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BREERAT LR - NESVEE - SEWER M ETER - RE LT
2 R RE IR S R B LR L A = BB B T - SRl B
HREB LT AT SEIERZ AR T 2  ERTANABAE - £
B AR H R 24 T A TR A T 5 DR I AR R SRR R A
ECRERA - B AT N ERE RS T MR A
BRMBARK > SHEAERWEARE  FERN T REFAT SR RRE
FEFIRI R o REREIES BN 4R — EECH TR 8 E A A4 A
BUESHIERER LRI > 668 TR EET - SRERH LA
SRR T B8 B B 2 > S0 - B (B MRS AR A A
BT U T P /A LA A LA B el L T AR S B A )
SERAR 2 WA FE AR « ERE P E A TIAE B —
B > REREE R E N AT RS S A RREZ MR R T ZH
B> - REXEHTMAFRNE RS T RERR SN SARAREL H%
% - BEBEEN—AKFITER  WHEBARIER - HRXREARE
BT AR S 5 A L SN B Z 5 1T HZ B4R » T 4RI BAR 450 10 2L
PR - TR A RREAY - B A R B R EERAN FH
% AR TFFE LB -

FHERLREFLTRNENEAL - FHERCHEERFRTE
B > B A BRI IR REMSERMRE - AR
B EHESE EHATAS  FHERAKTRATAFAA - SHH I > X2
AW 4 R AR E A R AT 2 IR AUGES - S RER S5 300 F LA
E I - W E R AU BISBA” B - BEATRK - K
XA FEFEHA ERERABR) WAKEE  2THRLAAZEHED
BATRR - P S RBRIORE (FRIC% > 2004) - REGE (Tl
ATRIAEND it > E AT R A LRI & 00 S oI ST A
£ R4 o ALl EHAT EEEFRLF IS ASER—RIONA - BB
L% 24 F A TR BRI SO BN - BF L2 BRI IR 0 R R H 1 5
ETA TR R R R ARSI > 7R B R R A B 40
KBRS AR R R T A RE RN < S KRR A
SRR T A TRALRIROSE 3 o LATE SRR A A Y VR E AR AR 17
1 0 LURS BB - BoSh - KIRARA AU TR A AR T R 9 1 A St
FELEM -

3 RIERRETT - BREALFIRY (2004) BIZIT > 1993-2003 & H » EFE o v £
ERNZEFFEMERFET S EENERBERERSAFRENEERRLRX
#it 41K -
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A G SR RIZHINT ¢ BRSO E AN SCREAT IR 5 5=
Ao E BT AR H IE RS NSIETEIR ST FREATHTA
R 5 B S RFA R IR - BURFAEEATER BT RKIES
RO HBATSZMMNIR » ZEREFAFRMNEHEAL -

=\ XERIF

E oS E A AR B & TAEBEBRIOIESRE  XEmEFtERA2K
SR ERHEST T HEEEHUIR - FZR20FFEHEN - SMFET > £
HREUEEERENEEIH - A THFUHER2SAMF IR RESENE
B XRTHUZAX2NEEMAETEMIBFIAAEITEMN o Chow
(1982) WHAEBABEEMERLT » 2827 EXSEMF HEITFR - Brid -
REFA#S  2ABENREARRIFIHEASURSEZRASZEAZ
B B BRI E ° Pincus er 4L (1989) -~ Menon & Williams (1994)
Bradbury (1990) -~ Collier (1993) Zr3IF|Fi2E OTC A® - HA=ZMEE
EHARNEAHA T EHAERANEAZESAAERRIFIERSZ
ERIRER - AIERARERAZEBUREENTARLELTARL - AR1T
W HARFRIFEZABEE —BRISEI o Collier & Gregory (1999) ARHEHF
HRER » ARHESF T LA RRIAE - BRI 2B E U RRRNTHR
BN THERAZEEEFHZERARRILZAMNRE -

x1 BEITRFUHZEASRIFINEIEXEHFIRANEEREF LS

TE RkFTm BEETEEXE
Pincus eral.  Bradbury Collier Menon and
(1989) (1990) (1993) Williams (1994)
A + = ; E &
KRB + P 7 = &
B - = = = &
SMERE = H + P = = =
K - N/T* o & N/T*
EERMEEHE  + N/T* N/T* o N/T*
BB E—

*RARNKRNEEEHETRE -

MEE « BRECE (2004) (A LR % E A TER N E LT A7 B Bk
ERVUFUEAMFHEIT TR - MAGREY > BRABDEZ2MEMR
SEEWFASAFRIFITZRARAREZ AFEEENEMRRR RS Hi
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REBATEERHRHHREE o {8 Bradbury (1990) HHARRIFITER
REWRELSBEEFLMNENRLER LN - Hit ﬁﬁﬂ]ﬁﬁﬁﬁﬁﬂ:
R B T AREER M AER > FRENTFELETARRIFHZAS
RIS HLAE & AR R -

= EBieo

fE 5N BRI KERE T Berle £ Means (1932) R FIALAAFER
SEHFNEESEONS  EMEHNKEXEHXENREANEESET
MEEEMENTESHEMIEBRNBAAEEMMRE (Jensen #
Meckling » 1976) ° HEF%K » WEZERMMARAKRI - HF ERESE R
X AR AR &4 'R & F (La portaZs @ 1999 ; Claessens%% >
2000) © Shleifer # Vishny (1997) AN » RENEFEHMBXNEEE
MR EHSSHERER TS F/DMRAFENRE - EEFELSH
TXEHRERT > SRR 7 A E &R I 4R - W= £ R
HRGFDERFIZHRERE - YEENBTREORP M » XLEH R
WRMAIEPBEERNTE » EW La porra ¥ (1999) s » EHARSHAL
AlF s FEMREFRBRERBERARESP/DMRENE - MAREEERERAK
Flik - EFNTHLEFER - B TFEEEEHRENLGIX F/AEFRRP N E
R > REREYE > AFFANSEHNSERSEREREES R
NEBRBERSR/PNBERZ B F R -

ERE > A TRVIEETHIEEENRR > LHTATRNEESES - £
i RS ERIRK —BetE i » RE—ERA “HHHT A BUESR” MEE
MRERIT EHREENX - REFFE - BFBEMILETWESR > RE LT
AFERRE R AR E LR EEREA A IO AR RH BT - XFHE
ZHESLIHARSERBRAZEERTESR - EASHHERR - BTX
PR AU Bl 1 PR ) 0 B T A B R B AN BT AME T 7= AR B9 A |l I &R AR 4R
fE15 ?”Hxﬂxifl_l_?ﬁlkﬁﬁﬁﬂﬁﬁﬁ_tﬁ ST AR 5 AT E RS (5K
e - 1998 5 IKFEH - +2003) > ERAAR RA A A EE G > B35
F” EmAFRIRKRIKE llﬁlﬁ Eit > E T ARERERS F/MNRAKRZ (6
SRFEETENRETR . BT ERINR > RITENERBRERET/NNEERZ
BB RN AESTFEITE RS RIS

¢ EER BRRKENHEATRRNAEASBRER “HF" 9/ RRMFIEH
THRETZEIERE > WFEIT - B¢ - BRELE > 2003 ; BRTE - BHII
2001 ZER ~FFREE > 2002 Z=HE - KUk - T8 2005 BER - F
i~ TFH > 2005 % -
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FHERLEA—REENS > HRFEIEET2HEELAFASHERR
B - RERFBRNEER EERBRFEX PR T mF 0T |
AT LB R m XX R 5 A R BRI XTAME B & - 51 R TS AIE S I E AR
RE > NIRRT B ARARIT AR - st > ERSMIMERBTRER - Bk
BARER “WE" TRANEN > AEEEEN2IHEEMEY - Betrand %
(2002) FEi - HWRBHRNG “EEF JNERTENZHFHERE - Fan
T.]. Wong (2002) EHABNEHMELUHBERKEESTENEL  BEERS
HipwEMARERR > FEERERETERAERESIHER - SBASR .
FREBZWEN ; AN ERBEANEEETHNES > BERTARER
MfEEEE - SOIIE - HEME (2005) UMY LT AR BMERRTHRMEE
BEBRALEN  HRENS T BAKBERFTREON EHETE - HRF
(2005) it » BRBEEN EHARNEE SASHERSINLSEESERER
FHEIARSRME o B > RALH T E R LRE 2 THE BB R SME B R E 7]
RESHMBE AR “IWFT AT ERAS - MR BSRAT v B — E AV
BRI -

NTERBEMS > EFHZERSTREME WF T ANEE > B4
BREERPEIEARRIFITEAS - FEERER "W F/ER =
AU R » HB AT REFE L 1M & RERIIRALC - ERRFR T EA N 12
AR F IR R2BRTENAREZSLREIEH T - — WS - Fetol
ERBBAENARERANEANEENEE » BERERFRLAES > XAF
YRS T HB5R > A RNRSLH THE R AR AT REtERUD o dr e IRATER K

P XRTHEUWERSBRAEHRERE  RINBAKEENAERETHITERS
NEWEBRLRBEKEBTROGMAER  RINWHALERER > FitER2
MR E el MREEN AN EZRMARRE > WHFTTZR2E—ER
ELEREBRHEREYRNAREBRT NN (EXH - BRI 2005) - M
Sh s BRATAFUHITRE > HFUHZRLREFIHFENUEETTRE &8
ZRFUZERSHARB L FEFRFIIMAE ; WF TR A E K
T ZERSRBE AT REBER (E3XHE - BRI 2006) - BHETEEN
AR EEXFRRBHEEATALIENER -

S EAFRALL > BIRETEFEFZBRMNR SMMHBEN - HFItZER2K
VYHEFERMPARAZM - ER—BNT > BRREFESFHZER2/9RL
MEZRZEMRKR > EF—HNT - ZFZHERHERRRZ-BE - BT
HEEHWAFREKE eV HHELEHMA - ERETES - B5H
FEARBWIRE - AT T BUFFEFAMARITER 0L EHFRNH
ERERELTARG , “HF” ARULKAE (FERE%E - 2005 RLHE -
ZE/E > 2005) Bl BREFENXARNAHE o FA1HES XEHETT
R HERYFEE > XRUBRETENFUHZE RS RIHEZMAFEX
(Bl 54 RY o
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Hia : EBRBFAERLAS EHAREIFIHTERSN TREZRE AN

B G SRR AT A ZAFREREMIELRE o BXAH
BUAFAE - SRR BB E  FREREARNFRELS » SREEREARNA
AEHANEEEMEE - Flt » BRBRFREOS EHTATRMFITER R
SH T REH Y MM X R AR ERERBRARES NS EHARRIFITE
REMTRERZ AMXER - ZEF  HERERFRLOEE 50% > HEIX
A R STER AT AR > R AR X b T B A0 00 B AR AR IR S5 FF 55
WHBIEZENERED - N TE—SRESRBHRNES NS B ATRLF
WHERSWAEEZ ANAR > TURRETFEEREARS L ATRIE
WERSZHEBIRE « Nt > HARIEK

Hib : FEENERBRFN LT AR RIFUHEASWTEEEZRE

T HE LA TEAREECBHITR - Bt REH EHAFRRHT S
BRI AE - BURBALEFI AR » 18 ERBUTF AR FIRERN EHARSER
B & BmBsitLEESs - Bt ?ﬁ%*ﬂlﬁﬁﬁﬁ? s BRI AR N BUR S E KA
B ERNRIAWBHTEE > A “BHA” M “BHR” WAL > BAXF
AFEFABERAALLREESHRF {%ﬁE/\J{TATﬁiZJE%EF@d(
B AR prRE R - B CRAR” MABRNVEFRRK “EFT £
T AT FIRRMETEN - A —FHE > E@ﬁﬂ:‘ﬂl#ﬂ =3k ERIERIPEE
BESVEEFS - XEFHEAALETEFNEFHN BASAFETEEX
MM RAH - Bl AER L IR ERSENTIEREHRTERE
RG1%AB (Shleifer M Vishny, 1997) ° Bt » A ERATEIFTINH AR 4
WA g R KA > AIER B ERRE FRBUAKEN - MX 518
F BRI 8B 52 2 AT (Shapiro 1 Willig » 1990 5 Boycko<¥ > 1996 ; Shleifer
F Vishay > 1994)

(FHREFELUHRRES - RILFWERXFHPL T AU AE
SH . BEWMEL  E— > WREFELRERNM=RARFHE - BHT
EA (£ MENSRER - RALEBREXRGCACHMS > MNEEF/K
;“;J:ﬁ/\;]il%Hﬁ@’ﬁtﬁ/\7%@5%3@5:1’5%?&&?’*@“% » WAL H I
ZREMFN T MEMFRFRFIGERZ » 8 TRASRERLER
EHEMER S FERBRARGMS (Flf) SEAEM~=ERICH - WEE
HIRELHAFKLIEREER EHAFERERRENZSESHMSEEEIH -
BRERTFEHERSMFN - AT - ZEHAREY > RERE LHAREMGE
ARAFEERAEEEELIERE EHAFE » RERFRNFIRIFILHRE
Gz (EBIESET S TEEA » 2005 » Bt > NRERFHHERRLEK -
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FERZFRRTFIERT > EREEOVEEAREA - RN HTE & B A 2 H
MUAFTRERR > BN ET LA RS MR EEEREAANE - Bt
FEFEBREFRAFERN “HKE7 il - ARRITERBEL

Hic: ZRBRANFEERS LT ATERIFHER SN TEMEAMEX -

NRERBARE S TARNFE  EREATNEMESRBRNFHS
ZERF o RESEE MR SKRBAR N EERT B HM S « X TFRERR
o BTRREEARMTRERE  MATERBCAREZ R - X TFEE
R » B TR EBAREIL MR A S LA & » 018 S S RARR
B “HFT AT RHTIREIGE . Pagano #l Roell (1998) > A} Bennedsen
M Wolferzon (2000) AR ARZR 2 (8] BY AF B 1 B F0 Il 4 7] LARS I AL A F 25 o
BRER ~ £3R (2005) BRIT T RBAZ HAEH AN X RN XBEL S RN - b
TR EIE > REXZHREMESRNEFEEETFRX > AEEENE
BBREAREERNRBRARN » REXBKZZOT R > FEABRERZ
BE R ERE R - RAEXBEX S M TEEEMIK - &8/ - BERS

(2005) WA FELEBRBAROFENERBEROEEZRET NI EE01E
Ao FERBRAFRLET B RLFHENE SRR H G > BUaiEsAF

TEEEMEEIH - FIE RS/ER —THOE SR BEYLAIA A SA B
il > FEBRBEEXRPIEF A TAEZLEKA - it > TLUAR EERA KRR
MNEBRREARNOFEMEETLUESATRIETFHERS » 3 H » EHEHIH
REN MR > ARNRILHIHE AR BB o

MFFRECGIE » EERRARARFRILFlME » EHIERaE MR - FHitk
AT LR -

H2 : R ARAEREFASATBRITITERSN AAEM EAEX o
o Bt
(—) BESEM
’ﬁﬂ';;\_\ XTEREE (Ac)  Ac=1 RELTATBERIFIUE
J'E'f-':.\ BN Ac =
- BEAUEE ?IEE'EE
Zﬁiu%—ﬁﬁfﬁﬁ’éﬁﬂﬁﬁﬁi%?ﬁ ° ﬁ??ﬁiﬁﬁﬁﬂﬁﬁ%fﬁ%* :
FEEPERMTRESR > Bt BRITUE -EE+ABRARNESBABEER - &
TTAEXN TN AN EEERL R RS EERARER Z B b F2% Z XA
AR HITE A o WA > BRITAANBREIGAES » FEBRERF

FZRBAERSNER > Fit > RINEERTHE - RERFRLASA TR
VNEUERRZEMRER - HRXEEWT :
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(1) First » B — KBERFREH 5

(2) First50 - HHE—RBERF/RILGIKT 50% > Firse50801 > FREO ;

(3) Firty : ZEHE—RBEFENFEFR > firy BL1 - FRHL 0 5

(4) Oc: E_EETRIFERBHRFRELGIZA ;

(5) Reloc : IFEAARRANE — KRR FALLLG] > EF Oc BRUA Firses

(6) Second : BB KRR LA ;

(7) Secfir : B RBRANE —KBERFR LG > 2T Secondbk LA First

3 ~EHEE

Bz ERABREIUFEEES)  EFERMEREZWFIHZERA R
S0 AFEBEREH BAFER & 1T R 2R LAV » &L AT BEXS & 1
ZREMEIFEZMHEMER - RTHFUZRASARVIRERA > K8H
B K KBRAGKT - E22PBIERN - EEKEEELEEEW
RE—HSELWEFHZERSRILFMAMR (Bradbury » 1990 ; Collier >
1993 5 Menon X Williams » 1994 ; Collier & Gregory ° 1999 ; Daniel &
Stuart, 2000 5 Klein > 2002) 7 = J9bk > SIAMTEHZEE :

(1) Asser © ATVHAE » DLAR R F=0 B AN B 5

(2) Leverage - KHATA G ELB - A KHARE TR E R~

(3) Plural : EHVEE > Plural = 1 RRAAEFKELLENRE—
&M > Plural= 0

(4) Growth : AT FEM  UEERFRBEERMETE BRUER~KE
NEHITIHE ;

(5) Indirrato : EESF I ESZALLEG]

A 30K A Logit M HBE R ZE K RAUSFIEXNF I ER KR IINEM » T E
WA E » —fREHERNT -

Ac =a +f, Ownership +B,Idirrato + B, Asset + B, Leverage + B Plural + B Growth +¢€

T —RE  ARMEMAZAARENRERS > KR FITE RSB &
K RKEEHNARFTERE - RENREER > REUFHERSHNTHE
HHNERE  KPERFEKFEOLAF > HEEREL > KR vdaitZ A«
BERA BTHFHZALABVESES  BVESHHARSSEMAF L
VHEITZERSH TR  EEKNALERRS — R TERERMEER X
AFRER - BRI FITE R 2] R -

¢ BEFREBERRMETE = A BRATH &N x A AT H B AE +B ARATH L
#N xB RATH BRE x (BT H EZTX ARM AN / 51 H ST ARMEAT) +
HRATH WEN x HRETH BB x i A TR ARTHAN + (BRRAFE—AK
Al H S RE—BARAT H B R —HRAE ERB)<x ZRELENERSHR~ -
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H b Ownership ERBREUFEEE - ¥ Lk E B A EBAFEEER
FETFAL B RN AE T 1] RO AR SRR BE S M BB ot AR o

(=) BEEESHESE

Kalbers # Fogarty (1998) iz AEAERHFEITEAHEITEENTE
d o FWIFERSER— M HIELEY - 251 RARBNYT BEERER > FX
BN —BEdeHR - ZEAFASHEBEHELFIHZERASEX—REER » HA1
Pl 2002 EEGEIH EBIESXHALETHIEARNEMEEER - XERN
20024 B (A TR B HEN B M LM sE—F » SFERBERITOLI - #2002
EZHRVENARELERPHEZECRAIFHERS - HTRINEEZER
MERKET » BREHNESHFTHERS WL ZARE - FELUE—KEFRHN
ERAAE > Bt RABIRTHE— KBARBFRILE/NT 10% B2 TS - It
4h > ZEFNSBMEATAWMEHEMAEESERX—TULEE » AXHEFLF
B o ZEMER E > HIRBIEAREATREL » ZRERENEREAEN 1,046
o

AFITEREXTEHNEE > BETARRBRLFTIERARIEIRE
BAT B ENER » LMEIERE CCER iEE - ERINHIBEALFF
WA FWERSHEANT 277 K » RIZILAIN 769 K - BARLEHER
HHEITRHERE2FMES » B4ABTHEBELEZ HAY Spearman HHARE -

*2 EEMHREMAMELI

Variable Mean Median Sed. Dev. Maximum Minimum
First 0.4418 0.4362 0.1700 0.8500 0.1004
Oc 0.1751 0.1480 0.1357 0.5935 0.0061
Reloc 0.5838 0.3326 0.6180 2.8625 0.0088
Second 0.0879 0.0553 0.0855 0.4250 0.0010
Secfir 0.2786 0.1418 0.2975 1.0000 0.0014
Asser 21.0148 20.9412 0.9148 26.6324 17.5534
Growth 1.0187 0.8881 0.8161 21.1341 -0.6870
Indirrato 0.2365 0.2222 0.0837 0.6667 0.0000
Leverage 0.0638 0.0256 0.1186 2.5526 0.0000

First 1 B— RKEFRFRE ; Oc: E-EE T AEBBRBARFFMRLFIZH 5 Reloc : F
BB RS — R IRRIFRE] » %F OcBRLL Firse s Second : 8 RBEFRFFAL
B 5 Sechir : B KRN E — KIEFFR LG » FF Second BREA First 3 Asset :
ANFEHE s UAREEFIAAXN BRI 5 Growth : AFEKYE - IFEFHER
EMATEGBULEERENEETITE ; Indirrato - EES P EZAY L
Leverage - KEAMEE - AT KBAARG TR EES -
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£3 EEBRALLH |
%8 Obs. BLER 1 0

NRAERE HREABFME
Ac 1046 277 26.48%
First50 1046 426 40.73%
Firty 1046 264 25.24%
Plural 1046 107 10.23%

Ac: ErTHAFACRIFHE RS A > BFMIO0 ; First50 : HHE—RBHRFRE
BT 50% > FirseS0B1 » BWE O 5 Firty : HHE—KBRFENFEFR > firyB1 >
B 05 Plural : ENFESEKELZERIREG—  Plural W1 > BB O -

SATIE » RE LWARRREEET » H—RBARFFI O E A EE
EBRE - EE TR G2 A AR R BHRITESE— KK
RANEBBR » ZEHRANEEREROSIRTUEZE - ER4TH
PLEE > Oc5 Second GIEFAFR » BATZEAMARRREDT0.924 > XEPIFE
BB > B RREARMERRA RS » EATUARFERBER -

- RIEER

(=) BBRHIE 1

%5 BETFHMA Logir Z LA XHBIE 1 #HTRBAFR - AFFREL
BIE > R hE—KBERNERLASFHERSMELAMAR > BF AL
= o G BE Fira50 RECIH > XTRIAT P AR 0.080 XKL
AR 7R B HL K 2 AT AR 4 A SE A R B I - AR R F I E RS A REEL
ETH - X5 HIbMTANEREESL—5 - FERNAREREHZW > FH
WO 5 HERLWNETAMALXEFALE » BFEEENERBEANLETA
AERTHEHERSWTEELERK - XEPERBARTFE EF LA
P WA FEA —EREE e BT A LA TR N H A RE = A BB
FREEALE - NSEMRE > BB FirpEEE I MER 2R R R
HE1%KFELRE > XHHSEREERNEEFTRN - AR RILFHER
LT R ERME - X5 HiIc TSR3 - XKW > EHRRNEE
HRFEEFRY BT FW - BEHEEF > Indirare 5FUHE LB
S REEME o xHFERTRER  REATAEENERRIEZLAET
HERLF HESMA > AARIFHERSHRRSBARAEHATELSHR
SEE o 4 ATHETENSEUERSMILLIEMRR  XSESMARH
RWEREER—I -
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OWNERSHIP STRUCTURE AND AUDIT COMMITTEE
FORMATION OF LISTED COMPANIES

Wenxian Xia' and Hanwen Chen?

ABSTRACT

We investigate the relation between ownership structure and monitoring mechanisms from
the perspective of the formation of voluntary audit committees based on agency conflict
between the controlling shareholder and minority shareholders. We find that controlling
shareholders are more likely to use their power to hold up the formation of audit committees
when they have absolute control and incentive to expropriate the minority shareholders.
Checks and balances within a firm’s ownership structure can improve corporate governance.
The greater the number of shares held by non-controlling shareholders, the higher the like-
lihood that an audit committee will be formed. Moreover, we find the likelihood of an audit
committee being formed declines significantly when the shares held by the largest share-
holder are non-state-owned shares.

Key Words: Audit Committee; Ownership Structure; Form Voluntarily

I. INTRODUCTION

Like listed companies in other emerging markets, China’s listed companies display
a highly concentrated ownership structure. Although such a structure may alleviate
free rider problems, the costs may also be very high when a company is diffusely
held. When the voting rights of the largest shareholders exceed cash flow rights,
they have an incentive to expropriate the wealth of other shareholders (Shleifer &
Vishny, 1997).

In the early period of stock market development, China for a long time used a
quota system when issuing new shares. To gain resources and satisfy the IPO
requirements, the controlling shareholders of most companies listed in the stock
markets separate out non-core assets of the original organization. This arrangement
generates a complex and inseparable relationship between listed companies and the
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University; Post code: 361005; Tel: 13146655572; E-mail: Xiawx77 @sina.com.
Professor of XiaMen University, Director of the Accounting Department. E-mail: chen-
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controlling shareholders. The highly concentrated ownership structure in China’s
listed firms causes an agency conflict whereby the controlling shareholder expro-
priates non-controlling shareholders. This entrenchment behavior seriously dam-
ages minority shareholders’ rights, misleads their investment decision making, and
discourages investors from investing. Furthermore, such behavior also affects the
efficiency of resource allocation in China’s capital market. Although the securities
regulatory department has recently tried to solve these problems by strengthening
corporate governance and improving regulations, the problems are still not being
effectively controlled. Measures to improve external regulations and to strengthen
governmental regulations have also been ineffective because they are unable to
change the concentrated ownership structure itself of listed companies. There is
also a conflict between listed companies and controlling shareholders caused by the
highly concentrated ownership structure and the new issuing arrangement. After
realizing the problems in listed companies in China, many studies have extensively
investigated the relationship between ownership structure and corporation gover-
nance from different perspectives.® Most studies concern the relationship between
ownership structure, firm performance, and transaction behavior directly from the
viewpoint of the nature of ownership structure, shareholding proportion, and so on.
Howeuver, previous research has not paid sufficient attention to the impact of owner-
ship structure on the choice and implementation of corporate governance systems.

The audit committee is a special committee under the board of directors. The
earliest concept of an audit committee originated in the US. The initial goal of es-
tablishing such a committee was to give support to external audits and enhance the
quality of financial reporting. With its development, the audit committee has be-
come an independent organization that can comprehensively evaluate and super-
vise the financial control and risk control systems through internal and external
audits, as well as investigate special items in the listed companies of Anglo-Saxon
countries. An audit committee can participate in a company’s decision-making,
effectively supervise the controller (manager or the largest shareholder), guarantee
the comprehensive implementation and relief of accountability, and maintain all
shareholders’ benefits (Chen Han-wen et al., 2004). According to China’s code of
corporation governance, listed companies may voluntarily set up audit committees
by the decision of a general meeting of shareholders. The purpose of our paper is to
investigate the influence of ownership structure on the choice and implementation
of corporate governance mechanisms from the perspective of the voluntary forma-
tion of audit committees. The results demonstrate a negative relationship between
the percentage of ownership by the controlling shareholder and the likelihood an
audit committee will be formed in a listed company. If a firm has large but non-
controlling shareholders who can check the controlling shareholder more effectively,

3 According to the investigation of Chen Xinyuan, Chen Donghua, and Zhu Kai (2004), 41
papers on ownership structure and corporate government were published in the top nine
economic and managerial journals in China from 1993 to 2003.



60 Xia and Chen

the company is more likely to establish an audit committee. This indicates that large
but non-controlling shareholders have an incentive to improve internal corporate
governance and oversee the controlling shareholder to protect their own interests.
In addition, the nature of the shares held by the largest shareholder also has an
important influence on the likelihood that an audit committee will be voluntarily
formed.

The rest of the article is organized as follows. Section II covers the literature
review, while Section III analyzes the motivation of listed companies for establish-
ing an audit committee, and gives two hypotheses. Section IV describes the re-
search design and the sample; Section V presents the empirical test results; and -
Section VI is an additional test. Finally, the last section concludes the paper.

Il. LITERATURE REVIEW

Foreign studies have comprehensively analyzed the factors affecting the formation
of audit committees based on the framework of agent theory under the condition of
a diffused ownership structure. The initial goal of establishing an audit committee
is to help both internal and external audits and hence improve the quality of ac-
counting information. Because it is difficult to observe the relationship between an
audit committee and an internal audit, more empirical research is needed on audit
committees from the view of an external audit. Chow (1982) suggests that a com-
pany is more likely to hire an external audit firm when agency conflict is intense.
Therefore, the higher the agency costs, the more likely the company will voluntar-
ily establish an audit committee to reduce the information asymmetry between cli-
ent and agent. Pincus et al. (1989), Menon and Williams (1994), Bradbury (1990),
and Collier (1993) investigate the relationship between agency costs and the likeli-
hood an audit committee will be voluntarily formed using many different variables
to proxy agency costs; to this end, they use samples of OTC in the US and samples
from New Zealand and Britain, respectively.

The variables used to proxy agency costs and the conclusions of these studies are
shown in Table 1. From this table, we can see there are no consistent conclusions.
Collier and Gregory (1999) believe that differences in company size, ownership
concentration, and market liquidity in different security markets affect the relation-
ship between proxy variables for agency costs and the formation of audit committees.

Yang and Xu (2004) analyze the motivation for voluntarily establishing an audit
committee in Chinese listed companies using the above analytical framework; their
results show that the coefficients of all variables that proxy agency costs in the
regression are not significant, with two exceptions: (1) the variable of scale, and (2)
the variable of the shareholding proportion held by an independent director. However,
Bradbury (1990) points out that the decision to set up an audit committee may lead
to a larger board and a higher percentage of independent directors. Therefore, the
research of Yang and Xu (2004) based on a diffused ownership structure may not
give a reasonable explanation for the motivation for establishing audit committees
in Chinese listed companies.
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Table 1 Variables and Conclusions of Previous Articles on Motivations for Audit Committee
Formation

Variable Pred. sign ~ Whether the hypotheses are accepted

Pincus Bradbury Collier Menon and
etal. (1990) (1993)  Williams

(1989) (1994)
Size + YES NO YES NO
Level of long-term debt + YES NO YES NO
Shareholding proportion - YES NO YES NO
held by directors
Shareholding proportion + YES YES YES YES
held by outside director v
Growth - N/T* NO NO N/T*
Whether the board chairman ~ + N/T* N/T* NO N/T*

and top manager are the
sarmne person

* No test

lll. THEORETICAL ANALYSIS

Most traditional corporation governance theories are based on the view that owner-
ship and control are separated in modern companies, as put forward by Berle &
Means (1932). Therefore, previous studies pay more attention to the problem of
managers expropriating outside shareholders for their private benefit when owner-
ship and control are separated (Jensen & Meckling, 1976). However, many recent
studies find that the ownership structure of companies in most countries and regions
is not diffused but is instead very concentrated (La Porta et al., 1999; Claessens et
al., 2000). Shleifer and Vishny (1997) suggest that high ownership concentration
may cause the controlling shareholder to expropriate minority shareholders, even
though it may help to improve the monitoring of management. In the case of pyra-
mid ownership and intersecting ownership structures, the agency problem of
controlling shareholders entrenching themselves at the expense of minority share-
holders’ interests may exist if the voting rights of controlling shareholders exceed
their cash flow rights. When the law cannot protect the interests of investors
effectively, this kind of agency conflict becomes more serious. According to La
Porta et al. (1999), the primary agency problem in most companies is not that man-
agement impairs the interests of shareholders, but that the controlling shareholders
expropriate minority shareholders. In emerging markets, because corporate gover-
nance mechanisms such as law cannot protect the minority shareholders’ interests
effectively, the agency problem caused by the separation of ownership and control
rights often displays an agency conflict between the controlling shareholder and
minority shareholders.
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Because of the arrangement at the beginning of the securities market in China,
the ownership structure of China’s listed firms is very concentrated. After setting up
the stock market, China adopted an approval system and a quota system for the
issuing of new shares, which was in effect for a long time. To acquire more re-
sources and satisfy the requirements of the government, the shareholders of many
companies listed in the securities market separated out the non-core assets of the
company. This arrangement has led to a complex and close relationship between
the listed company and the controlling shareholder. Because of restrictions on trading,
the transaction costs of the exchange of ownership of controlling shareholders is
very high (Zhang, 1998; Zhang and Ji, 2003). Because the controlling shareholders
use their control rights to expropriate minority shareholders for their own benefit,
there exists a serious conflict between the controlling shareholder and minority share-
holders in Chinese listed companies. We analyze the motivation for setting up an
audit committee from the viewpoint of agency conflict between controlling and
minority shareholders based on the above analysis.

As a monitoring system, the primary goal of an audit committee is to monitor the
quality of accounting information. Although the committee does not have the right
to prevent a controlling shareholder from expropriating minority shareholders, it
can strengthen its monitoring by disclosing more information and improving dis-
closure quality. Furthermore, many previous studies find that the controlling
shareholder’s entrenchment is often associated with earnings manipulation. Bertrand
et al. (2002) find that entrenchment behaviors decrease the transparency of the whole
economy. Fan and Wong (2002) investigate the relationship between ownership
structure and earnings, and find that the agency conflict between controlling share-
holders and minority shareholders causes the former to report accounting informa-
tion in their own interests, while decreasing the reliability of accounting information.
At the same time, controlling shareholders may manipulate accounting information
to hide their expropriation activities. According to Hong and Fang (2005), the value
relevance of earnings is low when listed companies are subjected to more related-
party transactions. Ye (2005) also finds that a controlling shareholder’s embezzle-
ment of a listed company’s funds decreases the relevance between earnings and
management compensation. Therefore, the formation of an audit committee in listed
companies increases the costs of a controlling shareholder’s entrenchment actions
by improving disclosure quality and placing restrictions on the controlling
shareholder.*

*  As to the supervision efficiency of audit committees, we test the role of the audit committee

in restricting management to the managing of earnings. We find a negative relationship
between the formation of an audit committee and the absolute value of discretionary accrual.
On the basis of the empirical results, we think that an audit committee can restrict the ean-
ings management of the management of listed corporations to a certain extent (Xia and
Chen, 2005). Furthermore, we test the efficiency of an audit committee in improving audit
quality and find that an audit committee can reduce non-natural audit changes. Through
audit charges, we find that an audit committee can improve the internal control of listed
corporations (Xia and Chen, 2006). Due to limited space, we do not provide those research
processes and results in this paper.
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Since an audit committee increases the controlling shareholder’s entrenchment
costs, a controlling shareholder will seek to prevent a listed company from estab-
lishing an audit committee. The stronger the motivation of the controlling share-
holder to become entrenched in a listed company, the more likely it is that the
controlling shareholder will hold up the establishment of an audit committee.’
Whether the controlling shareholder can prevent the formation of an audit commit-
tee lies in whether she can control the decision making of the board. Generally
speaking, the shareholding proportion of ownership denotes the control power of
the controlling shareholder. The greater the shareholding proportion the controlling
shareholder holds, the stronger the controlling shareholder’s control power will be,
and the less likely it is an audit committee will be formed. Therefore, we hypothesize:

Hla: There is a negative relationship between the shareholding proportion of
the largest shareholder and the likelihood of the formation of an audit commit-
tee in listed companies.

The relationship between the ownership percentage of the controlling shareholder
and the likelihood an audit committee will be formed may not be linear. Other own-
ership characteristics, such as ownership dispersion and non-controlling shareholding,
also affect the power of the controlling shareholder. Therefore, ownership percent-
age does not fully reflect the influence of the controlling shareholder on the forma-
tion of an audit committee. When the shareholding proportion of the controlling
shareholder exceeds 50 per cent, which means absolute control, the controlling
shareholder’s control power over listed corporations is influenced less by factors
other than shareholding proportion. In order to test the relationship between the
shareholding proportion of the controlling shareholder in listed corporations and
the likelihood an audit committee will be formed, we test the relationship between
absolute control of the controlling shareholder and the likelihood of audit commit-
tee formation. Therefore, we hypothesize:

Hilb: The likelihood that an audit committee will be formed is lower in compa-
nies that have an absolute controlling shareholder.

Since most listed firms have been transformed from state-owned corporations in
China, their largest shareholder is often the government. The reform of transferring

5 Anonymous referees note that ownership convergence has two effects: benefit identity and
plunder. Those two effects also have different implications for the formation of an audit
committee. Benefit identity will cause a positive relationship between formation of an audit
committee and ownership convergence, while the plunder effect will cause a negative rela-
tionship between the two. However, because most listed companies in China come from
state corporations, ownership convergence has a great many reasons with government. Be-
cause local government makes use of listed corporations, plunder actions are familiar in
China (Li et al., 2005; Yuan, 2005). Therefore, regional effects are not obvious. We test our
sample in different regions and find no difference. The empirical results show that owner-
ship convergence has no regional effects on audit committees.
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the central government’s power to local government has motivated local govern-
ments to use controlled listed companies to achieve their own targets. Governments
play the role of both athlete and referee. Therefore, they make full use of their
authority to provide greater protection to local listed companies and guarantee they
will not fail in market competition. The government’s role of referee also allows it
to entrench itself in a listed company more easily. On the other hand, the practical
control power of a company is in the hands of government bureaucrats. Although
these bureaucrats have absolute control rights, they have no cash flow rights. In
theory, the ownership of cash flow belongs to the whole of taxpayers in the country
(Shleifer & Vishny, 1997). Therefore, government bureaucrats will not act in the
interests of a company. Their main goal is political and may have nothing to do with
social benefits (Shapiro & Willig, 1990; Boycko et al., 1996; Shleifer & Vishny,
1994).

As for non-state-owned companies, the motivation to set up an audit committee
can be analyzed from the perspective of property rights. Two deductions can be
made: First, if the protection of property rights is effective, the nature of state-
owned property will differ from that of non-state-owned property. The owners of
private companies will take better care of their property than owners of state-owned
companies. The non-state-owned companies, or private companies, will have better
firm performance and corporate governance and have greater motivation to form an
audit committee. Second, if the protection of property rights is ineffective, the larg-
est shareholders of private companies will have more incentive to expropriate
minority shareholders than will the largest shareholders of state-owned companies.
The non-state-owned companies, or private companies, will have poorer firm per-
formance and corporate governance, and will have no incentive to form an audit
committee. However, empirical studies show that the firm performance and the cor-
porate governance of private companies are worse than those of non-private corpo-
rations in China. Investor protection is very poor in China (Shanghai Securities
Exchange Task, 2005). Therefore, non-state-owned controlling shareholders can
expropriate minority shareholders through both voting rights and cash flow rights,
and so have greater incentive to expropriate minority shareholders. Thus, we
hypothesize:

Hic: There is a negative relationship between a non-state-owned controlling
shareholder and the likelihood an audit committee will be formed in China’s
listed firms.

If the controlling shareholders expropriate minority shareholders, the benefits of
the minority shareholders will be impaired. Different kinds of shareholders will
take different actions to protect their benefits. Tradable shareholders can vote with
their feet because their shareholding proportion is low and the shares can easily be
sold. Blockholders other than the controlling shareholder have an incentive to moni-
tor the actions of the controlling shareholder because of the high costs or restric-
tions on exchanging ownership. Pagano and Roell (1998) and Bennedsen and
Wolferzon (2000) suggest that ownership checks and balances among block share-
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holders restrain the private benefits of control. Chen and Wang (2005) find a posi-
tive relationship between ownership concentration and related party transactions.
Furthermore, they find that when there are large but non-controlling shareholders
who can bargain with the controlling shareholder, the possibility of related-party
transactions decreases. The more ownership checks the non-controlling sharehold-
ers have, the less the possibility of related-party transactions and the less the scale
of trade. Tang (2005) also finds that non-controlling shareholders can restrict a con-
trolling shareholder’s entrenchment behaviors. The ownership checks and balances
of non-controlling shareholders can thus improve corporate governance. Since an
audit committee is considered an effective monitor mechanism by the securities
regulation department, non-controlling shareholders will have an incentive to es-
tablish one. Therefore, the restriction and monitoring of non-controlling sharehold-
ers will drive a company to form an audit committee. The more power the non-
controlling shareholders have, the more likely the company will be to form an audit
committee. From the perspective of shareholding proportion, the more shares held
by non-controlling shareholders, the stronger the ownership checks and balances.
Thus we hypothesize:

H2: There is a negative relationship between the shareholding proportion of
non-controlling shareholders and the likelihood an audit committee will be
formed in listed corporations.

IV. RESEARCH DESIGN

4.1. Variables and model

4.1.1 (Ac): Formation of an audit committee; Ac = 1 if a company has an audit
committee, and O otherwise.

4.1.2 Nature of proxy ownership variables

The largest shareholder is defined as the controlling shareholder. Because owner-
ship is very concentrated in China’s listed firms, the second to tenth largest share-
holders are defined as non-controlling shareholders. We test the influence on the
formation of an audit committee from the absolute and relative shareholding pro-
portions of the controlling and non-controlling shareholders. Furthermore, we be-
lieve the second largest shareholder plays a major role in ownership checks and
balances. Therefore, we test the relationship between the shareholding proportion
of the second largest shareholder and the likelihood of the formation of an audit
committee. Variables are defined as follows:

(1) First: the shareholding proportion of the largest shareholder.

(2) First50: dummy variable; takes the value of 1 if the shareholding proportion
of the largest shareholder exceeds 50 per cent, and 0 otherwise.

(3) Firty: dumnmy variable, takes the value of 1 if the largest shareholder is a non-
state-owned entity, and O otherwise.

(4) Oc: the sum of shareholding percentages from the second to the tenth largest
shareholders.
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(5) Reloc: the ratio of the sum of the shareholding proportion of non-controlling
shareholders divided by the shareholding proportion of the controlling shareholder.

(6) Second: the shareholding proportion of the second largest shareholder.

(7) Secfir: the ratio of the shareholding proportion of the second largest share-
holder divided by the shareholding proportion of the controlling shareholder.

4.1.3 Control variables
In addition to the above variables, which proxy ownership structure, other variables
may also affect the formation of an audit committee. To test whether ownership
structure affects the formation of an audit committee, we include control variables.
Following previous studies, other variables, such as firm size, growth, long-term
debt ratio, ratio of independent directors on the board, or the same person acting as
both board chairman and top manager, may also affect the formation of an audit
committee (Bradbury, 1990; Collier, 1993; Menon ez al., 1994; Collier et al., 1999;
Daniel N ez al., 2000; Klein, 2002).6 Therefore, we include the following variables
as control variables in our test:

(1) Asset: the logarithm of total assets.

(2) Leverage: the book value of long-term debt divided by the book value of total
assets.

(3) Plural: dummy variable, takes the value of 1 if board chairman is also the top
manager of the firm, and 0 otherwise.

(4) Growth: the market value of net assets considering non-tradable factors
divided by the book value.

(5) Indirratio: ratio of independent directors on the board.

We use a logit model to test the relationship between ownership structure and the
likelihood an audit committee will be formed. The model is as follows:

Ac = o+, Ownership +B,Idirrato +B,Asset +ﬁ4Leve1‘dge +B,Plural +
B,Growth +&

In the model, ownership denotes those variables of ownership structure. We use
different variables to proxy it in different models according to the demands of the
study.

¢ Generally speaking, the larger a corporation is, the more attention it receives from the public.

A large corporation is more likely to form an audit committee. Corporations with a high rate
of growth need a flexible and rapid decision-making system and will be less likely to form
an audit committee. A corporation with a high long-standing debt has a large potential risk
and will be more likely to form an audit committee. Because independent directors domi-
nate the directorate, those corporations with a high percentage of independent directors will
also be more likely to form an audit committee. If one person holds the board chairmanship
and general manager position concurrently, this will strengthen the control of the holding
shareholder and management over the corporation, and this kind of company will be less
likely to form an audit committee.
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4.2 Sample selection and descriptive statistics
According to institutional theory, Kalbers and Fogarty (1998) suggest that compa-
nies may imitate each other in setting up audit committees as a social control
framework. In light of this factor, we select all companies listed in the Shanghai
Stock Exchange (SSE) or the Shenzhen Stock Exchange (SZSE) in 2002 as the
sample because the corporate governance standards were issued in 2002, and dis-
closures of audit committees in annual reports were not required before that year.
To test the relationship between ownership structure and audit committee formation
in the condition of concentrated ownership structure, we delete those companies
where the ownership percentage of the largest shareholder is below 10 per cent. In
addition, companies belonging to the finance industry are deleted from our sample
because they have a special ownership structure. Samples with deficient data are
deleted from our sample as well. The final sample contains 1046 companies.
Audit committee data come from the annual reports, while other data come from
the CCER database. In our sample, the number of companies who have established
an audit committee is 277, while the number of companies who have not done so is
769. Table 2 and Table 3 are descriptive statistics of variables. Table 4 describes the
Spearman correlated coefficients of variables. Since the ownership of China’s listed

Table 2 Descriptive Statistics of Variables

Variable Mean Median Std. Dev. Maximum Minimum
First 0.4418 0.4362 0.1700 0.8500 0.1004
Oc 0.1751 0.1480 0.1357 0.5935 0.0061
Rleoc 0.5838 - 0.3326 0.6180 2.8625 0.0088
Second 0.0879 0.0553 0.0855 0.4250 0.0010
Secfir 0.2786 0.1418 0.2975 1.0000 0.0014
Asset 21.0148 20.9412 0.9148 26.6324 17.5534
Growth 1.0187 0.8881 0.8161 21.1341 -0.6870
Indirrato 0.2365 0.2222 0.0837 0.6667 0.0000
Leverage 0.0638 0.0256 0.1186 2.5526 0.0000

First: the shareholding proportion of the largest shareholder.

Oc: the sum of the shareholding proportion from the second largest to the tenth largest
shareholders.

Rleoc: the ratio of the sum of the shareholding proportion of the non-controlling shareholder
divided by the shareholding proportion of the controlling shareholder.

Second: the shareholding proportion of the second largest shareholder.

Secfir: the ratio of the shareholding proportion of the second largest shareholder divided by
the shareholding proportion of the controlling shareholder.

Asset: the logarithm of total assets.

Growth: the market value of total assets considering non-tradable factors divided by the
book value of total assets.

Indirrato: ratio of independent director on the board.

Leverage: the book value of long-term debt divided by the book value of total assets.
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Table 3 Descriptive Statistics of Dummy Variables

Variable Obs. Corporations whose value is 1
Number of corporations Percentage in sample
Ac 1046 2717 26.48%
First50 1046 426 40.73%
Firty 1046 264 25.24%
Plural 1046 107 10.23%

Ac: dummy variable, takes the value of 1 if company has established an audit committee,
and 0 otherwise.

First50:dummy variable, takes the value of 1 if the shareholding proportion of the largest
shareholder exceeds 50 per cent, and 0 otherwise.

Firty:dummy variable, takes the value of 1 if the shares held by the largest shareholder are
non-state-owned, and 0 otherwise.

Plural: dummy variable, takes the value of 1 if the board chairman and top manager are the
same person, and O otherwise.

firms is highly concentrated, the mean and median of the shareholding proportion
of the largest shareholder exceed the sum of those of the second largest to the tenth
largest shareholders. Therefore, the largest shareholder, defined as the controlling
shareholder, and other block shareholders, defined as non-controlling shareholders,
is rational. In Table 4, we find that “Oc” and “second” are highly correlated, with a
correlation coefficient of 0.924. The results show that the second largest shareholder
plays the most important role among the non-controlling shareholders.

V. EMPIRICAL RESULTS

5.1 Test of Hypothesis 1

Table 5 presents the logistic regression results of Hypothesis 1. The coefficient of
“Firsf’ is negative but not significant in model 1. In model 2, the coefficient of
“First50” is negative, and the p-value is 0.080. This result shows that the likelihood
an audit committee will be formed declines when the shareholding proportion of
the largest shareholder gives absolute control of the company, which is consistent
with H1b. Although the shareholding proportion of the largest shareholder does not
have a significant negative relationship with the formation of an audit committee,
which may result from the constitution of the shareholding proportion, the likeli-
hood that an audit committee will be formed declines significantly if there is an
absolute controlling shareholder. This means that the largest shareholder holds up
the establishment of other monitoring mechanisms when she has the power to con-
trol the company, and also tends to expropriate the minority shareholders. From the
perspective of the nature of shares, the coefficient of “Firty” in models 1 and 2 are
negative and significant at the 1 per cent level. These results show that the likeli-
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Table 5 Logistic regression of Hypothesis 1

Model: Ac = o+ f Controller* + §,Firty + f;/dirrato + B Asset + B Leverage + B Plural
+ B.Growth + €

* Controller represents the nature of the largest shareholder. We use the variable of First

and First50 to proxy it in model 1 and model 2, respectively.

Variable Model 1 Model 2
Coefficient P-value Coefficient P-value
First -0.672 0.150
First50 -0.276 0.080
Firty -0.656 0.001 -0.649 0.001
Growth -0.018 0.851 ~0.013 0.892
Indirrato 5.989 0.000 6.018 0.000
Plural 0.016 0.946 0.020 0.932
Leverage’ -0.243 0.711 -0.206 0.753
Asset 0.201 0.020 0.204 0.018
Constant —6.890 0.000 -7.155 0.000
Log likelihood —574.298 -573.769
Wald chi2 54 %% 54 9k
Pseudo R2(%) 5.06 5.16

First: the shareholding proportion of the largest shareholder.

First50: dummy variable, equals 1 if the shareholding proportion held by the largest
shareholder exceeds 50 per cent, and 0 otherwise.

Firty: dummy variable, equals 1 if the shares held by the largest shareholder are non-
state-owned shares, and 0 otherwise.

Growth: the market value of total assets considering non-tradable factors divided by the
book value of total assets.

Leverage: the book value of long-term debt divided by the book value of assets.

Plural: 1 if the board chairman is also the top manager of the same firm, and 0 otherwise.
Indirrato: the per cent of independent directors on the board.

Asset: the natural logarithm of a company’s total assets.

#%% denotes 1 per cent in 2-tailed tests.

hood of formation of an audit committee declines significantly when the shares held
by the largest shareholder are non-state-owned shares. These results are consistent
with Hlc and indicate that non-state-owned controlling shareholders may have a
stronger incentive to expropriate minority shareholders. In view of other control
variables, we find that “indirrato” is positive and significant. One explanation is
that when a company decides to establish an audit committee, it has to employ more
independent directors since they have to make up the committee, as required by the
Code of Corporate Governance.

7 'We deleted the 1 per cent extreme value of variables on both sides to overcome the influence

of the extreme values of variables.
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5.2 Tests of Hypothesis 2

Table 6 presents the logistic regression test results of Hypothesis 2. In models 4 and
5, we test the relationship between the likelihood of an audit committee being formed
and the absolute and relative percentages of non-controlling shareholders separately.
We find that the coefficient of “Oc” and “Rleoc” are positive and significant at the 5
per cent and 10 per cent levels, respectively. In models 6 and 7, we test the relation-
ship between ownership checks of the second largest shareholder and the likelihood
of an audit committee being formed. The results show that the coefficients of “Sec-
ond” and “Secfir” are positive and significant at the 10 per cent level. The empirical
evidence indicates that the higher the number of ownership checks, the greater the
likelihood of an audit committee being formed, and that the second largest share-
holder plays a major role in the ownership checks. Thus, the empirical results are
consistent with Hypothesis 2.

In Table 7, the coefficient of “Oc” is positive and the p-value is 0.056. Furthermore,
the coefficient of “second” is also positive and the p-value is 0.088. The relation-
ship between the likelihood of an audit committee being formed and the shareholding
proportion of non-controlling shareholders is also negative and significant when the
variables separately representing the shareholding proportion of the controlling share-
holder and that of the non-controlling shareholders are entered into the model
together. We find that different shareholding proportions of non-controlling share-
holders have different effects on ownership checks when the shareholding propor-
tion of the controlling shareholder is relative high. The ownership checks of non-
controlling shareholders on the largest shareholder are relatively independent of the
shareholding proportion of the largest shareholder.

VIl. CONCLUSION

We investigate the relationship between ownership structure and the likelihood that
an audit committee will be formed based on the agency conflict between the con-
trolling shareholder and minority shareholders. We find that controlling sharehold-
ers are more likely to use their power to hold up audit committee formation to
reduce the costs of entrenchment when they have absolute control of listed firms.
The nature of the shares held by the controlling shareholder also has significant
influence on the formation of an audit committee. The likelihood that an audit com-
mittee will be formed declines when the shares held by the controlling shareholder
are non-state-owned shares, because they may have a stronger incentive to expro-
priate the minority shareholders. The greater the checks of other shareholders, the
higher the likelihood that an audit committee will be formed from the perspective of
ownership checks and balances. There is also a significant positive relationship be-
tween the shareholding proportion of the second largest shareholder and the likeli-
hood an audit committee will be formed. This result suggests that the main role in
ownership checks and balances is taken on by the second largest shareholder.
This paper examines the influence of ownership structure on corporate gover-
nance from the perspective of voluntary audit committee formation. Empirical
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Table 7 Logistic Regression of Additional Tests

Variables Model 8 Model 9

Coefficient P-value Coefficient P-value
Constant -7.509 0.000 -7.237 0.000
Oc 1.189 0.056
Second 1.519 0.088
First30 -0.051 0.798 -0,153 0.396
Firty 0.694 0.000 0.687 0.000
Growth -0.015 0.872 -0.010 0.917
Leverage -0.305 0.652 ~0.275 0.682
Plura -0.018 0.941 -0.031 0.896
Asset 0.206 0.015 0.200 0.019
Indirrato 6.004 0.000 6.004 0.000
Log Likelihood ~574.805 -575.174
Wald chi2 55.6%%* 56.8%**
Pseudo R2(%) 5.08 5.19

Oc: the sum of shareholding proportion from the second largest to the tenth largest
shareholders.

Second: the shareholding proportion of the second largest shareholder.

First30: dummy variable, equals 1 if the shareholding proportion held by the largest
shareholder exceeds 30 per cent, and 0 otherwise.

Firty: dummy variable, equals 1 if the shares held by the largest shareholder are non-state-
owned shares, and 0 otherwise.

Growth: the market value of total assets considering non-tradable factors divided by the
book value of total assets.

Leverage: the book value of long-term debt divided by the book value of assets.

Plural: 1 if the board chairman and top-manager are the same person, and 0 otherwise.
Indirrato: the percentage of independent directors on the board.

Asset: the natural logarithm of a company’s total assets.

**#% denotes 1 per cent in 2-tailed test

evidence shows that ownership checks and balances can improve corporate
governance. On one hand, this study contributes to the literature on ownership struc-
ture and corporate governance. On the other hand, our results suggest that corporate
governance in China may be improved by decreasing controlling shareholder
ownership, introducing strategic investors, establishing an independent director
system, and reconstructing the board of directors.
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