1 > RAFNE

NI*SIZERZENIFRI ARG H
FME A REME S S BHIE o KX T IEE Bk 58450 E 5 A0 5 mE
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RBZERNAR > X—25 Fan and Wong

AR - NTRRBC RN -
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BB EA M ERAT - REEHANEHNSGS
(2002) NATIANERIHREER

EREIEMKMN > X5 Fan and Wong
th A& ° Fan and Wong
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(2002)
EMEEEST AN EZm > Fi -
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FF o BN ER T2 AN R BN TRARFEESEN
o Bl BANEESERETN - GENANSERNEEEENEE
CVHIEARECHE - M E70.05KFEREREN » RPTH AL EIREFN
AEERT » BEAERAN LT ATMEL21TRH 4 Jenson and Meckling
(1976) REHEIRRIE -

A 2 FIE R Fan and Wong (2002) &N RIBRLERIA - BHIL A
it 20% HITRS - AHZERSEE 1 ReHMA > EEERALTHOF
2, MAGST EHEEEM o BE BB RERBAR GEHBUEE 50%) 1Y
RARIR  SRAGLHNLASHTHAR - ERELITEALE > REE
W9 A LE EAR SR 1 - R 2 HIRE o AL S TS R A IR I AT AE
o [E A B R A H AR R TI h 44% KA BRAKBEREFTE LT
AFIRFEL RN - XLEARMEMEYZEFLEN > Bt EHWFF
EEIXE N TR -

MASREEHAS EHARZ S HsEL G - BER 4 gRe o &
HRHOI S HRAGEESBZANMAZEEERR  CVEBNERPFESA
T i BAREEME - EH3PRBN - RAEHAX EHA RS
M MEAMFEEREEEURIMEES > AE2RSAEEE - B -
S A REANEE S B MEAMARL - AAREEENTHN A
s ARARBEE - HPWEETWRETEREHN LT ARS EERKE
sl F A TS RKE RSN SR RERR - X T ERRLES LW
JNF] 5 Fan er al.(2005) INERS B0 45 2 B T BUF AT R FTAUT A4S
B EENEE » KEERE T HOBRTREE - f& T EHARMN
EMARBLNRE  NTREEARENESTE - XMHEMEREHRE
B LA Fa k(s B RS HLIS IR M R > ISR RIR 6 —ik » RMERREHIRS
RARESEZANYESR - N TEEREESLEROARRMN » FAFE
H WAL > B - ZEREHENEAEESENEWN » FEXSARMER
MR EERIA -

R s WHE 3 HEAT TR - BRI S FREEEENER
SHIE LAMER Y E A B4R - SHsENEARREE R > AL
K - R RTINS (5 BMRE > RIERARES SRR -
EFEHNEARESEEAEMENE > ERESae X—REZAMNRLE
ENH - MBEXEHASEHENTXEEER » N TERGLERO LT
7. ESfsaK > BAGESEMS - U EER5RU3ELME > MTHE
FRAEH R FHARARASKH  BATHERKS BN ERA LR
ATTHERARIS B - FEEKGEEAERE ; A8 » BRFLEM A IEMT
HZMtenin LA EHRT ATH > BETHE - BURKEm U RBUTE
FHARNENTRESAARKBEESMEMATMNEE - ATHREER
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BORTTRIZEMW - EEUFSEERN LT AR Z MBI TELSAE » XS
HFEAE L KPR ERE T W BT F AR - 85 7T EHAFRN ENLAF
BERRENGEESE - MATEERRLEHN EHAT - BYRKEHIFEN
HAY AT REFE TS AR R A T 4 (Williamson, 1985; Stein, 1997) » 4t
ZERBEBHRS - ARXFHVHF A Al i R B4k FEmAENT >
BROERIERA LR ERS MREE BNV SRS N AEME - F
RAERENEEZNBRGEEREEREANEEMA » XA UNESHELE N
B9 | H R FAT LA T b o ke -

(=) REMERLE

N TREIEFEL R R &L E R ARIZW > RN E R & LIS HI
FERRERLDFWIE > SAH#ITEIE - FRMESH R > HPHRAEH A
%18 Fan and Wong (2002) MIZEX » EHERA THABERRAE » R 5% 8
B —B - MTEFRRLEHN ETAR - SHERK > BUFTH#D > £
EEMAR B EHUREUBRARMERAMN B 5 Bt BAREH T4
KRB AREEREL  BANGEESBUMES - T EERESEEHN
ETAR > BAEGENEILZENT B NERATE > @& MESHEN
BE > FHEEZNAEMNBURELSHARERGSS - 2 EHATNTEE
HEAR > RFNAKEEREGER T 15 BHNER -

RO MEE AT TEE - R P IR RS HIBURIT 20% 61898
A EEEAREHERMAR - REEHANEHSHEASKRER HEH
Wi Z IR R AR MR B E NIER > WACE EHMERB T ESMREAAE -
FTARRZEESA - EHENEWERRLY  BEREXEHOAT  SHlHEH
K BARMAAERNGEESE  MEBREGEHO EHAT > & HkE
KAERARFEEEEM -

RAFAERALRAEE LR FHEENTHERTE CARMITTH
B &R/E5 EEA—B0 RAMAXN T FYEERRITEN CAREH > 4
RSLL ERFAE T RAR -

N gt

AR A 2003 3 2004 FEFEBEN A B EATA B RLEH AMNEUE
AT IPO ZEMABEIEY  RABHANBTENFRELAEESEN
2 e

&8 Morck (1996) MIfEEMIL > EP NS KBREESNIMETH
ERESHEZERAE  NTESEMIERANEEESE - Gomes (2000) Y
BESHERUNRENEREFRET LUENSREARAERE - EERE
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%8 AABHESEAR

PO ===,

TE MRS ERERA T FERERAA
0.2<V 0.2<V
Const ? -0.1508 —0.2448
(—4.83)*= (—8.32)=**
NI + -2.2193 ~2.6503
(—2.92)*== (-3.85) "
NI*SIZE + 0.1511 0.16264
(4.69)** (4.89)***
NI*LEV - -1.1954 ~0.5588
(-10.60)*** (=7.16)***
NI*Q + 0.0756 0.1429
(2.90)* (3.87)***
NI*V ? 0.4366 0.0143
(3.39)**= (0.11)
NI*CV + 0.0187 0.0237
(0.17) (0.41)
NI*Chain +/- 0.0535 —0.0814
(2.21)=* (=3.61)***
Fixed Conrrol Conrrol
N 1676 590
F 30.46*%* 15.35%*
Adj-Rsq 0.2602 0.3276

WRREECARNFBHE I ERE  ETERFELEREHERMFEELRMT
g ERFELEARFR-ATEFEABEBEM 1 GEREHE 100% 5 ik

Ay IR B R B AR A A e AR ERE
NI ST ARERE /SRS KE E
SIZE ARSIk (E AT B AT 2L

LEVETHMAEKEE / MR~k EE ;

Q AMAMME T E / W HE~IKHE ;
V RREERAR BT A SRR H

BANENR | MEEEE

CVARKEHARAR (REikzi) 5SEHR (RER) ALE
Chain A L TR A B REERANLRAERERE

Fixed 9 [E E &

M: AEEEESEMTIESR o Yerr2004 AEEWEE - 1 3R 2004

FEREA > 0 RN 2003 FHEA 5 Inds B 12 M7 EFIM LS » FRER ST T -

i bW AR BTLS R 13 %0
==, o= AIFE 0.01

12 s

5Py Ll ET L HE
5 0.05 » 0,10 KFLEE - FESHRH HKIUHE -
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g ﬁ%@ 2003 % (a) 2003 £F (b) 2004 %F (c) 2004 % (d)
S  02<V 02<V 02<V 02<V
Const ? -0.2071 ~0.2139 —0.0440 ~0.0442
(—6.95)*** (=7.24)*** (—1.54) (-1.54)
NI + -7.7941 -7.9202 ~1.7831 ~2.2298
(—7.65)** (=7.79)*** (—4.34)**~ (—4.57)**
NI*SIZE + 0.4045 0.4463 0.1126 0.1426
(9.19)*** (9.94)*** (6.20)*= (5.93)*=
NI*LEV - -1.1012 ~1.1844 -0.6769 -0.6862
(—8.77)*** (—8.93)*** (—=10.23)**= (~10.29)***
NI*Q + 0.1839 0.2001 0.0596 0.0802
(3.76)*** (4.15)*** (3.36)*** (3.97)**
NIV ? 0.9880 0.9963 0.2377 0.1770
(7.01)*** (6.71)*** (2.48)** (1.43)
NI*CV + 0.0829 0.0420 0.0878 0.0804
(0.93) (0.43) (2.38)*= (1.33)
NI*Chain - -0.2523 -0.0605
(—5.88)*** (—2.54)***
NI*Stare - —0.6362 -0.3017
(—4.43)* (-1.64)*
NI*State*Chain + 0.2614 0.1206
(5.01)*** (1.83)*
Fixed Conrtrol Control Control Control
N 1103 1103 1163 1163
F 36.31%** 33.98*** 17.10%** 15.07***
Adj-Rsq 0.3658 0.3859 0.1996 0.2027

BRBEBCARNEBFETERE ) STEREELRNRZFLAERABEFEEEE T
TE) o EREEREARZEE-ITZTEEEROEREM 1 REFFEE 100% ; bk
MERERGEREERENFABEERERE  HRMER 1 MTEEE ;
NIETAREERE / BN EKEE ;
SIZE R ERN B AL
LEVETHNAGRKEE / HNE~KEE
QRN EZTE / HWR~=IKEE ;

REEEH AT LA B RIE R F
CVABRZERMAMAR GlE&RkzE) SEHR EER) ME
Chain AL AT B BRKER AN AREGREKE ;
Fixed REIEEM - AEEEEFAITLER « Yerr2004 HEEWMEE » 1 F/RN 2004
ERE 0RRN2003ERE; Inds H 12 ML EFREEE - HEIEE2T k53 -
A LR AREBITLAN 13 35 UEAENLEREE
=x o xx o, x HAIFE0.01 0 0.05 : 010 KFLEE ESFR  HUHE -

) REM 2003 E5UE - AEE (2) WEMEMARZERNAERETEH#TEA

E‘J,p% ;

) HEM 2004 E3IE > EEE (o) NEMEMAZAER AEHEEZEITEHR
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BEZEMNYZIEMHKE o Fan and Wong (2002) FEUAERT AL X » £ Hl A
HESBEASEZ HEEEAMRAY - MAXKIMAETELEHTAR S » HEE
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FIAAITERE] T W {E AR - DhASKRIESE > B T BN - FRENYT
BAREEEENEM -
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(Francis et al., 2005) - A/fEHHERNE EEEMNRSMIEM (Fan and
Wong > 2002) » Bt » FHMM T H S > AREE2RECLERNTE -
SHBASBRERRZ AIRBIERE  PREMNEESE - AXWATER
WIERTRER—ER  IREERERTSHARKNEESE  MEATERER
= NTEESEMNTEZ MK -

BREAEHAN LT ARMNERESZMEGEEAEHNARNEREFIE
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R ok F FHIT NS WRAE G EERRE - i > i TERSES > Bl
BLANENE > BHEEEESBIRBXMER > Hit > BKOEHESER
EAMEEEE GREGT > 2005)  AXRKAXMHERENTEERZEH L
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SZ T

BEE . XY W K KARE. 2005 FELETARBELEHNSIERRA.
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=R VS > TEMF 2004 AT SHANEZHEKBRELTARRER
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ABSTRACT

Using the data of ultimate shareholders of listed companies® in Chinese A-share securities
market, I analyse the influence of ultimate shareholders on the informativeness of account-
ing earnings, of which the proportion of control right of ultimate shareholders has a
significantly positive relation with the informativeness of accounting earnings. This implies
that concentrated ownership signals a credible commitment with a relatively strong align-
ment effect. A divergence between cash flow right (ownership) and voting right (control
right) impairs the credibility and the quality of accounting earnings; the greater the divergence,
the less the informativeness of the accounting earnings are. The ultimate shareholders’ con-
trol chain set for the listed companies results in higher agency costs, making the information
disclosure less transparent, hence undermining the informativeness of accounting earnings.
This is especially so for non-state-owned listed companies. For state-owned listed companies,
a longer control chain is the result of the decentralisation of decision making. Building up a
longer control chain, indeed, reduces government interference, as well as enhancing the
firm value, and the quality and informativeness of accounting earnings.
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. INTRODUCTION

The study of ultimate shareholders is a hot topic in corporate governance, but most
of the existing studies focus on examining the characteristics of ultimate shareholders,
whose influences on firm valuation and performance are not touched upon. Fan and
Wong (2002) examine the effects of control right as well as the divergence of the
control right and ownership of ultimate shareholders on the informativeness of ac-
counting earnings. However, other aspects such as the nature of ownership and the
control chain have not been studied. Though the data of Chinese listed companies
are not included in Fan and Wong (2002), differences in the nature of ownership
and the control chain are common in East Asian countries. By using the data of JIPO
companies listed in the A-share securities market from 1993 to 2001, Fan et al.
(2005) study the issue of the control chain; their results show the impact of the
different nature of ultimate shareholders with different extents of control on infor-
mation disclosure. However, after incorporating all the elements such as the control
right, the divergence of control right and ownership (dual right divergence), the
control chain, and the nature of ultimate shareholders, what will be the influence of
ultimate shareholders on the informativeness of accounting earnings in post-IPO
operations? This paper attempts to investigate the effect of the characteristics of
ultimate shareholders on earnings’ informativeness in post-IPO operations.

The lack of research on ultimate shareholders in China is partly due to the com-
plexity of this issue, but more importantly, there is a lack of relevant data. On 2
August 2001, the China Securities Regulatory Commission (CSRC) issued a new
standard for information disclosure, the Standards Concerning the Contents and
Formats of Information Disclosure by Companies Offering Securities to the Public
No.1 — Contents and Formats of Annual Reports, which requires the listed compa-
nies to disclose certain information of the controlling party and ultimate sharehold-
ers including their names, ownership, relation with the company, and other relevant
information. However, this regulation was far from achieving its expected results
as many listed companies failed to fully comply with the above requirements. To
rectify the situation, the CSRC issued a revised version on 22 December 2003,
requiring all listed companies to disclose their ownership structures and other rel-
evant information in their annual reports from 2004 onward. This revised standard
not only enhances the transparency of information disclosure so as to help investors
gain a better understanding of the firm, and the relationship between shareholders
and ultimate shareholders, but also provides us with research data that helps us to
study the status quo of ultimate shareholders in Chinese listed companies.

Using the data of listed companies* in the Chinese A-share securities market from
2003 to 2004, this paper investigates the influence of the control right of ultimate
shareholders, dual right divergence, and the length of the control chain on the infor-
mativeness of accounting earnings in post-IPO operations. I find that in the A-share
Chinese securities market, the proportion of the control right of ultimate sharehold-

+ Please refer to footnote 3.
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ers has a significantly positive relation with the informativeness of accounting
earnings, which suggests that concentrated ownership signals a credible commit-
ment with a stronger alignment effect, offsetting the negative impact brought about
by both the entrenchment and the information effects. This is because controlling
shareholders would like to build up a reputation for not entrenching the minority
shareholders (Gomes, 2000). Concentrated ownership will also engender an align-
ment effect: ownership increases alongside an increase in control right, hence the
alignment effect tends to be augmented. When the alignment effect dominates the
entrenchment effect, the interest of large shareholders and ultimate shareholders
will be closely aligned; their entrenchment behaviour will then be diminished
(Warfield et al., 1995; Jung and Kwon, 2002). As the market valuation on the con-
trol right will be reflected in the valuation on the informativeness of accounting
earnings, the influence of the control right on informativeness is positive. In theory,
dual right divergence will increase the agency costs, lower the credibility, and im-—
pair the quality of accounting earnings (Fan and Wong, 2002; Francis et al., 2005).
This coincides with my results, in which the divergence impairs the informative-
ness of accounting earnings; and the greater the divergence, the lower the informa-
tiveness of the accounting earnings.

The longer the control chain of ultimate shareholders set for the listed companies,
the higher will be the agency costs engendered. This will bring about an opacity of
information disclosure that will eventually affect the informativeness of accounting
earnings (Deng, 2005). This is especially so for non-state-owned listed companies.
For state-owned listed companies, a longer control chain is the result of the
decentralisation of decision making. A longer control chain, indeed, reduces gov-
ernment interference, as well as enhancing the firm value, and the quality and infor-
mativeness of accounting earnings (Fan et al., 2005). As such, for state-owned listed
companies, a longer control chain would be positive to the informativeness of
earnings.

One of the contributions of this paper is investigating the influence of ultimate
shareholders on the informativeness of accounting earnings using the data of
Chinese A-share listed companies. Also, [ incorporate the nature of ultimate share-
holders and the control chain to examine the effect of dual right divergence on
informativeness in post-IPO operations. This analysis provides further insight into
the influence of ultimate shareholders on listed companies.

A review of the literature on the informativeness of accounting earnings and ulti-
mate shareholders is presented in Section 2. Section 3 shows the theoretical analy-
sis and hypotheses, and this is followed by the research design in Section 4, and
empirical tests and results in Section 5. Conclusions are made in the final section.

il. LITERATURE REVIEW

La Porta er al. (1999) investigate the control right and dual right divergence of large
corporations in 27 countries and find that divergence is more severe for companies
in a weak legal environment. Claessens et al. (2000) use the data of East Asian
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countries, except China, to investigate the characteristics of ultimate shareholders.
Their findings support the conclusion of La Porta et al. (1999) that in all East Asian
countries, the control is enhanced through pyramid structures and cross-holdings
among firms, and voting rights consequently exceed formal cash flow rights. Dual
right divergence is even more prominent in companies controlled by individuals
and families. However, these studies only focus on the control right and the owner-
ship of ultimate shareholders, and compare these characteristics among different
legal systems, without further examining the influence of control right and the
divergence of these two rights on firm value or performance. Fan and Wong (2002)
investigate the control right and dual right divergence from the perspective of the
informativeness of accounting earnings. They find that control right has a significantly
negative influence on informativeness, which suggests that the entrenchment effect
is stronger than the alignment effect; the market can easily realise this divergence
with the added influence of the information effect, hence undermining the informa-
tiveness of accounting earnings. Moreover, the entrenchment effect will be more
prominent with increasing divergence; accounting earnings will then become even
less informative.

Research on the relationship between ownership structure and the informative-
ness of accounting earnings have not been conducted from the perspective of ulti-
mate shareholders. Warfield ef al. (1995) hypothesise that the level of managerial
ownership affects the informativeness of earnings, which draws on the theory of the
firm and exploits: (1) the separation of ownership from the control of economic
decisions, (2) the extent and consequences of accounting-based contractual
constraints, and (3) managers’ incentives in selecting and applying accounting
techniques. Their results show that managerial ownership has a significantly posi-
tive association with earnings’ explanatory power for returns. Jung and Kwon (2002)
suggest that the existing literature offers two alternative explanations of the behaviour
of owner-manager firms, namely the divergence of interests and the management
entrenchment hypotheses. They put these alternative views to the test to see how
they are reflected in earnings’ informativeness, and their results show that earnings
become more informative with an increase in the owner’s shareholding. This sup-
ports the divergence of interest explanation for the owner-manager structure, which
is consistent with Warfield er al. (1995). However, the results of Gabrielsen et al.
(2002) show that management ownership and the informativeness of accounting
earnings are negatively related. Yeo er al. (2002) took a step further by empirically
examining how managerial ownership and external unrelated block holdings affect
the informativeness of earnings for companies listed on the Stock Exchange of
Singapore. They make an assumption that the relationship between management
ownership and the informativeness of earnings is non-linear, and find that the infor-
mativeness of earnings does not always increase with managerial ownership, which
contradicts Warfield et al. (1995). At low levels of management ownership, the
informativeness of earnings has a positive relationship with management ownership,
or vice versa. This suggests that the entrenchment effect might have set in. Francis
et al. (2005) use the dual class structures to demonstrate the separation of cash flow
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rights and voting rights, which allows controlling shareholders to escape the pro
rate consequences of their decisions by creating a material difference between cash
flow rights (i.e. claims on cash payouts) and voting rights (i.e. control — the ability
to elect the board of directors and influence or dictate decisions that require share-
holders’ approval). They find that earnings of dual class firms are significantly less
informative than those of single class ones, which shows that the separation of con-
trol right and ownership is negatively related to the informativeness of accounting
earnings.

Deng (2005) suggests that in countries such as the UK or the USA, corporate
layers, or the control chain, would not, in principle, bring about the leakage of in-
side information. This is because, under a highly diversified ownership structure,
ultimate shareholders will not be able to influence any important move of the
company. However, ownership in both state-owned entities (SOEs) and non-state-
owned entities (NSOEs) is highly concentrated in China. Important business deci-
sions such as mergers and acquisitions are made by more senior decision makers.
The control chain of ultimate shareholders set for listed companies will have an
influence on information announcements and the disclosure of important events; in
other words, the longer the control chain, the more likely that such information will
be withheld. Through a relatively complicated relationship, certain decisions and
rent-seeking activities can be easily hidden. Rational investors may be able to realise
that agency problems will be increased alongside an increase in the length of the
control chain. Therefore, information disclosure will be much less transparent with
a longer control chain. Fan er al. (2005) propose that a longer control chain is the
result of the decentralisation of decision making. Instead of maximising the share-
holder value, the government will consider the well being of the society and try to
maximise it; thus, government control may place more social burdens on companies,
hence reducing the firm value and earnings’ quality. In order to minimise govern-
ment interference, more companies are set up between the government and their
listed companies to help reduce government interference, which would in turn en-
hance the firm value and the quality of accounting earnings; the informativeness
will then be augmented. As such, the control chain has a significant influence on the
quality and informativeness of accounting earnings. The influences of ultimate share-
holders of different natures with different extents of control are also different.

lll. THEORETICAL ANALYSIS AND HYPOTHESES

Based on the information effect, Morck (1996) suggests that concentrated owner-
ship enables the company to operate in an even more secret manner so as to restrict
the disclosure of its public information, which helps avoid unnecessary political or
social scrutiny. Concentrated ownership also enables the company to hide rent-
seeking activities, which results in an inadequate disclosure of information, hence
undermining the informativeness of accounting earnings. Gomes (2000) suggests
that a high concentration of ownership can be regarded as a credible promise made
by controlling shareholders as they tend to build up a reputation for not expropriat-
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ing the minority, and ownership concentration can boost the alignment effect, which
will be greater than the entrenchment effect when the proportion of ownership has
exceeded a certain level; hence, greater ownership may lead to a higher quality of
accounting earnings. Fan and Wong (2002) point out that when an owner effec-
tively controls a listed company, he or she can manipulate the policies on account-
ing information and financial reporting. As the control right of large shareholders or
ultimate shareholders increases with an increase in ownership, the alignment effect
may be augmented. When the alignment effect dominates the entrenchment effect,
the interest of large shareholders or ultimate shareholders will be closely aligned,
hence undermining the entrenchment behaviour, Market valuation of control right
will also be reflected in the valuation of the informativeness of accounting earnings,
so control right should have a positive effect on the informativeness of earnings.
But as Fan and Wong (2002) point out, since the information effect brings about a
negative effect on the informativeness of accounting earnings, it is difficult to dif-
ferentiate the influences of the information effect, the entrenchment effect, and the
alignment effect on the informativeness of accounting earnings; therefore, the ef-
fect of control right on earnings’ informativeness is uncertain.

H1: The relation between control right and the informativeness of accounting
earnings is uncertain.

Accounting earnings are the basic information element for contract underwriting
and enforcement (Watts and Zimmerman, 1986). The ultimate shareholder is the
party who enjoys the dominant advantage in contracting. Not only can the ultimate
shareholder influence and even manipulate the report of accounting earnings, but he
or she also has the incentive to transfer the resources out of listed companies by
“tunnelling” the funds raised from the capital market and by other means to gener-
ate more wealth for himself or herself, which results in a lower quality of account-
ing earnings (Li et al., 2004). The separation of cash flow rights and voting rights,
which allows ultimate shareholders to escape the pro rate consequences of their
decisions by creating a material difference between cash flow rights (i.e. claims on
cash payouts) and voting rights (i.e. control — the ability to elect the board of
directors and influence or dictate decisions that require shareholders’ approval),
provides ultimate shareholders with both the means and the incentives to take self-
interested actions that reduce the credibility of accounting information (Francis et
al., 20053). Credibility - the weaker the entrenchment effect, the greater the degree
of divergence between cash flow rights and voting rights (Fan and Wong, 2002).
Therefore, in an efficient market, different extents of divergence will lead to differ-
ent market expectations.

H2: The greater the degree of the dual right divergence of the ultimate
shareholder, the lower the informativeness of accounting earnings.

Complex ownership structures may lead to managerial entrenchment, the effects
of which are reflected in investors’ pricing decisions (Claessens et al., 2002; La
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Porta et al., 2002; Fan et al., 2005). Ownership of both SOEs and NSOEs is highly
concentrated in China. Important business decisions, like mergers and acquisitions,
are made by senior management. Thus, the corporate layer, which is defined in this
paper as the control chain, may have an influence on the disclosure of corporate
information and major events. The longer the control chain, the higher the possibil-
ity of withholding certain decisions or rent-seeking activities — the informative-
ness of accounting earnings will then be largely undermined (Deng, 2005). Agency
costs are also higher for companies with complex pyramid structures, where ratio-
nal investors are conscious of this rising cost; therefore, these companies will re-
ceive a low rating in valuation and the informativeness of their accounting earnings
by the market.

For state-owned listed companies, a longer control chain is the result of the
decentralisation of the decision-making right (Fan ez al., 2005). Instead of maximising
the shareholder value, the government will consider the well being of the society
and try to maximise it; thus, government control may place more social burdens on
companies, hence reducing the firm value and earnings’ quality. In order to minimise
government interference, more companies are set up between the government and
their listed companies to help reduce government interference, which would in turn
enhance the firm value and the quality of accounting earnings; the informativeness
will then be augmented.

H3: The longer the control chain, the lower the informative of accounting
earnings. This effect is obvious for listed companies controlled by non-state-
owned entities; for state-owned entities, however, a longer control chain has a
positive influence on informativeness.

IV. RESEARCH DESIGN

4.1 Sample Selection

In this paper, the financial data are obtained from the Genius database, a profes-
sional database in China. With a view to including as much data as possible, if the
data are not available in the database, I collect the data from annual reports. Market
transaction data are also obtained from the Genius database.

Other data are manually excerpted from 2003 and 2004 annual financial reports
of Chinese A-share listed companies,’ including the nature, the control right,
ownership, and the control chain of ultimate shareholders. Dropping those compa-
nies controlled by partnerships, those without ultimate shareholders, and those whose
ultimate shareholders are not identifiable due to insufficient information, I obtain
1,324 sample firms with ultimate shareholders identified out of 1,353 listed compa-
nies in the 2004 A-share market, and 1,228 sample firms out of 1,263 listed compa-
nies in the 2003 A-share market. With whole year cumulative return, the number of

5 Please refer to footnote 3.
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final samples is 2,390; 1,225 in 2004 and 1,165 in 2003. The sample selection pro-
cess is shown in Table 1.

Table 1 Sample Selection

Year Item Number
2004 All A-share listed companies* 1,353
Companies with the ultimate shareholder identified 1,324
IPO in this year 99
2004 Sample 1,225
2003 All A-Share listed companies* 1,263
Companies with the ultimate shareholder identified 1,228
IPO in this year 63
2003 Sample 1,165
Final Sample 2,390

Note: * While listed companies that exclusively issue A-shares, or issue both A-shares and
other kinds of shares are included, companies that issue B-shares alone are excluded.

4.2 Variable Definitions
4.2.1 Dependent Variable: CAR

CAR, the yearly cumulative abnormal return, equals the sum of the yearly cumula-
tive return of the whole sample minus the market cumulative return.® In the robust-
ness tests, I use the average yearly cumulative return in the full sample as the
market cumulative return to compute the CAR; the return is used to compare with
the industry mean return to calculate the yearly cumulative abnormal return. CR,
the yearly cumulative return, is the result of the daily return minus 1 and then minus
100 per cent; the return here refers to the backward average return that allows for
dividends reinvestment, and the window here refers to one whole year.

4.2.2 Interested Variables

4.2.2.1 Accounting Earnings (N/)

The informativeness of accounting earnings is defined as the earning-return relation
in Fan and Wong (2002), in which earnings are expressed as N7, and are calculated
in terms of earnings (net income) divided by the book value of total equity at the
beginning of the year.

¢ In the Genius database, the market cumulative return is computed as the cumulative move-

ment of the ZhongXin index, a relatively comprehensive index for all the listed companies
in the Chinese A-share securities market.
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4.2.2.2 Control Right (V)

Since annual reports disclose the relationship among the largest 10 shareholders, I
can incorporate control right and the ownership by taking into account their direct
and indirect controls. Therefore, the control right is defined as the sum of the bot-
tom level control rights that allow for indirect and multiple controls.”

4.2.2.3 Divergence Ratio (CV)

The ownership (Own) is the cash flow right, which is the multiple term of each
control right through the control chain. When this variable is calculated, both the
indirect and multiple controls are considered. The measurement for the divergence
of control right and ownership is the same as that used by La Porta et al. (1999),
Claessens et al. (2000), and Fan and Wong (2002); that is, CV = Own/V. CV de-
notes the divergence of control right and the ownership of ultimate shareholders, V
is the control right, and Own is the ownership or cash flow right.

4.2.2.4 Control Chain (Chain)

Since all controlling parties at each agency layer are identified, the length of the
control chain can be obtained. The control chain represents the agency layers from
the listed companies (the bottom of the pyramid) to the ultimate shareholders. The
data here come from 2004 financial reports.

4.2.2.5 Nature of Ultimate Shareholder (State)
I classify the ultimate shareholder into two categories: state and non-state entities.
In order to illustrate the computation of control right, ownership, the dual right
divergence, and the control chain of the ultimate shareholder, two typical listed
companies are used for illustration purposes.
Figure 1 is a state-owned listed company.
Figure 2 is a non-state-owned listed company.

4.2.3 Controlling Variables _

According to the three-factor model of Fama and French, size, risk, and growth are
the three major factors affecting the returns of an individual stock. Therefore, in
order to examine the influence of the characteristics of ultimate shareholders on
stock returns, I should first control for the effects of these three factors. I use the log
form of the book value of total assets at the beginning of the year (LnAsser) to
control for the size effect (Size), and financial leverage (Lev) to proxy the firm risk,
since the debt ratio indicates the liquidation and default of a company, an important
factor affecting the firm value. Lev is defined as the book value of total debt at the
beginning of the year divided by the book value of total assets at the beginning of
the year. The growth potential is measured by Tobin’s Q, whose measurement is

7 1 sum the control right of the largest 10 shareholders in accordance with the disclosure of
their relationship.
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Figure 1 Ilustration of the Characteristics of Ultimate Shareholder (State Controlled)
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Nature of the ultimate shareholder: State, and State = 1

Control right (V): 32.7% + 18.49% + 6.46% + 1.94% = 59.59%

Ownership (Own): (18.49%%56.16% + 1.94%*100% + 6.46%*100% + 32.7%)*
43.3%*%100% = 22.29%

Control Chain (Chain): 3, the first layer is ShenZhen TeFa Group Limited Company, the
second layer is ShenZhen Investment Limited Company, and the third layer is State-
owned Property Administration Committee of ShenZhen People’s Government.

similar to that in Fan and Wong (2002), by dividing the market value equity by the
book value of total assets at the beginning of the year. Given that stock may not all
be tradable in the Chinese stock market, I divide the market value of tradable stock
plus the book value of non-tradable stock by the book value of total assets at the
beginning of the year. This measurement is popular among studies of the Chinese
stock market (Bai er al., 2005; Xia and Fang, 2005). The reform of ownership struc-
ture and problems of full circulation of stocks in the Chinese securities market have
a significant influence on the stock price. Since in 2002, the Chinese stock market
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Figﬁre 2 Tllustration of the Characteristics of Ultimate Shareholder (Non-State Controlled)
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Nature of the ultimate shareholder: State, and State =0

Control right (V): 16.88% + 16.41% + 16.3% = 49.58%

Ownership (Own): 16.88%%39.34%*90% + (16.41%*90% + 16.3%*90%)*10% = 26.58%
Deviation of control right and ownership (CV): 26.58%/49.58% = 0.54

Control Chain (Chain): 2, the first layer is Shanghai ZuLong Estate Development Limited
Company, and the second layer is the ultimate shareholder, or Chen RongSheng.

began to decline as a whole, a huge fluctuation is common, so I add a year dummy
variable, Year2004, to eliminate the significant difference among yearly data. As
both the operating environment and the prospects vary with different industries,
their stock returns and abnormal returns will also not be the same, so I have con-
trolled for the industry. In this paper, industry is categorised into 13 industries in
accordance with the CSRC standard, namely (A) Agriculture, forestry, herd, and
fishery; (B) Mining; (C) Manufacturing; (D) Electricity, gas, and water supply; (E)
Construction; (F) Traffic, storage, and post; (G) Electron city; (H) Wholesale and
retail; (I) Finance; (J) Estate; {K) Social service; (L) Culture, sports, and
entertainment; (Z) General. In the regression, I use 12 dummy variables and Z as
the base.
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Table 2 summarises the variables’ definitions as follows:

Table 2 Variables’ Definitions

Variables Definitions

CR Yearly cumulative return, which is the multiple term of daily return minus 1
and then minus 100%; the return here means the backward average return
that allows for dividend reinvestment, and the window refers to one
whole year.

CAR Yearly cumulative abnormal return, which equals the sum of yearly
cumulative return minus ZhongXin market cumulative return; in the
robusiness test, I use the average yearly cumulative return of the full
sample as the market cumulative return to compute the CAR; Return is
used to compare with the industry return as the yearly cumulative
abnormal return.

NI Return on equity, which equals net income divided by the book value of
equity at the beginning of the year

SIZE Natural log form of the book value of asset at the beginning of the year

LEV Book value of liability at the beginning of the year / Book value of asset at
the beginning of the year

Q Market value of equity at the beginning of the year / Book value of asset at
the beginning of the year

1% Control right of the ultimate shareholder

OWN Ownership (Cash flow right) of the ultimate shareholder, which equals the
multiple term of the control rights at each chain

Ccv Ownership (Cash flow right) / Control right (Voting right)

Chain The length of control chain from listed company to ultimate shareholders

State Dummy variable, 1 indicates being controlled by the government, and 0
otherwise

Year2004  Dummy variable, 1 indicates 2004 samples, and 0 otherwise

Inds A. Agriculture, forestry, herd and fishery; B. Mining; C. Manufacturing; D.

Electricity, gas and water supply; E. Construction; F. Traffic, storage and
post; G. Electron city; H. Wholesale and retail; I. Finance; J. Estate; K.
Social service; L. Culture, sports and entertainment; Z. General. 12
dummy variables and Z as the base, | indicates a particular industry, and
0 otherwise.

V. EMPIRICAL ANALYSIS

5.1 Descriptive Statistics

Table 3 shows the descriptive statistics of the regression variables. In Panel A, CR
indicates the yearly return of the full sample; the average yearly returns are —0.1196
and —0.1523 for the 2003 and 2004 samples respectively, and the total average is
~0.1363. These results are consistent with the macroeconomics of the Chinese se-
curities market in those years, in which the decrease in state ownership and the
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Table 3 Descriptive Statistics

Panel A — Firm Performance
Variables Year N Mean SD Min Median Max

CR All 2,390 -0.1363 0.2707  -0.9093 —-0.1847 1.3126
2004 1,225 -0.1523 0.2501 -0.9093  -0.1871 0.9775
2003 1,165  -0.1196 0.2899  -0.8258 -0.1811 1.3126
CAR All 2,390 -0.0844  0.2774  -0.8547 -0.1162 1.2837
2004 1,225  -0.0234  0.2501 -0.7804  -0.0582 1.1064
2003 1,165  —0.1485 0.2899  -0.8547 -0.2100 1.2837
NI All 2,390 0.0451 0.7365  -9.2812 0.0569 19.4211
2004 1,225 0.0502 09442  -9.2812 0.0554 19.4211
2003 1,165 0.0397 0.4191 —4.5146 0.0590 76174

Panel B — Control Right and Ownership of Ultimate Shareholder
Variables Year N Mean SD Min Median Max

14 All 2,390 0.4417 0.1677  0.0886 0.4286 0.8500
2004 1,225  0.4398 0.1667  0.0909 0.4261 0.8500

2003 1,165 0.4436 0.1688  0.0886 0.4333 0.8500

OWN All 2,390 03746 0.1950  0.0050 0.3542 0.8500
~ 2004 1,225 0.3706 0.1945 0.0050 0.3496 0.8500

2003 1,165 0.3789 0.1956  0.0050 0.3620 0.8500

Ccv All 2,390  0.8287 0.2648  0.0171 1.0000 1.0000
2004 1,225  0.8222 0.2674  0.0171 1.0000 1.0000

2003 1,165  0.8355 0.2620  0.0171 1.0000 1.0000

Panel C — Others
Variables Year N Mean SD Min Median Max

SIZE All 2,390  21.1012 0.9517 17.5534 21.0347 26.9456

2004 1,225 21.1497 0.9671 17.7510 21.0915 26.9456

2003 1,165 21.0501 0.9329 17.5534 20.9742 26.6412
LEV All 2,390 0.4973 0.4157 0.0108 0.4662 10.3752
2004 1,225 0.4999 0.3250 0.0108 0.4833 4.8827
2003 1,165 0.4946 0.4936 0.0126 0.4495 10.3752
All 2,390 0.9022 0.53890  -5.4143 0.8240 6.6759
2004 1,225 0.8151 04697  -3.1638 0.7417 6.6759
2003 1,165 0.9938 0.58906  —5.4143 0.9083 6.6070

W)

CR, yearly cumulative return, which is the multiple term of daily return minus 1 and then
minus 100%; the return here means the backward average return that allows for the
reinvestment of dividend, and the window refers to one whole year; CAR, yearly cumulative
abnormal return, which equals the sum of yearly cumulative return minus ZhongXin market
cumulative return; N/, return on equity, which equals the net income divided by the book
value of equity at the beginning of the year; SIZE, natural log form of the book value of asset
at the beginning of the year; LEV, book value of liability at the beginning of the year / book
value of asset at the beginning of the year; O, market value of equity at the beginning of the
year / book value of asset at the beginning of the year; V, control right of the ultimate
shareholder; Own, ownership (cash flow right) of ultimate shareholder, which equals the
multiple term of control rights at each chain; CV, ownership (cash flow right) / control right
(voting right).
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structural reform of ownership have a significant impact on the securities market,
hence having a negative impact on the return on securities. The average cumulative
abnormal return for the two years is —0.0844 (-0.1485 for 2003 and —0.0234 for
2004); obviously the abnormal returns are also dropping. NI is the return on equity,
which is 5.02 per cent for 2004, somewhat higher than that of 3.97 per cent for
2003, and the average return is 4.51 per cent.

Panel B shows the control right, ownership, and the degree of dual right divergence.
The average control right of the ultimate shareholder is as high as 44.17 per cent.
The average figure and the median for 2004 are both lower than that for 2003. The
mean ownership is relatively high, 37.46 per cent, resulting in a small divergence
ratio. The average divergence is 82.87 per cent, which means that out of RMB 100,
the ultimate shareholder provides RMB 82.87 for the listed company, and accounts
for 82.87 per cent of the cash flow right. However, as there is no dual right diver-
gence for more than half of the samples, the higher the voting rights, the higher the
cash flow rights.

Panel C shows the size, leverage, and growth potential of the samples, where
Tobin Q is used to proxy for growth potential.

Table 4 shows the frequency statistics of the nature and the control chain of ulti-
mate shareholders. Panel A shows that the longest control chain consists of five
levels, or the agency relation between the ultimate shareholder and the listed com-
pany is fivefold. The shortest control chain has only one level; that is, the ultimate
shareholder directly controls the listed company. Agency relations for most of the
listed companies are of two to three levels. Panel B categorises ultimate sharehold-
ers into SOEs and NSOEs, with the latter accounting for less than 30 per cent. With
the privatisation of listed companies and more private companies entering the secu-
rities market, NSOEs are notably more common than SOEs in 2004. Panel C
describes the control chain according to different natures of ultimate shareholders.
Both SOEs and NSOE:s tend to use a longer control chain to control their listed
companies. Why do they have to set up such a control structure? Also, what are the
effects of such a structure on listed companies?

Table 5 shows the correlation metric for regression variables. The coefficients for
the independent variables are not high, with the highest being 0.6495, and the multi-
collinearity is not serious.®

5.2 Empirical Regression

Since the window refers to one whole year, which is rather long, I first test the
correlation of the accounting earnings and the cumulative abnormal return (CAR)
by using such a long window. The regression model is shown below:

i4
CAR =+ BNI + B,Year2004 + Y B;Ind; + € (1)

j=3

8 Judge et al. (1980) suggest that multi-collinearity is not serious when the coefficient of

dependent variables is smaller than 0.8.
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Table 4 Frequency Statistics

Panel A — Frequency of Control Chain by Year

Year N Chain
1 2 3 4 5
All 2,390 149 1,396 686 126 33
2004 1,225 79 710 355 64 17
2003 1,165 70 686 331 62 16
Panel B — Frequency of Nature of Ultimate Shareholder by Year
Year N State
0 1
All 2,390 640 1,750
2004 1,225 350 875
2003 1,165 290 875
Panel C - Frequency of Control Chain of Ultimate Shareholder by Year
Year State N Chain
1 2 3 4 5.

All 0 640 46 327 203 49 15

1 1,750 103 1,069 483 77 18
2004 0 350 29 178 109 27 7

1 875 50 532 246 37 10
2003 0 290 17 149 94 22 8

1 875 53 537 237 40 8

Chain: The length of control chain from listed company to ultimate shareholders.
State: Dummy variable: 1 indicates being controlled by the government, and 0 otherwise.

where CAR is the yearly cumulative abnormal return, ¢ is the intercept, and NI
denotes the profitability of listed companies with return on equity as the proxy.
Year2004 is a year dummy variable, Inds indicates 12 industries, and £is the residual.
Table 6 shows the regression results.

The full sample is regressed by year. After controlling for the year and industry
effects, I find that there exists a significant positive relation between accounting
earnings and the CAR. The coefficient for the whole sample is significantly positive.
The regression results for the individual year are also significant at the 0.05 level,
which suggests a positive relationship between accounting earnings and the CAR.

Table 7 shows the results after incorporating the characteristics of ultimate share-
holders and Model 1 uses the full sample. Since the definition of ultimate share-
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Table 6 Relationship of CAR and Accounting Earnings

Full Sample 2003 Sample 2004 Sample
Cons -0.1836 -0.1918 -0.0494
(=8.24)%#% (=6.19y%% (-1.72)*
NI 0.0315 0.1249 0.0156
(4.24)#%* (6.57y¥** (2.07y**
Year2004 0.1243
(11.44)y%=*
Inds Control Control Control
N 2390 1165 1225
F 16.77%%% 14.43%%= 3 (s
Adj-Rsq 0.0846 0.1304 0.0210

Independent variable, CAR, yearly cumulative abnormal return, which equals the sum of
yearly cumulative return minus ZhongXin market cumulative return; Yearly cumulative return
is the multiple term of daily return minus 1 and then minus 100%; the return here means the
backward average return that allows for dividend reinvestment, and the window refers to
one whole year; N/, return on equity, which equals net income divided by the book value of
equity at the beginning of the year; Year2004 is a dummy variable: 1 indicates 2004 samples,
and 0 otherwise; Inds are (A) Agriculture, forestry, herd, and fishery; (B) Mining; (C)
Manufacturing; (D) Electricity, gas, and water supply; (E) Construction; (F) Traffic, storage,
and post; (G) Electron city; (H) Wholesale and retail; (I} Finance; (J) Estate; (K) Social
service; (L) Culture, sports, and entertainment; (Z) General. Twelve dummy variables and Z

significance at the 0.01, 0.05, and 0.10 levels respectively. Those in parentheses represent
the t-statistics.

holders in this paper is slightly different from that in Fan and Wong (2002),° in
Model 2, I run regressions on samples of ultimate shareholders whose control right
exceeds 20 per cent, the definition of ultimate shareholders used in Fan and Wong
(2002). Model 3 examines the samples where control right is in the range of 20 per
cent to 50 per cent. In Model 4, I incorporate the factor of the control chain; as
mentioned in Hypothesis 3, the incentive of ultimate shareholders of different na-
tures for setting up the control chain is not the same; ultimate shareholders are then
differentiated by nature in Model 5 to investigate the influences of the nature and
the control chain of the ultimate shareholder on the informativeness of accounting
earnings. To better compare with the results of Fan and Wong (2002), control right
of more than 20 per cent is used in both Models 4 and 5.'° The regression model for
all variables is as follows:

In this paper, the identity of ultimate shareholders is traced purely from annual reports,
whereas ultimate shareholders refer to those whose control right exceeds 20 per cent in Fan
and Wong (2002).

The regression results of the full sample are the same as those where the control right ex-
ceeds 20 per cent; the results are not reported for simplicity’s sake.
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CAR = 0.+ B,NI + By NFSIZE + BsNIFLEV + B, NFFQ + BsNI¥V + B NFFCV

2
+ B NFFCHAIN + By NI*STATE + By NIESTATE* CHAIN + fixed + € @

For simplicity’s sake, Fixed is used to proxy the year and the industry dummy
variables in all of the following tables. In Model 1, larger firms’ earnings are more
informative, as indicated by the significantly positive estimated coefficient of
NI*SIZE. The coefficient of NI*Q is significantly positive, which suggests that the
growth potential influences the return and abnormal return of stocks. Risk has a
negative effect on return, which is inconsistent with the results for East Asian coun-
tries in Fan and Wong (2002). The coefficient for NI is significantly negative;
however, it does not suggest that earnings and the abnormal return are negatively
related, as the results in Table 6 show that their relationship is positively related.
The intercept remains significantly negative, as shown in the regression results. The
negative intercept may be attributed to the omitted expected earnings component. '
The influence of the control right of ultimate shareholders on the informativeness of
accounting earnings is significantly positive, which is again inconsistent with the
results of Fan and Wong (2002) for the nine East Asian countries. Fan and Wong
(2002) suggest that in East Asian countries, the influence of the entrenchment effect
is more obvious than that of the alignment effect on the informativeness of account-
ing earnings, thus control right has a negative effect on informativeness. But my
results show that as the control right of ultimate shareholders increases, the align-
ment effect dominates both the entrenchment effect and the information effect; ac-
counting earnings then become more informative. The coefficient for CV, the proxy
for dual right divergence, is also significant and positive at the 0.05 level, which
suggests that the market fully realises the entrenchment behaviour of ultimate share-
holders when ownership deviates from the control right, which is consistent with
the agency theory of Jenson and Meckling (1976).

As mentioned above, the definition of the ultimate shareholder in Model 2 is the
same as that in Fan and Wong (2002), and the results of the regression are exactly
the same as those in Model 1, the sign of each variable is well within expectation,
and the coefficients are all significant. Model 3 drops super-ultimate shareholders
whose control right exceeds 50 per cent. The results show that only control right is
not as expected, but it is not significant, and the results for other variables are the
same as those in Models 1 and 2. The reason for the insignificance of control right
may be that the average control right of ultimate shareholders in Chinese listed
companies is about 44 per cent, hence the influences of these companies should be
highly significant as super-shareholders are very common in China; as such, their
influences should be well taken into account.

After adding in the control chain, the regression results of Model 4 show that the
influence of control right on accounting earnings’ informativeness is still signifi-

" As the results for those control variables are basically the same as those in Model 1, no
explanation will be offered again in the latter section.
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cantly positive; the sign of CV is positive and significant. As mentioned in Hypoth-
esis 3, the longer the control chain, the more convenient it is for the ultimate share-
holder to hide information and engage in rent-seeking activities, which will in turn
increase the agency costs; hence, the control chain and the informativeness of ac-
counting earnings are negatively related. The coefficient is insignificantly negative,
as expected. The reason for this may be the difference in the incentive of ultimate
shareholders to set up the control structure, which results in different effects. For
state-owned listed companies, a longer control chain may be the result of the
decentralisation of the decision-making right (Fan et al., 2005). Instead of maximising
shareholders’ value, the government considers the well being of the society and
tries to maximise it; hence, government control may place extra social burdens on
companies, which in turn reduces the firm value and earnings’ quality. Setting up
more companies between the government and their listed companies may help
minimise government interference, thus enhancing the firm value and the quality of
accounting earnings, and therefore augmenting the informativeness. Such an effect
is contradicted by the agency problem and the incentive to withhold information; a
mixture of all these effects may not be able to clearly identify the relation between
the control chain and the informativeness of accounting earnings. Such an incentive,
however, will not be found in NSOEs. We should therefore differentiate the nature
of ultimate shareholders when studying the influence of the control chain on
informativeness.

Model 5 provides a detailed analysis of Hypothesis 3. The proportion of control
right and the degree of dual right divergence are exactly the same as in the regres-
sion results shown above. The coefficient for the control chain is significantly
negative, which suggests that the longer the control chain, the greater the incentive
to hide information, the stronger the information effect, and the lower the informa-
tiveness of accounting earnings. Government control has a negative effect on
informativeness, as exhibited by the negative coefficient of State. The intersect vari-
able of the nature of the ultimate shareholder and the control chain shows that for
government-controlled listed companies, the longer the control chain, the higher
the informativeness of accounting earnings, which is consistent with Hypothesis 3.
A longer control chain may also bring about higher agency costs and the senior
management may withhold information, resulting in low informativeness; however,
government control may overburden the listed companies with various social
responsibilities, hence undermining the efficiency. As a result, accounting earnings
cannot truly reflect firms’ operation. Setting up more layers may help minimise
government interference and enhance the firm value as well as the quality and infor-
mativeness of accounting earnings for listed companies. For NSOEs, the purpose of
setting up more layers may be to build up an internal capital market (Williamson,
1985; Stein, 1997) and finance the operation of the firm. But this does not have a
positive effect on earnings quality; a longer control chain implies a greater incen-
tive for withholding information and higher agency costs; thus increasing the con-
trol chain indeed has a negative effect on the informativeness of accounting earnings,
which can be induced from the negative coefficient of control chain.
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5.3 Robusiness Test

To examine the influence of the control chain and the nature of the ultimate share-
holder on informativeness, the full sample is divided into SOEs and NSOEs. Table
8 shows the results, and the definition of the ultimate shareholder is the same as that
in Fan and Wong (2002), or with control right exceeds 20 per cent. I have also run a

Table 8 Relationship between Control Chain and Informativeness of Accounting Earnings

Variables Expected Sign SOEs NSOEs
02<V 02<V
Const ? -0.1508 —0.2448
(—4.83)%** (—8.32)%*#
NI + -2.2193 -2.6503
(—2.92)%%# (—3.85)%** -
NI*SIZE + 0.1511 0.16264
(4.69)*%* (4.89)%**
NI*LEV - —1.1954 -0.5588
(—10.60)*** (—7.16)%*%*
NI#Q + 0.0756 0.1429
(2.90)%** (3.87)%%*
NI*V ? ) 0.4366 0.0143
(3.39)%** (0.11)
NI*CV + 0.0187 0.0237
0.17) 040
NI*Chain +/— 0.0535 -0.0814
(2.21)%* (—3.61)%**
Fixed Control Control
N 1676 590
F 30.46%%* 15.35%%#
Adj-Rsq 0.2602 0.3276

Independent variable, CAR, yearly cumulative abnormal return, which equals the sum of
yearly cumulative return minus ZhongXin market cumulative return; Yearly cumulative return
is the product of daily return minus 1 and then minus 100%; the return here means the
backward average return that allows for dividend reinvestment, and the window refers to
one whole year; NI, return on equity, which equals net income divided by the book value of
equity at the beginning of the year; SIZE, natural log form of the book value of asset at the
beginning of the year; LEV, book value of liability at the beginning of the year / book value
of asset at the beginning of the year; O, market value of equity at the beginning of the year
/ book value of asset at the beginning of the year; V, the control right of the ultimate
shareholder; CV, divergence of control right and ownership, equals ownership (cash flow
right) / control right (voting right); Chain, the length of control chain from listed company
to the ultimate shareholder; Stare, dummy variable: 1 indicates being controlled by the
government, and 0 otherwise. Fixed indicates other fixed effects, including Year2004 and
Inds. ¥%% #% and * indicate significance at the 0.01, 0.05, and 0.10 levels respectively.
Those in parentheses are the t-statistics.
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regression on the full sample with the same result being achieved as that shown in
Table 8. For SOEs, the longer the control chain, the less the government interference,
the greater the autonomy of listed companies that help maximise the wealth of
shareholders; the accounting earnings can therefore truly reflect the firm’s
performance, and so accounting earnings become more informative. For the non-
state-owned listed companies, the purpose of setting up the control chain is to build
up an internal capital market, but a longer control chain implies a greater incentive
for withholding information and engaging in tunnelling activities, and higher agency
costs. The significant negative coefficient confirms the theory of information effect.

Table 9 shows the results of the regression using yearly samples with control
right exceeding 20 per cent, and the results are all the same. The control right of
ultimate shareholders has a significantly positive effect on informativeness and the
CAR, and the dual right divergence reflects the higher agency costs. The effect of
the control chain is different with different natures of ultimate shareholders. For
SOEs, the longer the control chain, the higher the informativeness of accounting
earnings; whereas for NSOEs, a longer control chain leads to higher agency costs,
hence undermining the informativeness of accounting earnings.

I also run regressions on the market return to compute the CAR by using the
average yearly return of all samples, and the results are the same as above. When
the return is used to compare with the industry average for computing the CAR, the
same conclusion is reached.

VI. CONCLUSIONS

This paper has used the data of ultimate shareholders in 2003 and 2004 to study the
effect of the characteristics of ultimate shareholders on the informativeness of ac-
counting earnings in the post-IPO operations.

According to the information theory put forward by Morck (1996), concentrated
ownership structure will cover up a lot of rent-seeking activities, making the infor-
mation disclosure inadequate and thereby influencing the informativeness of ac-
counting earnings. Gome (2000), in his signalling theory, suggests that higher
ownership concentration can be regarded as a commitment of the controlling
shareholder, and concentrated ownership will bring about an alignment effect. When
the alignment effect dominates the entrenchment effect, control right may have a
positive effect on the informativeness of accounting earnings. Fan and Wong (2002)
find that in East Asian countries, control right has a significantly negative effect on
informativeness. This paper finds that in Chinese listed companies, the influence of
the control right of ultimate shareholders on informativeness is significantly positive,
indicating that higher ownership gives investors a credible commitment; and that
the alignment effect is greater than both the entrenchment and the information effects.

The divergence of cash flow right (ownership) and voting right (control right)
enables ultimate shareholders to shirk from the consequences of their decisions by
creating a huge difference between cash flow right and voting right, and also gives
them the means and ability to carry out hoggish activities, therefore undermining
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Table 9 Robustness — Regressions by Year

Zhu

Variables Expected 2003 (a) 2003 (b) 2004 (c) 2004 (d)
Sign 02<V 02<V 02<V 02<V
Const ? -0.2071 —0.2139 -0.0440 -0.0442
(=6.95)x®%  (=7.24)*%%* (-1.54) (-1.54)
NI + ~7.7941 -7.9202 —1.7831 —2.2298
(—7.65)%%%  (~7.79)%%% (—4.34 )% (—4.57)*x*
NI*SIZE + 0.4045 0.4463 0.1126 0.1426
(9.19)#%* (9.94 )k (6.20)%** (5.93)#=%
NI*LEV - -1.1012 -1.1844 ~0.6769 ~0.6862
(=8.77)%#%  (=8.93)FxE  (-10.23)FF%  (—10.29)F*
NI*Q + 0.1839 0.2001 0.0596 0.0802
(3.76)%*x* (4.15)%%% (3.36)%%* (3.97)kx
NI*V ? 0.9880 0.9963 0.2377 0.1770
(7.01)%%% (6.71)%%% (2.48)** (1.43)
NI*CV + 0.0829 0.0420 0.0878 0.0804
(0.93) 0.43) (2.38)%* (1.33)
NI*Chain - ~0.2523 -0.0605
(—5.88)H#:* (=2.54)%**
NI*State - -0.6362 -0.3017
(~4.43ysss (-1.64)*
NI*State*Chain ~ + 0.2614 0.1206
(5.01)##= (1.83)*
Fixed Control Control Control Control
N 1103 1103 1163 1163
F 36.3]%** 33.98%#* 17.10%%* 15.07%:%*
Adj-Rsq 0.3658 0.3859 0.1996 0.2027

Independent variable, CAR, yearly cumulative abnormal return, which equals the sum of
yearly cumulative return minus ZhongXin market cumulative return; Yearly cumulative return
is the product of daily return minus 1 and then minus 100%; the return here means the
backward average return that allows for dividend reinvestment, and the window refers to
one whole year; N, return on equity, which equals net income divided by the book value of
equity at the beginning of the year; SIZE, natural log form of the book value of asset at the
beginning of the year; LEV, book value of liability at the beginning of the year/ book value
of asset at the beginning of the year; 0, market value of equity at the beginning of the year
/ book value of asset at the beginning of the year; V, the control right of ultimate shareholder;
Ovwn, the ownership (cash flow right) of the ultimate shareholder, which equals the product
of the control rights at each chain; CV, deviation of control right and ownership, equals
ownership (cash flow right) / control right (voting right); Chain, the length of control chain
from listed company to the ultimate shareholder; State, dummy variable: 1 indicates being
controlled by the government, and 0 otherwise. Fixed indicates other fixed effects including
Inds. **% *% and * indicate significance at the 0.01, 0.05, and 0.10 levels respectively.
Those in parentheses are the t-statistics.

(b) is the regression result incorporating the variables of the control chain of ultimate
sharcholders using the data of 2003, basing on the model (a);

(d) is the regression result incorporating the variables of the control chain of ultimate
shareholders using the data of 2004, basing on the model (c).



ULTIMATE SHAREHOLDERS AND THE INFORMATIVENESS OF ACCOUNTING EARNINGS 49

the credibility of accounting earnings (Francis et al., 2005). The credibility of ac-
counting earnings decreases with an increase in divergence (Fan and Wong, 2002),
thus in an efficient market, the divergence has a negative effect on earnings quality,
leading to a weaker relation of accounting earnings and stock returns; namely, lower
informativeness. The results in this paper confirm this theory

The control chain will have an impact on the disclosure of corporate information
and important events; in other words, the longer the control chain, the higher the
possibility of withholding information. Through complex networking, certain deci-
sions and rent-seeking activities can be easily hidden. With the increase in the con-
trol chain, more agency problems will be engendered; rational investors will then
be able to realise these problems. Therefore, information disclosure will become
less transparent with a longer control chain (Deng, 2005). I find that this explana-
tion is applicable to NSOEs; that is, the negative effect of the control chain on
the informativeness of accounting earnings is more notable for NSOEs. However,
for state-owned listed companies, a longer control chain is the result of the
decentralisation of decision making. A longer control chain weakens government
interference, enhances the firm value and the quality of accounting earnings, and
thus augments the informativeness of accounting earnings (Fan et al., 2005).
Therefore, for government-controlled listed companies, a longer control chain re-
duces government interference, increases the quality of earnings, and brings about
a positive influence on earnings informativeness.
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