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1 KRG 5EINME

KA4HIH T TOBIN-Q5 KERAL by 7% & 42 il A% & ()[R 25 ] - R4
MORTGAGE ~ OCCUPY ~ ASSET~ EQUITY¥) 5 TOBIN-Q1r: 1% .3 P /K- A
O o XYL AR b XPAMILR ~ 98 G ]~ B2 A8 5~ IS Sy P LA 3 T BT AR
ANVANE > X S FRA B 73 HT 5 T — 50 SCRETIRIBAS 5 38250« Fi4h > 45361
AR S HEA SR > X BT - &5 FATTH M/BEARTOBIN-QfFE N

x4 KA HHANME (TOBIN-Q) [RIJA 73 #4553

P Zeni=)

AT

MORTGAGE - —1.513*** —1.537***
(0.000) (0.000)
occury - -1.961*** -1.915%**
(0.000) (0.000)
ASSET - —1.838*** —1.448***
(0.000) (0.000)
EQUITY - -1.081*** —1.110***
(0.000) (0.000)
TRANSPARENCE + 0.130*** 0.135%** 0.116*** 0.133*** 0.126%**
(0.000) (0.000) (0.000) (0.000) (0.000)
TOPONE - -0.963*** —-0.848*** —-0.840%** -0.959*** -0.957***
(0.000) (0.000) (0.000) (0.000) 0.000
TOPONE? + 0.804*** 0.672%** 0.697*** 0.828*** 0.798***
(0.000) (0.000) (0.009) (0.000) (0.000)
GOV + 0.020%** 0.018*** 0.011%** 0.020*** 0.018***
(0.000) (0.000) (0.000) (0.000) (0.000)
ROE + 0.091*** 0.068*** 0.048 0.062*** 0.079***
(0.000) (0.000) (0.123) (0.008) (0.001)
LEVERAGE - -0.313*** —0.364*** -0.295%** -0.361*** —0.304***
(0.000) (0.000) (0.000) (0.000) (0.000)
SIZE - -0.303*** -0.304*** -0.287*** -0.301%** -0.304***
(0.000) (0.000) (0.000) (0.000) (0.000)
C 2 6.190%** 6.199*** 5.892%** 6.140*** 6.223***
(0.000) (0.000) (0.000) (0.000) (0.000)
Adj-R? 0.634 0.435 0.219 0.378 0.590
F-stat. 970.3*** 430.6*** 174.1%%* 341.0%** 582.6%**
OBS 4473 4474 4936 4473 4438

VE RN R T RE (1) - A2 5 O Tobin-Q > i 5 DA PRZEG R * ~** ~ 73 B [ R EAE10% ~ 5%

1% PEACE I o SRIRAZ By A8 RS HEAT 1RSSR > B SRIBRAS 5 ek LA Aol 5
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72 BT I NV N
Fz5 KRG EHANME (M/B) [AIA > HT 45 5%
TS
MORTGAGE - —4.541F% —4.383***
(0.000) (0.000)
oCccuPrY - —4.977%** —5.094***
(0.000) (0.000)
ASSET - —4.324%* —3.179***
(0.000) (0.001)
EQUITY - —4.591%** —4.141%*
(0.000) (0.000)
TRANSPARENCE + 0.350*** 0.394*** 0.333*** 0.391*** 0.333***
(0.000) (0.000) (0.000) (0.000) (0.000)
TOPONE - —2.379%** -2.800*** —2.264"** -2.796*** —2.594***
(0.000) (0.000) (0.001) (0.000) (0.000)
TOPONF? + 2.015%** 2.648*+* 1.799*** 2.711%% 2.228%**
(0.000) (0.000) (0.001) (0.000) (0.000)
GOV + 0.070*** 0.100%** 0.044*** 0.106*** 0.071%%*
(0.000) (0.000) (0.000) (0.000) (0.000)
ROE + -0.225* -0.263** -0.378*** -0.227** -0.245**
(0.052) (0.020) (0.001) (0.050) (0.043)
LEVERAGE - 0.877*** 0.567*** 0.963*** 0.604*** 0.868"**
(0.000) (0.000) (0.000) (0.000) (0.000)
SIZE - -0.617*** -0.623*** -0.632*** -0.619*** -0.615***
(0.000) (0.000) (0.000) (0.000) (0.000)
C 2 11.204%** 11.191%** 11.732%* 11.040*** 11.256***
(0.000) (0.000) (0.000) (0.000) (0.000)
Adj-R? 0.214 0.215 0.164 0.214 0.359
F-stat. 152.9%** 154.0%** 122.3%%* 152.7%*%* 227.2%%*
OBS 4458 4459 4932 4458 4438
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MORTGAGE*TOPONE ~ OCCUPY*TOPONE ~ ASSET*TOPONE ~ EQUITY*
TOPONEY; TOBIN-QA 5% > iMORTGAGE*TOPONE? ~ OCCUPY*TOPONE’ »
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FEAT W2 < IXRW] KRIKAZ Zy b #8751 AT ReME S 28— RIBARRRI L] 5245 “U” 215K
72 HIAI T

MORTGAGE*CR25/TOPONEY TOBIN-Q1F1% (1] .2 PEAKE F IEA % »
OCCUPY*CR25/TOPONES TOBIN-Q{E10% [ B2 1 /KT R ik % » ASSET*CR25/
TOPONES TOBIN-QIFAH% - (BANGEE - EQUITY*CR25/TOPONEY) TOBIN-QfiAf]
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P R R B2 KT % s ASSET*OFFERY TOBIN-Q .35 1IEAH 5% » ASSETY;
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ASSET*ROEY; TOBIN-QAE1%I1 i 2 R /K IEAH S < IMEQUITY *ROEYS; TOBIN-
QIEAHZ » HANE 2 o XS 25 L S IRATR PO LA — B A—BUR 2 S iF SRk
UF > FEARER BE B AR AN AR > SR P BE A A MR S5 SOR T (1) 2 ) 72 A (R ¥ 7 3%
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70> DR A ] B 5 i s A ] 4D ) PR 5 2 A AR 4 > ] DA 3 B TR AN 45 4 L5 71 B 3R
i N A S5 89 (Joh, 2003) © 7R AN S5 44 ~ 15 B 48 5 55 A = va BEHL R A S 70
B E A A TS 5N B M ASE A AME S o P AT A wiE B
AR R IR A AN EAR o

La Porta er al. (2002) 1L —AMAIUEN] > 35255 088 R 25 IR 3 AT S 45 AL
504 R 3 B A 0% T S Ak 83 ($ 8t [rlde%) JEXK o Friedman er al.
2003) WAk WA I A AR PR A T ER A B K AR A
TRILEEARE ) « TR i 8wl s 40 8o (FF I AR e LAS Ths ic » DASE 1R
BERF R SR BT LUK R A8 7 B s il e BRIt (R A —E & 3L
87 o 1 H > K ARAE A B G5 (R B[R 24 25 o 3t PR A A R G 8 e ) > B8 i
R DA IR R B AE ] RSO 2560 TR > ST SUokar - Bege Il ok
AT Sy 325 (AT Be PR/ ) o Cheung er al. (2004) KRILR A FIEAE G A RIFEAS
Gyl — I AANME - — 8 S A BT AR A — & 3 30 s - Wik
CL_E R HE TS IR > b SO0 AR 2 > A A A S KRIEAE 5 3 e N AR
[ #1 < SR11] > Johnson ez al. (2000a) RIS RYBH » BETE [RIHRABAR » 5 & AR (R m] Rg
PR PRI R BRAR T 40 3 (R4 BRA Lo A « L ORERAE 5y ml RE A& A1)
PANTEELR B E R THAR 5 (instrumental variable) » H T AR R ~ YR B ey
ek (2SLS) 25 W HEAT 1A 43 My < 38 19T > B 1R I A 4 1 5 A b A 8 G
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R ESCRF TR e (3) B AR T ML AR > oK T ORIRAS S A F =S R T RE
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SRR AR (R B FANBE PR 28 [ IBEAR R I RIRAS St A48 7 - (5) A B iz ]
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#8 KWLM
TS5
MORTGAGE - —2.526™%*
(0.000)
occury - -1.877**
(0.018)
ASSET - -0.707***
(0.000)
EQUITY - (-2.086)***
0.000
TRANSPARENCE + 0.028** 0.130*** 0.126*** 0.101%**
(0.015) (0.000) (0.000) (0.000)
TOPONE - -0.888** -0.252 -0.461 -0.880***
(0.017) (0.985) (0.124) (0.000)
TOPONF? + 0.627*** 0.007*** 0.383*** 0.791%**
(0.000) (0.008) (0.001) (0.000)
GOV + 0.039*** 0.013*** 0.017** 0.037***
(0.000) (0.000) (0.001) (0.000)
ROE + -0.179*** -0.076 0.071* 0.098*
(0.000) (0.183) (0.072) (0.067)
LEVERAGE - 0.258*** -0.083* -0.286*** -0.034
(0.000) (0.069) (0.000) (0.406)
SIZE - -0.215*** -0.287*** -0.269*** —0.265%**
(0.000) (0.000) (0.000) (0.000)
C ? 4.328%** 5.704%* 5.480*** 5.292%**
(0.000) (0.000) (0.000) (0.000)
Adj-R? 0.339 0.333 0.171 0.487
F-stat. 86.5%** 144.9%* 162.5%** 139.5%**
OBS 4961 4990 4961 4961

VR R R (1) o ATV Y B SN ) AR S N TOBIN-Q » T.HAR
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SRR o SCIRAS S A8t 38 M e 15 R AR I IR AL B (WG AR o o

DA M DR AP K VEHT © AERE - SRR e it 2 I I R - I FL32 B3R B
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91> Inam AR A A SCIBAZ S IO A - T DARRAR RIRAZ 2 o 1t (R ] e - DR 4P #0583
Rt > F38h > 8 FA B 3 R RAE REAE R M B 088 X RIRAT 4 R e i 148 > AT
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[. INTRODUCTION

In recent years, several scandals involving tunnelling by major shareholders have
been brought to light. From the “Qiongminyuan” incident in 1997 to the “Sanjiu
Group” incident in 2005, there is plenty of anecdotal evidence that points to the
evil of connected party transactions. Tunnelling by major shareholders does severe
harm to the development of the capital market in China, and minority shareholders
are filled with righteous indignation. On the one hand, mgjor shareholders undis-
guisedly appropriate funds of listed companies, and require the listed companies
to guarantee their big loans. On the other hand, listed companies charge major
shareholders fees for funds appropriation or sell assets to connected parties at a
high price to avoid reporting losses or acquire qualifications for rights offerings.
Chen and Wang (2005) list the five sins of connected party transactions: tunnelling,
manipulating profits, initiating news speculation, transferring profits, and defrauding
loans. In fact, connected party transactions may not necessarily do harm to the
interests of investors. Some research findsthat listed subsidiaries of business groups
can gain exclusive advantages that are unavailable to independent companies in
emerging markets (Leff, 1978; Hubbard and Palia, 1999; Khanna and Palepu,
20008a). Other research explores the opportunism of connected party transactions,
such as earnings management (Liu, 2001; Jian and Wong, 2003) and tunnelling
(Khanna and Palepu, 2000b; Li et al., 2004), and tunnelling has received extensive
empirical support (Bertrand et al., 2002; Baek et al., 2004; Bae et al ., 2002; Chang,
2003).

Although a lot of Chinese literature has theoretically discussed the disclosure
and regulation of connected party transactions in recent years, only a few studies
have provided empirical evidence on connected party transactions. Chen and Wang
(2005), Li et al. (2004), Gao et al. (2006), Jan and Wang (2003), and He and Liu
(2005) investigate connected party transactions from the perspectives of multi-
connected transactions, connected mergers, funds appropriation, connected lending,
and connected acquisition, respectively. Li et al. (2005b) and Lu and Wang (2002)
study tunnelling through cash dividend payouts by mgjor shareholders. However,
most Chinese research concentrates on the influence of ownership structure on
tunnelling, of which only a few test the relationship between connected party
transactions and firm value. Moreover, the existing literature has not reached any
consensus on the relationship between ownership structure and tunnelling. This
paper theoretically analyses two different views about connected party transactions,
namely efficiency enhancement and tunnelling. Based on Western theories and in
view of the Chinese ingtitutional environment, we think that generally tunnelling
can be used to better explain the connected party transactions of Chinese listed
companies. Using panel data from Chinese listed companies between the years
2000 and 2004, we have found supportive empirical evidence. Tunnelling by major
shareholders makes firm value deteriorate; therefore, how to countercheck tunnel-
ling and protect the interests of small investors has become the focus of current
corporate governance. Li et al. (2005a) test the influence of ownership structure on
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tunnelling, and Gao et al. (2006) investigate the influences of some other corporate
governance mechanisms on tunnelling, such asinformation disclosure and competi-
tioninaproduct market. Thispaper introducesfirm characteristics as crossvariables
into the regression equations in order to test the interactive influences of firm char-
acteristics on connected party transactions and firm value. We find that firm char-
acteristics can influence the nature of connected party transactions.

The remainder of this paper is organised as follows: Section |1 contains the lit-
erature review and theoretical analysis; Section 111 describes the methodology,
including the research models, methods, hypotheses, data sources, and sample
selection; Section 1V presentsthe empirical results and analysis; and finally Section
V summarises the research conclusions and discusses the limitations of this

paper.

[I. LITERATURE REVIEW AND THEORETICAL ANALYSIS

2.1 Connected Party Transactions and Firm Value

Business groups are commonly found around the world, as are connected party
transactions within business groups (Granonetter, 1995; Ghemawat and Khanna,
1998; Keister, 1992). The formation of business groups has its own benefits and
costs (Claessens et al., 2006). The existing literature holds two views about con-
nected party transactions within business groups, namely efficiency enhancement
and tunnelling. In respect of efficiency enhancement, business groups can reduce
transaction costs and businessrisks, release financial constraints, and shareresources
and information through connected party transactions to realise value appreciation;
whereas, as suggested by the tunnelling view, mgor shareholders can carry out
tunnelling more easily through connected party transactions within business
groups.

2.1.1 Efficiency Enhancement
Some literature has discussed the benefits of business groups. In emerging markets,
companies of business groups can obtain advantages that are unavailable to inde-
pendent companies through connected party transactions and the internal capital
market (L eff, 1978; Hubbard and Palia, 1999; K hanna and Palepu, 2000a). K hanna
and Palepu (1997, 2000a) suggest that business groups in devel oping countries have
some useful functions of amarket mechanism that are found in developed countries.
Before the establishment of a sound market mechanism, business groups can over-
come market imperfections and increase firm value. Khanna and Palepu (20008)
compare listed companies of business groups with independent listed companies
in India, and find that the former has more profits. The existing literature uncovers
the reasons that business groups can improve efficiency as follows.

First, transaction costs can be lowered when doing transactions through the
internal market of business groups, especially when the external market isimmature
and its transaction costs are high. Generally speaking, the consolidation created by
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busi ness groups can help improve efficiency because the increased group adminis-
trative costs are more than offset by the market operational costs saved in internal
transactions.

Second, connected party transactions can reduce risks. Less information asym-
metry between the two transacting parties can mitigate moral hazards. Moreover,
connected party transactions can help to establish long-term trade relationships so
that the parties concerned are less affected by uncertainties of the external market,
and thevolatility intheir earningsislower. Lincoln et al. (1996) report that Japanese
consortium (keiretsu) members have relatively low profit volatility.

Third, member companies of business groups face fewer financial constraints.
Shin and Young (1999) find that the internal capital markets established by the 30
biggest Korean business groups enable member companies to suffer fewer financial
congtraints. Thisis because borrowing money from banks in the name of business
groups rather than individual companies can lead to the securing of better terms
(Kim, 2004). And member companies of business groups can provide fundsto each
other without information asymmetry (La Porta et al., 2003). Moreover, it is easier
to get credit guarantees from member companies when applying for bank loans.

Fourth, member companies of business groups can share resources and informa-
tion. Member companies may share information, trademarks, patents, unpatented
techniques, and human resources in order to decrease costs and increase competi-
tiveness against external rivals. Business groups facilitate information flows and
technology transfers within the group (Leff, 1978). Based on the panedl data of the
40 biggest Chinese business groups for the years 1988 to 1990, Keister (1998)
empirically finds that interlocking directors improve the performance and produc-
tivity of the member companies of business groups. Leff (1978) reports that the
internal 1abour force allocation of business groups broadens the channel of recruit-
ment when the labour market is not efficient. Granovetter (1995) believes that the
research and development of business groups can improve the competitiveness of
member companies against outside companies.

2.1.2 Tunnelling

Since the pioneering research on agency costs by Jensen and Meckling (1976), the
agency problem between management and sharehol ders has generated much concern.
In a company with a well-diversified ownership structure, management has strong
control over the company, and the principal-agent problem is critical. However, La
Porta et al. (1999) point out that in many countries, the ownership structures of
large listed companies are not diversified but are concentrated in controlling share-
holders, who have the rights to appoint and supervise management and the ability
to appropriate the interests of minority shareholders and creditors. In such compa:
nies, the main agency problem is not between management and shareholders but
between the mgjor shareholders and minority shareholders and creditors. Johnson
et al. (2000b) coin the term “tunnelling” to describe in the Czech Republic such
behaviours of mgor shareholders as appropriating interests of minority shareholders
in the form of offering high compensations to executives, selling assets at a low
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price to major shareholders or senior managers, guaranteeing loans of mgjor share-
holders or senior managers, and appropriating funds. Johnson et al. (2000a) find
that weak corporate governance and tunnelling are the reasons for the currency
depreciation and stock price plunge during the Asian financial turmoil. Baek et al.
(2004) find that stock prices of Korean listed companies with poor information
disclosure or concentrated family ownership or more control rights than cash flow
rights fall faster and further during the 1997 financial crisis due to higher levels of
tunnelling.

Business groups are commonly found in emerging markets, where the interests
of minority shareholders and creditors are not well protected (La Portaet al., 1999).
As the market develops, the benefits of business groups shrink; the internal capital
and factor markets of business groups thus become the best venue for mgjor share-
holders to carry out tunnelling through connected party transactions (K hanna and
Palepu, 2000b; Li, 2004). The mgjor shareholders of business groups usually control
member companies using a pyramid ownership structure. They have strong incen-
tives and multiple means to appropriate resources of member companies. Therefore,
tunnelling in business groups is more severe than that in non-business groups (Jian
and Wong, 2003). Johnson et al. (2000b) claim that the controllers of European
business groups have strong incentives to transfer resources of member companies
to increase their own wealth. Bertrand et al. (2002) investigate the tunnelling
behaviours of 18,600 Indian companies for the years 1989 to 1999, and find that
busi ness groups with a pyramid ownership structure have strong incentives to move
resources from the bottom of the pyramid to the top. Bae et al. (2002) report that
minority shareholders of the 30 biggest business groups in Korea encounter losses
in mergers and restructuring, whereas the controlling shareholders receive benefits.
Business groups can aggravate the separation of control rights and cash flow rights
through pyramid or cross or dual-class shareholding structures (Claessens et al.,
2002; La Porta et al., 2002). The controlling shareholders of business groups are
often accused of appropriating theinterests of minority shareholders by transferring
resources from companies with low cash flow rights to those with high cash flow
rights (Bertrand, 2002; Joh, 2003). Claessens et al. (2002) empirically study the
listed companiesin Southeast Asia, and find that the degree of separation of control
rights and cash flow rights bears a negative relationship to firm value. La Porta
et al. (2002) claim that companies with better investor protection and cash flow
rights have higher firm value. Furthermore, based on company-level datafrom nine
Asian countries, Claessens et al. (2000) find that it is a common phenomenon that
major shareholders appropriateinterests of minority shareholders. Infact, tunnelling
takes place not only in Asia but also in Sweden, the USA, Italy, and Bulgaria,
according to Bergstrom and Rydgvist (1990), Barclay and Holderness (1989),
Zingales (1994), and Atanasov (2005), respectively. Atanasov (2005) measures the
magnitude of maor shareholder appropriation expected by investors using control
premiums on the basis of the privatisation auction data of Bulgaria, and arrives at
shocking results that controlling shareholders can appropriate 85 per cent of firm
value. Dyck and Zingales (2004) use data of 412 control rights transfer transactions
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in 39 countries between the years 1990 and 2000, and find that the value of control
rights lies between —4 per cent and +65 per cent with the average at 14 per cent.
They also find that private gains from control rights are lower with higher levels
of legal protection for small investors, stronger legal implementation, more extensive
media transmission, higher tax rates, and stronger competition in product
markets.

Tunnelling is also the focus of current Chinese corporate governance research.
Some Chinese literature provides evidence on tunnel ling of mgjor shareholdersfrom
different perspectives. Li et al. (2004, 2005a) provide evidence on tunnelling of
magjor shareholders from the perspectives of funds appropriation and connected
mergersand acquisitions. They also find that the ownership structureisan important
factor for determining the magnitude of tunnelling of the controlling shareholders.
Companies controlled by the government or business groups suffer the worst tun-
nelling. Gao et al. (2006) investigate tunnelling from the perspective of funds
appropriation, and test the influence of corporate governance on tunnelling. They
find that a centralised ownership structure and business group membership can
increase tunnelling, while transparency of information disclosure and investor
protection can decrease tunnelling significantly; a check-and-balance ownership
structure does not have any effect on tunnelling. He and Liu (2005) find that con-
trolling shareholders carry out tunnelling through connected asset transactions, and
that the proportion of the controlling shareholding bears a reverse U-shaped rela
tionship to tunnelling. Jian and Wong (2003) report that related lending negatively
correlates with firm value based on data of 131 Chinese companiesin the materials
industry. Ma et al. (2005) suggest that cash dividends are increasingly used as a
channel for tunnelling. Li et al. (2005b) and Lu and Wang (2002) investigate the
agency problem between the controlling shareholders and other shareholders from
the perspective of cash dividends. Xia and Fang (2005) find that listed companies
controlled by the government are more vulnerable to tunnelling and thus have lower
firm value.

2.2 Connected Party Transactions, Firm Value, and Firm
Characteristics

Which can better explain connected party transactions of Chineselisted companies,
efficiency enhancement or tunnelling? The answer mainly depends on the special
institutional environment in China and specific firm characteristics. Therefore, we
analyse the influence of specific firm characteristics on the nature of connected
party transactions under Chinese systems.

2.2.1 Business Groups

Existing empirical evidence shows that the internal market of business groups can
overcome the imperfections of an external market, thereby improving efficiency.
However, these advantages for business groups fade as marketisation increases.
K hanna and Palepu (2000b) investigate the emerging market in Chile, and find that
the benefits brought by non-diversified business groups shrink over time because
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their ability to create value decreases as the institutional environment improves.
Learning from Japanese keiretsus and Korean chaebols in the 1970s and 1980s,
China built up many business groups during the 1980s and 1990s (K eister, 2000).°
In the early 1990s, China established the stock marketsin order to help state-owned
enterprises to raise capital. At the time, many large state-owned enterprises spun
off some quality assets into separate listed companies. Therefore, Chinese listed
companieswere born with close connectionsto business groups, resulting in frequent
connected party transactions. Although the Chinese markets have becomerelatively
open after 20 years of reformation,® legal protection of the interests of investors
remains weak.” Therefore, tunnelling can generally better explain connected party
transactions in China. Using the internal markets of business groups, it is possible
for controlling shareholdersto secretly carry out tunnelling through connected party
transactions (Khanna and Palepu, 2000b; Li et al., 2004). Therefore, we expect
that listed companies of business groups will tend to make use of connected party
transactions for tunnelling.

2.2.2 Ownership Structure

The ownership structure will influence the ability of and incentives for major
shareholders to expropriate other shareholders, especially when the legal protection
for small investors is weak. The existing literature expresses two opinions on the
role of mgjor shareholders: supervision and appropriation. Compared with minority
shareholders, mgjor shareholders have stronger incentives and ability to monitor
managers for improving company performance. Shleifer and Vishny (1986) believe
that the major shareholder, as a supervisor, would bring benefits to all shareholders.
On the other hand, La Porta et al. (1999) find that in countries where legal protec-
tion for minority shareholders is weak, the ownership is usually concentrated,
appropriation of mgjor shareholders is commonly found, and the major governance
problem is the conflict of interests between the major and minority shareholders.
Morck et al. (2000) discuss how major shareholders pursue goals inconsistent with
the interests of the minority shareholders. La Portaet al. (2002) find that an owner-

From 1997 to 1998, the Chinese Government encouraged national companies to strengthen
their capabilitiesin order to address the serious problem of earningsloss. Many state-owned
enterprises merged with each other, which promoted the development of business groups.
& According to Zhang (2004), marketisation in China has reached the medium level on the
whole, at which the manufacturing and product markets are at the highest level of develop-
ment. According to Beijing Normal University, the overall level of marketisation in China
reached 69 per cent in 2001, which was close to the official estimation of 60 per cent.
" LaPortaet al. (1997) and La Portaet al. (1998, 2000) discuss the function of law in estab-
lishing effective protection for the interests of investors. La Porta et al. (1997) study 49
countries and find that common law countries provide investors with better protection than
civil law countries, and that the accounting quality and capital market development are
positively correlated with investor protection. La Porta et al. (2002) demonstrate that civil
law countries have a lower Tobin's Q than common law countries due to weaker investor
protection in the former.
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ship structure with an evident separation between control rights and cash flow rights
exists worldwide. In companies with such an ownership structure, mgjor sharehold-
erswould pursuetheir own interests at the cost of other shareholders when earnings
of appropriation exceed the costs. And if major shareholders engage in company
management, they are more likely to pursue their own interests (Claessens et al .,
2000). Barclay and Holderness (1989), Barclay et al. (1993), Nenova (2002), Dyck
and Zingales (2004), and Atanasov (2005) empirically find that controlling share-
holders squeeze earnings from minority shareholders. Unlike the supervision view,
the appropriation view receives increasing empirical support. In China, the owner-
ship structure of many listed companies is concentrated in only “one shareholder”,
allowing the controlling shareholdersto carry out appropriation and tunnelling more
easily through connected party transactions. But this does not necessarily mean
that the higher the proportion of the controlling shareholding, the worse the tun-
nelling is. Morck et al. (1988) claim that the relationship between the proportion
of the largest shareholding and tunnelling is not linear. Current literature holds the
opinion that the proportion of the controlling shareholding has two effects, namely
the entrenchment effect and the alignment effect, which are supported by a great
deal of empirical evidence (e.g. Morck et al., 1988; Claessens et al., 2002). The
“dual effect” is closely related to the view of “control rights and cash flow rights’.
The ability of the controlling shareholder to carry out tunnelling bears a positive
correlation with control rights, while the cost of tunnelling bears a positive correla-
tion with cash flow rights. A low shareholding proportion results in weak control
of the controlling shareholder. As the proportion increases, the controlling share-
holder gains more control rights while other shareholders lose more. Hence, tun-
nelling by the controlling shareholder increases with the proportion of his or her
shareholding (the entrenchment effect is stronger than the alignment effect). But
when the shareholding proportion reaches acertain level, tunnelling would decrease
due to the increasing costs of tunnelling (the alignment effect is stronger than the
entrenchment effect). Li et al. (2004) and He and Liu (2005) find areverse U-shaped
relationship between tunnelling and the proportion of the controlling shareholding,
supporting the suggestion of a“dual effect”. Therefore, we expect that the possibility
of tunnélling through connected party transactions will have a reverse U-shaped
relationship to the proportion of the controlling shareholding.

Thetunnelling of controlling shareholders undoubtedly does harm to theinterests
of other investors. Thanks to their limited ability, minority shareholders can do
nothing but show their discontent by selling their shares; whereas, other major
shareholders can either individual ly monitor controlling shareholdersor jointly resist
the tunnelling of controlling shareholders. Therefore, the ability of other major
shareholders to provide checks and balances against controlling shareholdersisthe
key to corporate governance. Many papers report that the existence of more major
shareholders can help protect the interests of investors and reduce appropriation of
controlling shareholders (e.g., Bennedson and Wolfenzon, 2000). Maury and Pgjuste
(2005) also find a positive correlation between the number of maor shareholders
and firm value, which is supported by many Chinese studies, too (eg. Sun and
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Huang, 1999; Bai et al., 2005). Li et al. (2004) find that the proportions of other
magjor shareholdings are negatively correlated with tunnelling of the controlling
shareholders. Therefore, we expect that an increase in the proportion of other
shareholdings will decrease the possibility of tunnelling through connected party
transactions.

2.2.3 Transparency of Information Disclosure

La Porta et al. (1998) and Johnson et al. (2000) believe that accounting standards
and information disclosure transparency are important factors for protecting the
interests of investors. Lots of research papers have discussed the role of information
disclosurein corporate governance. With highly transparent i nformation disclosures,
information asymmetry between controlling shareholders and other shareholders
can be lessened, thereby reducing appropriation of the controlling shareholders (La
Portaet al., 1998; Johnson et al., 2000a; Baek et al ., 2004; Mitton, 2002). In China,
Gao et al. (2006) find that a higher level of transparency in information disclosure
can reduce tunnelling of the controlling shareholders. The Ministry of Finance of
China promulgated the first accounting standards, “Accounting Standards for Busi-
ness Enterprises—Related Party Disclosure’, in May 1997. Afterwards, the China
Securities Regulatory Commission successively promulgated dozens of accounting
standards, rules, and notices to regulate the information disclosure of connected
party transactions of listed companies. However, since the information disclosure
system in Chinais till developing, most listed companies do not formally disclose
their connected party transactions. With inadequate information disclosures, it is
hard to prohibit connected party transactions between controlling shareholders and
listed companies from appropriating the interests of other shareholders. In addition,
the degree of information disclosure transparency varies among listed companies
due to differences in the audit quality and regulatory environment. Mitton (2002)
and Aggarwal et al. (2005) relate better audit quality with Big Six (Big Five) audi-
tors. Aggarwal et al. (2005) and Wang and Chen (2004) use audit opinions as the
proxy for transparency of accounting information disclosure. Bai et al. (2004)
suggest that companies dually listed in the H-share or B-share market are more
transparent in terms of information disclosure. We expect that the more transparent
the information disclosure, the less possible tunnelling through connected party
transactions will be.

2.2.4 Earnings Management

Although a great deal of evidence shows that controlling shareholders often use
connected party transactions for tunnelling, they may manage earnings through
connected party transactions as well.2 The ingtitutional imperfections in systems of

8 Chinese listed companies manage earnings for rights offerings or to avoid reporting losses.
Haw et al. (2005) and Zhang and Xu (2005) have found evidence of earnings management
for rights offerings. Lu (1999) and Shao and Bian (2005) have found evidence of earnings
management to avoid reporting losses or for turning losses into profits.
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IPOs, corporate governance, and information disclosure result in the prevalence of
earnings management through connected party transactionsin China. Andthemain
purpose of earnings management through connected party transactions is to offer
rightsissues at ahigh price (Liu, 2001). Generally, there are two effects of earnings
management through connected party transactions; the efficiency-enhancing effect
and the counter-productive effect. The efficiency-enhancing effect means that earn-
ings management through connected party transactions can realise the interests of
all shareholdersand increase firm value. Although the controlling shareholders have
incentives to appropriate company resources, they may support the company as well
for legally sharing profits or appropriating company resources in the future (Fried-
man et al., 2003). The counter-productive effect means that connected party trans-
actions are opportunistic behaviours and cannot generate sustainable earnings. In
reality, we can hardly tell the difference between the two effects because propping
is more covert than tunnelling. However, if we believe that investors can make the
correct decisions, the stock price of a listed company will be an effective signal
(Friedman et al., 2003). If investors consider the earnings generated by connected
party transactions to be sustainable, they will positively react to connected party
transactions, and vice versa.

2.2.5 Accounting Performance

Johnson et al. (2000a) use a simple model to demonstrate that a higher level of
returns on investment (accounting performance) leads to alower possibility of tun-
nelling because the returns on investment are positively related to the marginal
opportunity cost of tunnelling. The higher the proportion of the controlling share-
holding, the more sensitive tunnelling is to the returns on investment. If Johnson
et al. (2000a) are right, good accounting performance will make controlling share-
holders much less motivated to carry out tunnelling through connected party
transactions in China, where the proportion of the controlling shareholding isrela
tively high. We expect that better accounting performance will result in a lower
possibility of tunnelling.

[ll. RESEARCH DESIGN

3.1 Data and Samples

3.1.1 Data Source

We choose non-financial Chinese listed companies between the years 2000 and
2004 as our research sample for the following two reasons. First, before the first
disclosure principles of connected party transactions were promulgated in 1997,
Chineselisted companieswere not required to disclose connected party transactions
formally. From 1997 to 2000, the China Securities Regulatory Commission pro-
mulgated dozens of accounting principles and rules to improve the disclosure of
connected party transactions. Therefore, selecting listed companies for the year
2000 and after as the research sample can ensure the reliability and accuracy of
data. Second, the facts that more business groups have been established and con-
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nected party transactions are more frequent since 1998 can help facilitate our
research on connected transactions.

The sample data of this paper are mainly collected from the CSMAR and CCER
databases. We collect the data on connected party transactions from the China
Stock Market Related Party Transaction Research Database of CSMAR. Initially,
we obtain 67,710 connected party transactions of listed companies for the years
2000 to 2004, of which 5387 are mortgaging transactions (MORTGAGE), 2995
funds appropriation transactions (OCCUPY), 3212 asset transactions (ASSET), and
1499 equity transactions (EQUITY). Then we divide all related parties into two
groups: the largest shareholder and the non-largest shareholder. We categorise all
connected party transactions into 17 subgroups by the nature of transaction accord-
ing to the Accounting Standards for Busi ness Enterprises—Related Party Disclosure
issued by the Ministry of Finance of the People's Republic of Chinain May 1997.
Finally, we aggregate the connected party transactions of the same nature for the
same group. For example, in 2000, Company A was mortgaged to five loans of the
largest shareholder group at RM B10 million each and to two loans of the non-largest
shareholder group at RMB20 million each. After aggregation, Company A was
mortgaged to five loans of the largest shareholder group totalling RMB50 million,
and to two loans of the non-largest shareholder group totalling RMB40 million.
On the other hand, we collect the data on corporate governance from the China
Corporate Governance Research Database of CCER, the data on corporate finance
from the China Stock Market Financial Database of CCER, and the data on rights
offerings from the China Seasoned and New Issues and Rights Offerings Research
Database of CSMAR.

3.1.2 Sample Extreme Values

We choose Chinese non-financial listed companies between the years 2000 and
2004 as our sample. Initially, we have 5940 sample companies. In order to control
the influence of extreme values on our conclusions, we eliminate the data with
extreme values. Table 1 lists the procedure of elimination. Finally, we obtain 5268

Table 1 Procedure of Elimination

Raw sample 5904

Less: companies with negative net assets 98

companies with ROE > 1 or ROE < -1 96

companies with extreme TOBIN-Q or M/B values 306

companies with extreme values in respect of the proportion of total 136
connected party transaction amount in total assets

Fina sample 5268°

® The sample used in the regressions is dightly less than the final sample due to the unavail-
ability of some connected transaction amounts and some variables of firm characteristics
(mainly the government intervention index).
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sample companies, including 967 for the year 2000, 1039 for the year 2001, 1104
for the year 2002, 1174 for the year 2003, and 984 for the year 2004.

3.2 Variables and Description

3.2.1 Variables of Connected Party Transactions

According to the Stock Listing Rules issued by the Shanghai Stock Exchange in
2001, connected party transactions of listed companies are defined as transfers of
resources or obligations between listed companies (including their subsidiaries) and
related parties. Related partiesinclude related legal persons, related natural persons,
and potential related parties.

We sdlect from the 17 subgroups of connected party transactions four representa-
tive subgroups, namely mortgaging (MORTGAGE), funds appropriation (OCCUPY),
asset transaction (ASSET), and equity transaction (EQUITY). These four subgroups
have two common features: (1) Avoidability. Since some listed companies are spin-
offs and have not undergone complete institutional reformation, they do not have
their own purchase and sales systems; therefore, some connected party transactions
such asrelated purchasing or sales are unavoidable, but connected asset transactions
are often avoidable. (2) Massive and frequent. Connected party transactionsin large
amounts or of high frequency have a strong influence on the interests of investors,
and are thus a very important research topic.®

Next, we will analyse the four representative subgroups of connected party
transactions.

Mortgaging. Thistype of connected party transaction between listed companies
and major shareholders is bidirectional; listed companies may be mortgaged to
loans of the major shareholders, and major shareholders may also be mortgaged to
loans of the listed companies. Related mortgaging would benefit the borrower and
possibly improve the efficiency of the whole business group. However, since listed
companies have more social resources and a higher reputation, the controlling
shareholders often ask the listed companies to guarantee their big loans. Mgor
shareholders are thus prone to use related mortgaging for tunnelling, which can
reduce the firm value of the listed companies (Liu and Zheng, 2005). La Porta et
al. (2003) report that the controlling shareholders of Mexican banks also control
other non-financial companies. The controlling shareholders of banks have great
incentives to shift bank funds to other non-financial companies controlled by them,
aslong asthey hold more sharesin other non-financial companies than in the banks.
Ma and Han (2003) consider the mortgaging of listed companies as using share-
holders wealth to make risky investments. The higher the ratio of mortgaging to
net assets, the more risks the shareholders will face, and the lower the total value
of shareholders wealth is. The listed companies receive almost no earnings, such
as guarantee fees, but bear higher risks from guaranteeing loans of related
parties.

0 For instance, out of the 10 cases of tunnelling reported by Stock Daily on 14 September
2001, seven belong to the category of “funds appropriation” and two to “mortgaging”, while
the remaining case involves both “funds appropriation” and “mortgaging”.
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Asset transactions. Related asset transactions refer to purchases, transfers, and
replacements of assets in connection with related parties. To carry out tunnelling,
the controlling shareholders may sell bad assets to listed companies at a high price
or buy good assets from listed companies at alow price. Plenty of evidence shows
that asset transactions between listed companies and related parties prgjudice the
interests of investors. He and Liu (2004) test the wealth effect of related asset
transactions using a sample of listed companies in the Chinese A-share market for
the years 1998 to 2001. They find that after the announcement of an asset transac-
tion, especially during the following five days, the cumulative market returns are
significantly negative. After 15 days, the maximum, minimum, and average cumula-
tive return rates are 18.8 per cent, —3L.8 per cent, and -2.4 per cent, respectively.
Cheung et al. (2004) find that the announcement of a connected party transaction
results in significantly negative abnormal returns (market-adjusted). On average,
the abnormal returns on selling and buying assets during the 10 days after the
announcement are —7.1 per cent and —6.7 per cent, respectively. If investors are able
to respond correctly, asset transactions between magjor shareholders and listed com-
panies are possibly tunnelling.

Funds appropriation. Mgor shareholders can appropriate funds of listed com-
panies by borrowing; they can also manage earnings by paying appropriation fees
to the listed companies under certain circumstances. Funds appropriation as an
important means of tunnelling has generated extensive concern.™* Li et al. (2004),
Gao et al. (2006), and Ma et al. (2005) regard funds appropriation as a method
employed by the major shareholders to maximise their share value and to directly
expropriate the interests of minority shareholders.

Equity transactions. Equity transactions refer to share transfers between listed
companies and related parties. Mgjor shareholders can carry out tunnelling by
sdlling their stakes in the listed companies at a low price or by buying stakes of
related parties at a high price. Moreover, in order to manage earnings, listed com-
panies may sell their shares to related parties at a high price. Cheung et al. (2004)
find that abnormal returns from equity sales reach -10.1 per cent during the 10 days
after the announcement of a related equity transaction.

3.2.2 Variables of Firm Value

We use TOBIN-Q and M/B to evaluate firm value. TOBIN-Q (Tobin's Q ratio) isa
common measure of firm value in the existing literature. It is usually calculated
from the market value of assets divided by the replacement cost of assets. Sincein
China the non-floating shares cannot be valued at equivalent floating share prices,
or otherwise the market value of a company will be overestimated, we substitute
book value of liabilities for the market value of liabilities, and book value of total
assets for the cost of asset replacement. The same adjustment is made to the calcu-

1 Asreported by the Caijing magazine (2003), the China Securities Regulatory Commission
examined corporate governance in Chinese companies in 2001, and found that appropriat-
ing funds of listed companies by the controlling shareholders is the worst problem in cor-
porate governance (Li et al., 2004).
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lation of M/B. Details of the calculations are listed in Table 2. Our calculation
method for TOBIN-Q is similar to that adopted by Xia and Fang (2005) and Sun
and Huang (1999), and the calculation method of M/B is similar to that adopted by
Jian and Wong (2003). The mean values of TOBIN-Q and M/B of our sample are
1.52 and 2.11, respectively, for the years 2000 to 2004.

3.2.3 Variables of Firm Characteristics

Companieslisted in the H-share or B-share market are regarded as more transparent
due to the fact that these companies are under dual governance and have to meet
higher standards of information disclosure (Bai et al., 2004). Wu and Wu (2005)
report that Chinese companies listed in mature markets are more transparent in
terms of information disclosure. The existing literature relates Big Five auditors to
better audit quality because a higher level of information disclosure and accuracy
can help maintain their reputations (Mitton, 2002; Aggarwal et al ., 2005). Aggarwal
et al. (2005) and Wang and Chen (2004) employ audit opinions as the proxy of
accounting information disclosure transparency because companies with a clean
opinion are usually more transparent in terms of information disclosure. Therefore,
we use the issuance of H or B shares (HSHARE or BSHARE), or Big Five auditors*
(BIGFIVE), or clean opinions (AUDIT) (1 for true, O for false) as the proxy of
information disclosure quality or transparency. To enhance the validity of variables,
we use the above-mentioned four variables to formulate an index of information
disclosure transparency (TRANSPARENCE). TRANSPARENCE = HSHARE +
BSHARE + BIGFIVE + AUDIT. The mean and median of TRANSPARENCE are
1.06 and 1, respectively.

According to the existing literature,”® listed companies usually have four kinds
of motivations for earnings management: to offer rightsissues, avoid losses, reduce
losses, and apply for ST status withdrawal. The latter three are all aimed at avoiding
reporting current losses. Therefore, we group these three into the same category of
loss-avoiding earnings management motivation. In this paper, LOSSindicateswhether
there is any loss-avoiding earnings management motivation. If a listed company
reports losses for the previous year or its ROE is between 0 and 0.015, we consider
the company as having the loss-avoiding earnings management motivation. Accord-
ing to our investigation, 16.1 per cent of the total sample, or 846 companies, have
this motivation between the years 2000 and 2004.

Thanks to changes in the rights-offering policy from the years 2000 to 2004,
we identify the rights-offering earnings management motivation by stages: (1) for

2 1n 2002, partner groups of Andersen in Hong Kong and China merged with Pricewater-
houseCoopers, and thus the Big Five has become the Big Four.

¥ Haw et al. (2005), Zhang and Xu (2005), and Lu (1999).

¥ In respect of the year 2000, the average ROE for the latest three years must be higher than
10 per cent and the ROE for each year must reach at least 6 per cent in order to obtain the
qualification for rights offerings; in respect of the year 2001, the weighted average ROE
for the latest three accounting years must reach at least 6 per cent in order to obtain the
qualification for rights offerings.
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the year 2000, if the ROE of alisted company in 2000 is between 0.06 and 0.075,
and the average ROE for the latest three years is between 0.1 and 0.115, and if the
listed company offers rights issues in the following one or two years, we consider
that the listed company has the rights-offering earnings management motivation;
(2) for the years between 2001 and 2004, if the weighted average ROE of alisted
company for the latest three years is between 0.06 and 0.075, and if it offers rights
issues in the following one or two years, we consider that it has the rights-offering
earnings management motivation.” Based on the identification results, we find that
734 companies have the rights-offering earnings management motivation from the
years 2000 to 2004, accounting for 14 per cent of the total sample.

We define listed companies whose largest shareholders have their names incor-
porating the word “group” as member companies of business groups, and the mean
of GROUP is 0.597. We employ ROE as the measure of accounting performance,
and the mean of ROE is 0.036. We use CR25/TOPONE to measure the check-and-
balance ability of the second to the fifth largest shareholders, and the mean of
CR25/TOPONE is 0.517. Moreover, the means of TOPONE, LEVER, and SI’ZE
are 0.44, 0.46, and 21.08, respectively. Definitions of other variables are listed in
Table 2.

3.3 Research Model
Equation (1):

FIRMVALUE; = a + BiMORTGAGE,, + B,0CCUPY,, + B;ASSET,,
+ BLEQUITY,, + B;TRANSPARENCE,, + S, TOPONE,,
+ B;TOPONES + BsGOV,, + BoROE,, + Bl EVERAGE,,
+ ﬂllS ZEL‘[ T & (1)

Equation (2):

FIRMVALUE; = o + BiMORTGAGE,; + B,OCCUPY,, + B,ASSET,,
+ BEQUITY,, + BsMORTGAGE x CROSS,; + f,0CCUPY,,
x CROSS,; + B;ASSET,, x CROSS,; + BEQUITY,, x CROSS,; +
BsTRANSPARENCE,; + 8,,TOPONE,, + 3, TOPONE?
+ ﬁlZGOVu' + ﬁlSROEzr + ,Bl4LEVERAGE11 + [315S ZElT + & (2)

We use Equation (1) to test the influence of all types of connected party transac-
tionson firm value. The dependent variable FIRMVALUE is TOBIN-Q or M/B, and
the independent variables include variables of connected party transactions and
control variables. Based on the discussions in Sections |1 and |11 of this paper, we

5 As data on rights offerings after the year 2004 are not available, when identifying the
rights-offering earnings management motivation, the sample for the year 2003 contains
only the companies offering rights issues in the following one year, and the sample for the
year 2004 does not contain companies offering rights issues in the following one or two
years.
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Table 2 Definitions of Variables

Variables of firm value

TOBIN-Q* TOBIN-Q = (float capitalisation + volume of non-floating shares x
net asset value per share + book debts) / net assets, where the
float capitalisation includes B-share and H-share market
capitalisations.

M/B M/B = (float capitalisation + volume of non-floating shares x net
asset value per share) / net assets, where the float capitalisation
includes B-share and H-share market capitalisations.

Variables of connected party transactions

MORTGAGE Listed companies are mortgaged to loans of related parties

OCCUPY Funds appropriation

ASSET Asset transactions between listed companies and related parties

EQUITY Equity transactions between listed companies and related parties

Variables of firm characteristics

GROUP Dummy variable for business groups, taking the value of 1 if the
controlling shareholder is a business group, and O otherwise

TRANSPARENCE Index of information disclosure transparence

TOPONE Proportion of the largest shareholding

CR25/TOPONE Sum of the proportions of the second to the fifth largest
shareholdings / proportion of the largest shareholding

LOSS Dummy variable for the loss-avoiding earnings management
motivation, taking the value of 1 if such motivation exists, and 0
otherwise

OFFER Dummy variable for the rights-offering earnings management
motivation, taking the value of 1 if such motivation exists, and 0
otherwise

GOV Index of government intervention, taking the value from 1 to 10
with higher values indicating lower levels of intervention

ROE Net returns/ net equity

LEVERAGE Total debts/ total assets

SZE Logarithm of total assets

expect that MORTGAGE, OCCUPY, ASSET, EQUITY will bear negative relations
to TOBIN-Q or M/B. According to Johnson et al. (2000a8) and Baek et al. (2004),
informational transparency can ease the agency problem between magor and minor-
ity shareholders, and improve firm value. Therefore, we use TRANSPARENCE as
a control variable, and we expect that TRANSPARENCE will bear a positive
relation to TOBIN-Q or M/B. According to Xia and Fang (2005) and Bai et al.
(2005), there is a U-shaped relationship between the proportion of the largest

% In regression analyses, the dependent variable TOBIN-Q has been adjusted by industry
mean, so has the variable M/B.
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shareholding and firm value. Therefore, we use TOPONE and TOPONE? as control
variables, and expect that TOPONE and TOPONE? will bear a negative relation to
TOBIN-Q and a positive relation to M/B. According to Xia and Fang (2005), gov-
ernment intervention will decrease firm value. Therefore, we use GOV as a control
variable, and expect that it will bear a positive relation to TOBIN-Q or M/B. Bai
et al. (2005) find that the total debt ratio has a significant negative impact on firm
value. Therefore, we use LEVERAGE as a control variable, and expect that LEVER-
AGE will exert anegative influence on TOBIN-Q or M/B. Finally, we use the returns
on equity and company size as control variables. The better the accounting perfor-
mance, the higher the firm value is. Small companies have better growth potential
and thus have higher firm value. Therefore, we expect that ROE and SIZE will bear
anegativerelation to TOBIN-Q and apositiverelation to M/B. The problem of multi-
collinearity should be resolved before any multivariate regression analysis can be
conducted. Since variables of connected party transaction may be correlated, we
introduce MORTGAGE, OCCUPY, ASSET, and EQUITY into the regression equa-
tionssuccessively. Infact, asthe correlation coefficients of the variables of connected
party transactions are not large (Iessthan 0.2), no serious multi-collinearity problem
is found even after introducing these variables simultaneoudly into the regression
equations.

We use Equation (2) to test the influence of firm characteristics variables on the
interaction between connected party transactionsand firmvalue. I n different regres-
sions, the variable CROSS represents GROUP, TOPONE and TOPONE?, CR25/
TOPONE, TRANSPARENCE, LOSS, OFFER, and ROE, respectively. Based on the
theoretical analysisin Section |1, the coefficients of CR25/ TOPONE, TRANSPAR-
ENCE, TOPONE?, and ROE are expected to be positive; those of GROUP and
TOPONE are expected to be negative; and those of LOSS and OFFER could be
either positive or negative.

Equations (1) and (2) are estimated by the unbalanced panel EGL S method, which
addresses the sample auto-correlation problem of the simple pooled cross-sectional
regression model and the sample selection bias of the balanced panel data model.
We will employ GLS to solve heteroscedasticity and serial correlation, and use
2SGLS instead of GLS to solve the endogeneity among variables of connected
transactions in the robustness tests.

IV. EMPIRICAL RESULTS

4.1 Descriptive Statistics

Panels A1l and A2 of Table 3 report the occurrence probability of connected party
transactions. Generally speaking, there is an upward trend in the occurrence prob-
ability of connected party transactions with the five-year mean value at 89.6 per
cent for the years 2000 to 2004 and the peak value at 94.7 per cent in 2004. More-
over, the occurrence probability of connected party transactions between listed
companies and the largest shareholder group also rises with the mean value at 82.9
per cent for the years 2000 to 2004 and the peak value at 91.6 per cent in 2004.
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The occurrence probabilities of the four types of connected party transactions all
mount up, of which related asset transactions have the highest occurrence probability,
followed by mortgaging, equity transaction, and funds appropriation. The occur-
rence probability of connected party transactions between listed companies and the
non-largest shareholder group isobviously lower than that between listed companies
and the largest shareholder group, and the former does not show any evident upward
trend.

Panels B1 and B2 of Table 3 indicate the proportion of connected party transac-
tions. On the whole, the proportion is relatively high and shows an upward trend
from the years 2000 to 2004 with the mean value at 22.9 per cent and the peak
value at 27.6 per cent in 2004. The proportion of connected party transactions
between listed companies and the largest shareholder group also climbs up with
the mean value at 17.7 per cent and the peak value at 21.7 per cent in 2004. The
proportions of the four types of connected party transactions do not show any
obvious upward trend. Of these, the proportion of mortgaging is the highest, fol-
lowed by that of funds appropriation, and those of asset transactions and equity
transactions are the lowest. Moreover, the proportion of the connected party trans-
actions between listed companies and the non-largest shareholder group is obvioudy
lower than that between listed companies and the largest shareholder group, and
the former shows a downward trend.

Panels C1 and C2 of Table 3 present the frequency of connected party transac-
tions. From the years 2000 to 2004, the frequency shows an upward trend with the
mean value at 12.55 and the peak value at 15.87 in 2004. The frequency of con-
nected party transactions between listed companies and the largest shareholder
group also climbs up with the mean value at 10.10 during the sample period and
the peak value at 15.53 in 2004. Among the four types of connected party transac-
tions, mortgaging sees the highest frequency, followed by funds appropriation,
equity transactions, and asset transactions. Both the frequencies of mortgaging and
funds appropriation indicate an upward trend. The frequency of connected party
transactions between listed companies and the non-largest shareholder group is
obvioudly lower than that between listed companies and the largest shareholder
group, but the former mounts up in recent years.

Therising speed of the proportion of connected party transactions is slower than
that of the frequency, probably because of the introduction of a series of supervisory
policies in recent years that have reinforced the regulation of connected party
transactions in large amounts. To evade supervision, listed companies decrease
the amount per transaction but increase the frequency of transactions. Overall, the
upward trend of connected party transactions is inconsistent with the suggestion of
efficiency enhancement, which claims that a more developed outside market will
make connected party transactions less necessary. The increase in connected party
transactions in China probably results from the fact that the size of business groups
becomes larger or that tunnelling of the controlling shareholders has been
exacerbated.
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Table 3 Probability, Proportion, and Frequency of Connected Party Transactions

Type of connected party 2000 2001 2002 2003 2004 2001-2004
transaction

Panel A1:

ASSET 0.202 0.240 0.260 0.197 0.288 0.239
EQUITY 0.100 0.123 0.111 0.106 0.177 0.125
MORTGAGE 0.105 0.117 0.159 0.165 0.257 0.165
OCCUPY 0.046 0.074 0.088 0.050 0.088 0.070
TOPONE-ALL 0.771 0.829 0.842 0.772 0.916 0.829
Panel A2:

ASSET 0.066 0.102 0.082 0.070 0.051 0.073
EQUITY 0.042 0.049 0.040 0.029 0.024 0.036
MORTGAGE 0.084 0.127 0.159 0.162 0.143 0.137
OCCUPY 0.043 0.043 0.063 0.043 0.026 0.043
NON-TOPONE-ALL 0.515 0.579 0.616 0.584 0.458 0.549
ALL 0.858 0.897 0.922 0.846 0.947 0.896
Panel B1:

ASSET 0.034 0.057 0.041 0.036 0.027 0.038
EQUITY 0.060 0.032 0.031 0.032 0.033 0.035
MORTGAGE 0.077 0.056 0.092 0.058 0.066 0.068
OCCUPY 0.026 0.048 0.035 0.054 0.048 0.044
TOP-ONE-ALL 0.155 0.160 0.163 0.171 0.217 0.177
Panel B2:

ASSET 0.032 0.050 0.054 0.034 0.018 0.038
EQUITY 0.041 0.053 0.015 0.022 0.012 0.030
MORTGAGE 0.037 0.029 0.033 0.041 0.049 0.039
OCCUPY 0.018 0.028 0.039 0.040 0.041 0.034
NON-TOPONE-ALL 0.082 0.080 0.080 0.079 0.068 0.078
ALL 0.185 0.214 0.207 0.242 0.276 0.229
Panel C1:

ASSET 3.216 1.659 2.101 1.585 1.923 1.806
EQUITY 1.991 1.562 1.481 1.586 1.621 1.575
MORTGAGE 2.728 2.795 2.478 2.825 3.846 3.101
OCCUPY 2.864 1.634 2.058 2.444 2.933 2.228
NON-TOPONE-ALL 6.778 8.410 9.805 10.370 13,530 10.100
Panel C2:

ASSET 1.326 1.404 1.526 1.216 1.362 1.394
EQUITY 1.456 1.630 1.340 1.703 1.273 1.463
MORTGAGE 2.965 3.304 4.065 4,173 4533 3.948
OCCUPY 1.614 1.958 1.560 2.389 2.001 1.879
NON-TOPONE-ALL 3.938 4.857 5.327 5.895 5.730 5212
ALL 8.450 10910 12510 13550 15.870 12.550

Notes: Panel A1 reportsthe occurrence probability of connected party transactions between
listed companies and the largest shareholder group, which refers to the proportion of listed
companies having such related transactions in all listed companies. Panel A2 lists the
occurrence probability of connected party transactions between listed companies and the
non-largest shareholder group. Panel B1 reports the proportion of connected party transac-
tions between listed companies and the largest shareholder group, which refers to the
proportion of related transaction amounts in total assets. Panel B2 lists the proportion of
connected party transactions between listed companies and the non-largest shareholder
group. Panel C1 reports the frequency of connected party transactions between listed com-
panies and the largest shareholder group. Panel C2 lists the frequency of connected party
transactions between listed companies and the non-largest shareholder group. TOPONE-
ALL and NON-TOPONE-ALL indicate all connected party transactions with the largest
shareholder group and with the non-largest shareholder group, respectively. ALL includes
all connected party transactions. All values reported in Table 3 are average values.
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4.2 Multi-Regression Analysis

In this part, we test the relation between connected party transactions and firm
value, and we introduce firm characteristics as cross variables to test the influence
of firm characteristics on this relation. This part of the paper deals only with con-
nected party transactions with the largest shareholder group.”

4.2.1 Connected Party Transactions and Firm Value

Table 4 lists the regression results of TOBIN-Q with variables of connected party
transactionsand control variables. Theresultsindicate that MORTGAGE, OCCUPY,
ASSET, and EQUITY are negatively correlated with TOBIN-Q at the 1 per cent
significance level. This demonstrates that mortgaging, funds appropriation, asset
transactions, and equity transactions clearly do harm to firm value, consistent with
our theoretical analysis and expectation, and supporting the tunnelling view. In
Table 5, we substitute M/B for TOBIN-Q as the measure of firm value, and obtain
nearly the same results as those in Table 4.

4.2.2 Firm Characteristics, Connected Party Transactions, and Firm
Value

Tables 6 and 7 report the regression results with firm characteristics variables.
MORTGAGE* GROUP, OCCUPY* GROUP, ASSET* GROUP, and EQUITY* GROUP
are all negatively correlated with TOBIN-Q at the 10 per cent significance level,
consistent with our expectation that investors will show a negative response to con-
nected party transactions within business groups. Assuming that investors have
given the right response, we can conclude that connected party transactions within
business groups are more likely to be tunnelling.

MORTGAGE* TOPONE, OCCUPY*TOPONE, ASSET* TOPONE, and
EQUITY* TOPONE are significantly (or nearly significantly) and negatively corre-
lated with TOBIN-Q, while MORTGAGE* TOPONE?, OCCUPY* TOPONE?,
ASSET* TOPONE?, and EQUITY* TOPONE? are significantly (or nearly significantly)
and positively correlated with TOBIN-Q, consistent with our expectation that the
probability of connected party transactions being tunnelling bears a reverse U-
shaped relationship to the proportion of the largest shareholding.

MORTGAG* CR25/TOPONE is positively correlated with TOBIN-Q at the 1 per
cent significance level; OCCUPY* CR25/TOPONE is negatively correlated with
TOBIN-Q at the 10 per cent significance level; ASSET* CR25/TOPONE is insigni-
ficantly and positively correlated with TOBIN-Q; EQUITY* CR25/TOPONE is
insignificantly and negatively correlated with TOBIN-Q. The results are not com-

¥ According to our statistics, the connected party transactions between listed companies and
the largest shareholder group account for more than 70 per cent of all connected transac-
tions. And the amounts of connected party transactions with the largest shareholder group
are usually greater than those with the non-largest shareholder group. In fact, the largest
shareholders have a much stronger ability to carry out tunnelling through related transac-
tions than other parties. The largest shareholder group includes the largest shareholder
itself, its parent company, and other member companies within the parent group.
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pletely consistent with our expectations. Hence, we use the Z index and the HFD_5
index®® to substitute for CR25/ TOPONE to measure the check-and-balance ability
of the second to the fifth largest shareholders, and to further test the function of a
balanced ownership structure. Similar results are found, and the possible reasons
for this are as follows: (1) The proportions of other mgor shareholdings are too
low, so these major shareholders do not have strong enough motivations and capa-
bilities for supervision. According to our statistics, the mean of CR25/TOPONE is
0.517, meaning that the sum of proportions of other mgor shareholdings is only
equivalent to half of the largest shareholding. (2) A more balanced ownership
structure suggestsalower proportion of the largest shareholding, which will decrease
the tunnelling costs of the controlling shareholder. And a more balanced ownership
structure might result in the collusion among major shareholders for tunnelling. (3)
A balanced ownership structure might consequently induce a power struggle among
shareholders so that little attention is given to production and operating activities,
as aresult, the interests of minority shareholders would remain unprotected (Zhu
and Wang, 2004; Shao, 2003). Gao et al. (2006) empirically find that a balanced
ownership structure cannot significantly reduce funds appropriation. Xu et al. (2006)
suggest that a more balanced ownership structure leads to worse accounting
performance.

MORTGAGE* TRANSPARENCE, OCCUPY* TRANSPARENCE, ASSET*
TRANSPARENCE, and EQUITY* TRANSPARENCE are positively correlated with
TOBIN-Q at the 5 per cent significance level, consistent with our expectation that
the more transparent the information disclosure, the less possible tunnelling will
be.

MORTGAGE*LOSS is negatively and insignificantly correlated with TOBIN-Q.
OCCUPY*LOSS, ASSET*LOSS, and EQUITY*LOSS are positively correlated with
TOBIN-Q at the 10 per cent significance level, indicating that investors show nega-
tive responses to connected party transactions with the loss-avoiding earnings
management motivation. This supports the counter-productive effect of earnings
management through connected transactions. Since MORTGAGE has no influence
on profits, MORTGAGE*LOSS does not bear any significant relationship to
TOBIN-Q.

OCCUPY*OFFER, ASSET*OFFER, and EQUITY*OFFER are positively cor-
related with TOBIN-Q at the 5 per cent significance level. MORTGAGE* OFFER
is positively but insignificantly correlated with TOBIN-Q. OCCUPY*OFFER is
positively correlated with TOBIN-Q, while OCCUPY is negatively correlated with

8 The Z index equals the ratio of the proportion of the second largest shareholding to that of
the largest shareholding. The HFD_5 index is the sum of squares of proportions of the five
largest shareholdings, which indicates the difference in the proportions of the five largest
shareholdings. A higher HFD_5 index means a larger difference in the proportions of the
five largest shareholdings. Therefore, these two indices can illustrate the absolute control
ability of the largest shareholder, and the check-and-balance power of the second largest
shareholder or the second to the fifth largest shareholders.
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TOBIN-Q, and the sum of their coefficients is bigger than zero. ASSET* OFFER is
positively correlated with TOBIN-Q, while ASSET is negatively correlated with
TOBIN-Q, and the sum of their coefficients is bigger than zero. EQUITY* OFFER
is positively correlated with TOBIN-Q, while EQUITY is negatively correlated with
TOBIN-Q, and the sum of their coefficients is bigger than zero. The results show
that investors do not react negatively or even positively to connected party transac-
tions of listed companies with the rights-offering earnings management motivation,
supporting the efficiency-enhancing effect of earnings management through con-
nected party transactions.

The above-mentioned results demonstrate that investors give different responses
to earnings management with the loss-avoiding and rights-offering motivations. The
reason for this may be that controlling shareholders usually manipulate earnings
through connected party transactions to realise short-term profits for loss-avoiding
purposes, and support listed companies through connected party transactions to
realise long-term profits for rights-offering purposes.

MORTGAGE* ROE is negatively correlated with TOBIN-Q at the 1 per cent sig-
nificance level. OCCUPY*ROE and ASSET*ROE are positively correlated with
TOBIN-Q at the 1 per cent significance level. EQUITY*ROE is positively but insig-
nificantly correlated with TOBIN-Q. These results basically meet our expectations,
except that the better the accounting performance, the worse effect mortgaging has
on firm value. The reason for this may be that mortgaging could bring bigger
potential losses to companies with better accounting performance.

4.3 Robustness Tests

4.3.1 Definitions and Estimation Method of Variables

Following Bai et al. (2005), we use the 70 per cent or 80 per cent discounted market
price to calculate the price of non-floating shares when calculating TOBIN-Q, and
the dummy variable of whether or not connected party transactions occur to sub-
stitute for the variable of connection transaction amount divided by total assets.
According to Tang et al. (2005), we define bureaux of state-owned assets admin-
istration, research institutes, universities or colleges, social associations, banks, and
insurance and investment companies as independent listed companies, and the rest
as member companies of business groups. After re-definition, the percentage of
member companies of business groups in the total number of companies rises from
59.7 per cent to 80.1 per cent. We also re-define earnings management motivations,
for example, if alisted company reports losses for the previous year or its current
ROE is between 0 and 0.01, we consider the company as having the loss-avoiding
earnings management motivation. We employ the random effects of unbalanced
panel-data least squares to estimate the regression equations. Our basic conclusions
still hold after all these revisions.

4.3.2 Problem of Endogeneity
Empirically testing the relation between two variables may possibly suffer from the
problem of endogeneity. The dependent variable of our model is firm value, and
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the independent variables include variables of connected party transactions and
control variables of corporate governance. The validity of our regression results
relies on the assumption that firm value has no influence on either the occurrence
of connected party transactions or the reform of corporate governance. The existing
literature usually takes corporate governance as an exogenous variable, meaning
that corporate governance will affect firm value, but not vice versa. Moreover, an
empirical study based on the data from a single country can usually avoid the
endogeneity problem between the ownership structure and the institutional environ-
ment due to the uniform institutional and legal settings in which the study is
conducted (Joh, 2003). In China, corporate governance mechanisms, such as the
ownership structure and information disclosure requirements, are the results of the
special Chinese ingtitutional environment and are not determined by firm value.
Therefore, we take corporate governance as an exogenous variable.

La Porta et al. (2002) demonstrate that tunnelling is related to the degree
of investor protection and the degree of separation between control rights and
cash flow rights, but is not related to the accounting performance of a company
(returns on equity). Friedman et al. (2003) report that for companies with a high
leverage ratio, low returns on equity do not necessarily lead to tunnelling because
major shareholderswant to maintain the solvency of the company. As Chineselisted
companies often face the risks of delisting, their major shareholders have the moti-
vation to avoid reporting losses. This is the reason that low returns on equity do
not necessarily lead to tunnelling. Moreover, mgjor shareholders may carry out
tunnelling even when the company performs well because good accounting
performance could help cover up appropriation of company resources (our empirical
evidence shows that investors consider a better accounting performance as a
signal of alower possibility of tunnelling through connected party transactions).
Cheung et al. (2004) also find that low firm value does not necessarily induce tun-
nelling through connected party transactions. If the conclusions mentioned above
hold, that is, accounting performance does not influence tunnelling, then there
should exist no endogenous problem between firm value and connected party
transactions.

However, Johnson et al. (20004) indicate that a worse accounting performance
will result in a higher probability of tunnelling due to the reduced marginal oppor-
tunity costsof tunnelling. Therefore, connected party transactions can be endogenous,
and we need to find avalid instrumental variableto carry out our regression analyses
using the instrumental variable method or the two-stage least squares method.
According to our research, business groups do not significantly correlate with firm
value, but significantly and positively correlate with the possibility of connected
party transactions. Therefore, business groups can be used as the instrumental
variable of connected party transactions. In Table 8, we list the estimation results
obtained by the two-stage generalised least squares method. We see that variables
of connected party transactions are significantly and negatively correlated with firm
value after taking into account the endogeneity problem between connected party
transactions and firm value.
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Table 8 Connected Party Transactions and Firm Value

Expected
sign
MORTGAGE - —-2.526***
(0.000)
OCCUPY - -1.877**
(0.018)
ASSET - -0.707***
(0.000)
EQUITY - (-2.086)***
0.000
TRANSPARENCE  + 0.028** 0.130*** 0.126*** 0.101***
(0.015) (0.000) (0.000) (0.000)
TOPONE - -0.888** -0.252 -0.461 -0.880***
(0.017) (0.985) (0.124) (0.000)
TOPONE? + 0.627*** 0.007*** 0.383*** 0.791***
(0.000) (0.008) (0.001) (0.000)
Gov + 0.039*** 0.013*** 0.017*** 0.037***
(0.000) (0.000) (0.001) (0.000)
ROE + -0.179*** -0.076 0.071* 0.098*
(0.000) (0.183) (0.072) (0.067)
LEVERAGE - 0.258*** -0.083* -0.286***  -0.034
(0.000) (0.069) (0.000) (0.406)
SZE - -0.215*** -0.287*** -0.269***  -0.265***
(0.000) (0.000) (0.000) (0.000)
C ? 4.328*** 5.704*** 5.480*** 5.292***
(0.000) (0.000) (0.000) (0.000)
Adj-R? 0.339 0.333 0.171 0.487
F-stat. 86.5%** 144 9*** 162.5x** 139.5***
OBS 4961 4990 4961 4961

Notes: The regression model is Equation (1) with TOBIN-Q as the dependent variable. The
estimation method is 2SGL S with GROUP as the instrumental variable. P test values are
in parentheses. *, **, and *** indicate 10 per cent, 5 per cent, and 1 per cent significance
levels, respectively. All variables of connected party transactions are dummy variables,
which take the value of 1 if such connected party transactions occur, and O otherwise.

V. CONCLUSIONS AND LIMITATIONS

The empirical results of this research show that connected party transactions are
significantly and negatively correlated with firm value, supporting the view that
tunnelling occurs through connected party transactions. We also find that specific
firm characteristics have an impact on the nature of connected party transactions.
Therefore, we reach the following conclusions: (1) The probability, proportion, and
frequency of connected party transactions between Chinese listed companies and
the largest shareholders are relatively high, and the probability and frequency tend
to increase. (2) Connected party transactions and firm value are significantly and
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negatively correlated, supporting the tunnelling view. (3) Listed companies of busi-
ness groups suffer morefromtunnelling. (4) Thereisareverse U-shaped relationship
between the probability of tunnelling and the proportion of the largest shareholding.
The check-and-balance ability of the second to the fifth largest shareholders cannot
restrict tunnelling through connected party transactions by the controlling share-
holders. (5) The moretransparent theinformation disclosure, the better the company
performance is, and the less possible tunnelling through connected party transac-
tionsis. (6) Companies with connected party transactions having the loss-avoiding
earnings management motivation receive negative responses from investors, sup-
porting the counter-productive effect of earnings management through connected
party transactions; companies with connected party transactions having the rights-
offering earnings management motivation receive less negative or even positive
responses from investors, supporting the efficiency-enhancing effect of earnings
management through connected party transactions.

How can connected party transactions be regulated and the interests of small
investors be protected? In recent years, lots of studies have emphasised the role of
law in protecting the interests of investors. But the establishment of a sound legal
system takes time, and is restricted by the institutional environment. Nevertheless,
we can look for the internal corporate governance mechanisms to protect the inter-
ests of investors. According to the results of this research, some measures could
limit tunnelling through connected party transactions, such as improving informa-
tion disclosure transparency, implementing ownership decentralisation by reducing
the proportion of the largest shareholding, and enhancing the regulation of con-
nected party transactions within business groups. Moreover, some characteristics
of corporate governance can change the expectations of investors with regard to
the nature of connected party transactions. Therefore, listed companies can send a
better signal to investors that the connected party transactions are not tunnelling
by establishing a sound internal corporate governance mechanism.

Our research has some limitations. The problem of endogeneity still exists to a
certain extent although we have tried our best to overcome it. Advanced approaches
and new instrumental variables are warranted for further studies to estimate the
relationship between connected party transactions and firm value. In addition,
although the connected party transactions between listed companies and the non-
largest shareholders are much less than those between listed companies and the
largest shareholders, it is possible that the former transactions are also tunnelling.
Is the nature of the connected party transactions with the non-largest shareholders
the same as that with the largest shareholders? Will the largest shareholders carry
out tunnelling in collusion with other major shareholders? All these questions
demand further research.

REFERENCES
Please refer to pp. 79-82.





