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Largeinvestors, capital expenditures, and firm value:

Evidence from the Chinese stock mar ket

Abstract
This paper investigates the value effect of lanyestors through their impact on
corporate investment policy using a sample ofdigiens in the Chinese stock market
where large shareholdings and concentrated owmeastia norm. We find that the
impact of capital expenditures on firm value isselly related to the level of large
shareholdings (non-tradable or state shareholdi@zital expenditures are negatively
associated with firm value if firms are controlleg entrenched large shareholders.
Although there is a general tendency of over-inwesit, the negative impact of
over-investment is cancelled out if firms are coléd by incentive-aligned large
shareholders. We also find that, the incentiveratignt effect of large investors is
stronger in scenarios where agency conflicts aneenmbensified. Our findings suggest
that capital investment is an important channelufh which the value effect of large
investors is achieved.
JEL classificationG31; G32
Keywords Large investors; Firm value, Capital expendituf@snflicts of interest;

Chinese stock market



1. Introduction

The impact of large shareholdings and concentratetership on the value of firms
has been studied extensively over the past dec@uhethe one hand, the presence of
large investors helps overcome manager-sharehodohdiicts because they have strong
incentives to maximize firm value and are abledltect information and oversee

managers (Jensen and Meckling, 1976). On the btred resent research showed that

there are costs associated with large investaasjshexpropriation of minority
shareholders’ wealttshleifer and Vishny (1997, p.758) pointed out th@f)arge
investors may represent their own interests, whixdd not coincide with the interests of
other shareholders, or with the interests of engggyand managers.” Moreover, the
benefits of large shareholdings and concentratateoship are larger in countries that are
less developed, where property rights are not preliected and enforced by judicial
system (Shleifer and Vishny, 199Thus, it appears that both the incentive-alignment
and entrenchment effects of large shareholdingsx¢si-in influencing firm value.
Consistent with the above theoretical predictiolarge body of literature provided
evidence on a non-monotonic relation between lahgeeholdings and firm value
(Morck, Shleifer, and Vishny, 1988; McConnell areh&es, 1990; Claessens, Djankov,
Fan, and Lang, 2002).

Although a general consensus has been reacheldiatshareholdings matter for
firm value, less is understood about how largeeath@dings affect firm value. In this
paper, we contribute to the literature by showiow the cost and benefit of large
shareholdings are manifested. We focus on invdstmg#he channel through which large

shareholdings impact firm value using a sampletoh€&se listed companies. We argue



that capital expenditures are one of important nkbmlinking large shareholdings and
firm value. We examine capital expenditures foresalreasons. First, given that capital
stock of a typical firm undergoes continuous adjesits, capital expenditures are seen as
the heaviest and the most frequent usage of cdporaourses. Hennessy and Whited
(2005) find that, on average, annual capital exjieres-to-asset ratio is as high as 13%
in a sample of U.S. listed companies, and it i8o/tér a sample of worldwide firms
(Kusnadi and Wei, 2007). Second, capital investroéfitms is closely related to firm
value. Burkart, Gromb, and Panunzi (1997) and L&aRtopez-de-Silanes, Shleifer, and
Vishny (2002) show that inefficient investment @i tend to lower the probability of
good state and generate less expected cash fldvich) ¥8 associated with lower firm
value. Thirdly, recent research has shown thatrothimty shareholders have stronger
incentives to over-invest under weaker investotgmtion environmeniThe higher
investmenincreases both the volatility of capital accumiolatand equity risk premia,
which sharply discounts firm value (Albuquerque &viahg, 2008). Thus, corporate
investment policy itself has strong implications floe cost of capital and firm value, in
particular in emerging markets with weaker corpgigdvernance.

We focus on the analysis of the emerging Chineseksharket because the unique
ownership structure of listed firms allows for pafuktests of how large investors affect
firm value. With the opening of the Shanghai Stegkhange (SHSE) and the Shenzhen
Stock Exchange (SZSE) in 1990 and 1991 respectitredyChinese stock market has
been the fastest growing market in the world okierdgast two decades. By the end of

2007, there werd 464 firms issuing A-shares and9 firms issuing B-shares in the

Chinese stock market. The total capitalization binése stock market was over 3.2



trillion RBM, the forth largest stock market in therld (after U.S, Japan, and U.K)An
interesting feature of Chinese listed companig¢sasnearly all firms are carved out from
state-owned or state-controlled enterprises. Tisberl, a SOE must first be restructured
into a shareholding company via selling sharesstown employees, other SOEs, and
legal entities at a price around the book valueqpfity. At the time of IPO, a firm usually
sells about one third of ownership to the geneudlip. Therefore, shares of a typical
listed firm are split into state, legal-entity, amadable shares, with the restriction that
state and legal-entity shares cannot be tradedgbubhtil early 2005 when
ownership-splitgu quan fen zhireform started. State shares are those ownelaeby t
central or local government. Legal-entity sharesthose held by domestic institutions
such as listed companies, financial institutioms,, @nost of which are partially owned by
central or local government. Tradable shares aetihy class of shares that can be
traded on domestic stock exchanges, and are furthssified into A- and B-sharés.
Regardless of share type, each share is entitlggetsame cash flow and voting rights.
Another significant feature of Chinese listed firrmgshat ownership is concentrated in
hands of large shareholders, in particular, govemtrOver our sample period,
government controlled on average 56 percent of tasls and control rights of a listed
firm, while non-tradable shareholders collectiviebtd 59 percent of total shares
outstanding in a listed firm. This unique ownersstiucture in the Chinese stock market
provides a natural experimental setting to stu@yitipact of large investors on firm

value.

1 See footnote 2 for an explanation of A- and B-sham the Chinese stock market. At the end of 206@7exchange
rate of RMB against U.S. dollar is about 1 USD 3 RMB. Data source: China Securities Regulatory @igsion
(http://www.csrc.gov.cn).

2 Tradable A-shares are ordinary shares availalllisively to Chinese citizens and institutions. s are
denominated in U.S or HK dollar and designatedf@rseas investors prior to opening the markebtoesbtic
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To investigate the value effect of ownership thifoitg impact on capital
expenditures, we first base on the evidence obtlsbaped relation between ownership
and firm value to split our sample into two groggsording to the turning poiAtFirms
with a higher level of ownership are those whose-tnadable or state shareholdings are
above the turning point, while firms with a lowewe&l of ownership are those whose
non-tradable or state shareholdings are belowutmenty point. We then investigate the
impact of capital expenditures on firm value foe thifferent ownership-based groups
over the subsequent year. We find that the impacapital expenditures on firm value is
closely tied to the level of large shareholdingapital expenditures are negatively
associated with firm value for firms with a lowew&l of ownership (i.e., non-tradable or
state shareholdings are below the turning poirithcdigh there is a general tendency of
over-investment, the negative impact of over-inmesit is cancelled out for firms
associated with a higher level of ownership. THeg#ngs suggest that the
incentive-alignment effect of large shareholdings/es to contain a firm’s
over-investment behavior. Our results are in gdnelaist to an alternative measure of
firm value — stock return.

We further investigate the value effect of largarsholdings via capital
expenditures conditional on several variablesilikestment opportunities, cash flows,
and cash dividend payouts that have implicationd&h agency problems and corporate
investment policy. We show that, consistent with pinevious findings, firms are better

monitored in their investment policies if they amntrolled by incentive-aligned large

investors in February 2001.

% Tian and Estrin (2005) examine a large samplehifi€se listed firms and also find a U-shaped retebietween state
shareholdings and firm value. That is, firm valeeehses with state shareholdings at a lower Iéwthte ownership,
however, when state shareholdings excess a céntashold (about 30%-40%) in their study, firm \alocreases with
the shareholding of state owners.



shareholders. More importantly, for firms with glher level of ownership, the incentive
alignment effect of large shareholdingsough their impact on capital expenditures is
stronger in scenarios where agency conflicts aneenmbensified, that is, firms are
associated with better investment opportunitieghéi cash flows, or lower cash dividend
payouts. These findings suggest that, in the emgi@hinese stock market where
external monitoring mechanisms are weak, incerdiigried large shareholders play an
important role in addressing agency problems.

By investigating the channel through which largareholdings affect firm value,
our paper complements the finance literature orvéthee effect of ownership. Jensen and
Meckling (1976), Shleifer and Vishny (1986), andeffier and Vishny (1997) contend
that large shareholders have strong incentiveslteat information and oversee
managersand thus avoid the conventional free-rider probéerd enhance firm value
However, there is conflict of interests betweegdaand small shareholders, and large
shareholders may expropriate the wealth of mongbareholders, resulting in value
destruction. Shleifer and Vishny (1997), Morck, &tdr, and Vishny (1988), Stulz (1988),
McConnell and Servaes (1990), and Claessens, Dyaian, and Lang (2002) provide
evidence showing that the incentive-alignment amtceeachment effects of large
shareholdings co-exist in the U.S and East Asitedi companies, which results in a
non-monotonic relation between the level of ladgareholdings and firm value. In this
paper, we document a U-shaped relation betweea &rgreholdings and firm value in
the Chinese stock markdflore importantly, we identify that corporate invegint policy
is a channel through which the cost and benefirgle shareholdings are manifested.

Our paper is related to the literature that linkgporate governance with investment



policies. Denis, Denis, and Sa(itB97), Hartzell, Sun, and Titman (2006), amongth
show that managers who are better monitored oraling shareholders who are
incentive-aligned tend to adjust investments toimée firm value according to
investment opportunities. Richardson (2006) repibids certain ownership structures like
active shareholders serve to contain a firm’s omeestment behavior. However, less is
understood how outside investors are benefitedirfrés over-investment behavior is
contained. Titman, Wei, and Xie (2004) is an exiceptTitman, Wei, and Xie examine
the relation between abnormal investment and steickns for a sample of U.S firms and
find that firms that increased capital investmentissequently achieve negative
benchmark-adjusted returns for at least 5 yeardlaadaegative relation disappeared in
the period when hostile takeovers were active. &laeghors conclude that the negative
relation between investment and stock returns tefam managerial over-investment,
while external governance mechanisms place sonm&reams on the over-investment
behavior. In this paper, we explicitly test the besis that the relation between capital
expenditures and firm value differ between firmatcolled by incentive-aligned and
entrenched large shareholders.

Our paper also relates to the vast amount of titeeson the privatization of state
owned enterprises (SOE). Previous studies showstast ownership is detrimental to
firm performance (Vickers and Yarrow, 1988; Shieded Vishny, 1998; Megginson and
Netter, 2001). Several researchers have also atpaedtate ownership is preferential to
firm performance or firm value (Kole and Mulhert97; Blanchard and Shleifer, 2000).
By studying the value effect of state ownershiputiioits impact on capital expenditures

in a large sample of share-issue privatized firmthe Chinese stock market, this paper



complements the privatization literature and intgs the above two seemly conflicted
arguments into a unified explanation. Our papemnshihat the value effect of state
ownership critically depends on the level of owhgrsState ownership contributes to
firm value only when state shareholders are ingerdligned with other shareholders.
Moreover, this paper shows that corporate investipelicy is one of important channels
through which state ownership influences firm valukich results in the U-shaped
relation between the level of state shareholdimgsfam value as shown by, for example,
Tian and Estrin (2005).

Arecent study related to ours is Dittmar and M&mtith (2007). Dittmar and
Mahrt-Smith investigate the value effect of corpergovernance by focusing on
corporate cash holdings of listed firms in the Wi®ck markets. These authors find that
poorly governed firms earn low accounting returinemwthey invest on excess cash
reserves in assets and this negative effect istaffa firm is well governed. Our paper
differs from theirs by identifying capital expendiés as an alternative important channel
through which well-governed firms restrain overestment behavior.

The remainder of this paper is organized as folldwSection 2, we discuss the
related literature and hypothesis development.i@e8tconsists of data description and
summary statistics. Section 4 presents the metbgg@nd empirical results. In Section
5, we provide further evidence on the value efeéawnership through its impact on
capital expenditures conditional on investment opputies, cash flows, and cash
dividend payouts. Section 6 examines the valueefifelarge shareholdings using stock

return as an alternative measure of firm value. firkad section concludes.



2. Related literature and hypothesis development
2.1 Related literature
A. Large investors and firm value

Corporate governance serves as a mechanism toanarahagerial opportunistic
behavior and to align the incentives between insidad outside investors. In spirit of
Jensen and Meckling (1976), concentrated ownekestdgarge shareholdings are
perceived as the most direct way to address thificsrof interest between shareholders.
As Shleifer and Vishny (1997, p.758) argued th@f)He benefit from large shareholders
is theoretically clear: they have both the intes@stgetting their money back and the
power to demand it.” In particular, large sharelkotchave enough control rights to put
pressures on management, or even oust managemamghiproxy fights or takeovers.
Therefore, large investors could effectively addribe agency conflicts between
managers and shareholders and between large afidssaraholders, and have their
interests to be respected (Shleifer and Vishnyg188rkart, Gromb, and Panunzi, 1997,
La Porta, Lopez-de-Silanes, Shleifer, and Vish6@2).

The presence of large shareholders is also assdaiath costs. The separation of
ownership and control allows controlling sharehadde pursue their private benefits
because their interests do not necessarily coineittethose of other shareholders,
managers, or employees (Shleifer and Vishny, 198@ntrolling shareholders tend to
enjoy corporate resources exclusively, which ismfichieved through expropriating
minority shareholders (Zingales, 1994; JohnsonPada, Lopez-de-Silanes, and Shleifer,
2000; Djankov, La Porta, Lopez-de-Silanes, andif&n)e007).

The co-existence of cost and benefit of large itarsgpredicts a non-linear relation
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between large shareholdings and firm value. EmgdisicMorck, Shleifer, and Vishny
(1988) examine the relation between the ownershigrge shareholders and profitability
of firms, as measured by Tobin’s Q for a sample & firms. These authors focus on the
investigation of one of important types of largargholdings — managerial ownership.
Morck, Shleifer, and Vishny report an inverse Ussdtdhrelation between managerial
ownership and firm value, that is, profitability fifms rises in the range of ownership
between 0-5 percent, and falls afterwards. Onepretation of their findings is that,
consistent with the role of incentives in reducaggncy costs, firm profitability increases
with managerial ownership due to the incentiveratignt effect of managerial
ownership, however, when managerial ownership elscaeertain level, managers
become entrenched and pursue private benefite @&xjpense of outside investoBsulz
(1988), McConnell and Servaes (1990), and Claesfgaskov, Fan, and Lang (2002)
also show that the incentive-alignment and entrereett effects of large shareholdings
co-exist in the U.S and East Asian listed companigéch results in a non-monotonic
relation between large shareholdings and firm value

However, extant literature has provided little chseto how the value effect of large
shareholdings is achieved. A recent study of Ditterad Mahrt-Smith (2007ppears the
first attempt to attack on this issue. Dittmar &tahrt-Smith investigate the value effect
of corporate governance by focusing on corporasé taldings of listed firms in the U.S.
stock markets. These authors find that poorly goefirms earn low accounting returns
when they invest on excess cash reserves in asgkthis negative effect is offset if a
firm is well governed. These findings imply thatporate cash policy is a channel

through which corporate governance affects firnugaDur paper differs from Dittmar
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and Mahrt-Smith (2007) by showing that corporategiment policy is another
important channel through which the value effedaafe shareholdings is achieved.
B. Detrimental and preferential effects of statenewghip

Previous studies show that state ownership isrdetal to firm performance
(Vickers and Yarrow, 1988; Shleifer and Vishny, 89®legginson and Netter, 2001).
This strand of literature contends that state-ower@drprises in general do a poor job of
monitoring management, they underperform thoseowitigovernment ownership, and
their performance improves after privatization.efier and Vishny (1994) present a
model in which listed firms are dominated by thegmment as shareholder in a typical
emerging market environment. The controlling owoféen interferes in corporate
activity using its voting rights to influence buess decisions, and the political
interference is usually at the expense of corpquadétability. Frye and Shleifer (1997)
and Shleifer and Vishny (1998) argue that goverrim&y have a “grabbing hand”,
leading it to expropriate other shareholders’ wealdtpublic firms. The expropriation
may be facilitated through the politically connetthrectors sitting on the corporate
board. The expropriation of shareholders’ wealttstaye owners results from the fact the
government bureaucrats are corrupted, and oftensmpredatory regulations on firms
and their will in commercial disputes with thesens. Moreover, state owners may play
a social role, expropriating other shareholdersilieto benefit other members of society.
In the context of Chinese listed firms, Bai, LindaSong (2004) show that state
controlled firms usually trade at a discount consplawith other firms. Sun and Tong
(2003) analyze a large sample of share-issue maaftirms in China and find that firm

performance is significantly improved after shasgdie privatization.
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Several researchers have also argued that staersivim is preferential to firm
performance or firm value because these firms e@amfgom close connections with
governments (Kole and Mulherin, 1997; Shielifer afishny, 1998; Blanchard and
Shleifer, 2000). These specific benefits from jdit connections include borrowing on
preferential terms from state-owned banks (Khwaghdian, 2005), government
sponsored bailouts (Faccio, Masulis, and McCon@86). Blanchard and Shleifer
(2000) and Qian (2003) contend that state ownersh@hinese firms is helpful to firm
performance because government has strong matketsts in the successful
performance of state owned firms and has cleatigudated guideline to remove
managers if they are responsible for financialdsssver a certain period. By studying
the value effect of state ownership though its icbga capital expenditures in a large
sample of share-issue privatized firms in the Céengtock market, this paper
complements the privatization literature and intégs the above two seemly conflicted
arguments into a unified explanation. Our papemnshihat the value effect of state
ownership critically depends on the level of owhgrsState ownership contributes to
firm value only when state shareholders are ingerdiigned with other shareholders.

Moreover, this paper identifies capital expendiure an important channel through

which state ownership influences firm value, whiebults in the U-shaped relation
between the level of state shareholdings and fattneras shown by, for example, Tian
and Estrin (2005).
C. Corporate governance and investment policy

The Q-theory of investment first proposed by Toldi869) and extended to models

of investment assuming convex costs of adjustipgtaiestock by Hayashi (1982) and
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Cochrane (1991) show a positive relation betweegastment and marginal Q. Since
firms choose the level of investment to maximize fihm value, investors rationally
value the future cash flows of firms using an appiede discount rate, and therefore, the
level of investment is negatively associated wiith discount rate or the expected return
of the firm. Cochrane (1991), Lamont (2000), Liydlan, and Zhang (2007), among
others, find evidence supportive of the negativestiment-return relation in the U.S
stock markets.

Although elegant and empirically supported, theh@aty is derived under
assumptions of perfect financial markets. In thed veorld, however, firms’ capital
investment policy is often influenced by agencyftiots, asymmetric information, and
other market imperfections. In particular, the negainvestment-return relation may not
hold because agency conflicts can prevent a fiomfbehaving optimally to adjust
capital expenditure$.Based on this observation, recent research atsetmpelate
investment policy to corporate governance. Denexif) and Sarin (1997) and Hartzell,
Sun, and Titman (2006) find that managers who ameitored better or controlling
shareholders who are incentive-aligned tend toshdijivestments to maximize firm value
according to investment opportunities. Richard)06) reports that certain governance
structures like active shareholders serve to corgdirm’s over-investment behavior.
Hoshi, Kashyap, and Scharfstein (1991) show thahiceoutsiders such as banks tend to
reduce information cost of the firm and make theiffies less from liquidity constraints.
Titman, Wei, and Xie (2004) report that firms thatreased capital investments

subsequently achieve negative benchmark-adjustedhsefor at least 5 years, and this

4 For the literature on the agency explanation eéstment policy, sedensen (1986), Shleifer and Vishny (1989),
Stulz (1990), Titman, Wei, and Xie, (2004)
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negative relation between investment and retursepgieared over the period with active
hostile takeovers.
Therefore, corporate governance, particularly osmrstructure, plays a crucial

role in influencing firm value through monitoringviestment projects.Theoretical
models demonstrate the “governance effect” usiagrrginal cost of expropriation
through over-investment, which increases with thength of shareholder protection. The
stronger corporate governance, the higher theafastpropriation, and therefore, the
lower the tendency of over-investment (Himmelbétgbbard, and Love, 2006; Li, 2007;
Albuguerque and Wang, 2008). However, less wodoise on how corporate governance
influences firm value through its impact on capéapenditures. In this paper, we
complement the related literature by investigathmgimpact of large shareholdings on
the relation between capital expenditures and Viatoe.
2.2. Hypotheses

Combining the above strands of literature, we higpsize that the trade-off between
cash flow claims and private benefits of large stees influence corporate investment
policy, which in turn affects firm value. When the levellafge shareholdings is low,
large shareholders tend to be entrenched, restitioger-investment, and subsequently
lower firm value. In contrast, by putting their sténtial stake in a firm up to a certain
level, large shareholders are incentive aligneti wiher shareholders, which contains the
over-investment behavior, and leads to value aeafiherefore, our main hypothesis is
thus stated as follows.

H1: Firms controlled by entrenched large shareholdeageha tendency to

5 For the related literature, please refer to Jeasel Meckling (1976), Denis, Denis, and Sarin {)9Burkart,
Gromb, and Panunzi (1997), La Porta, Lopez-de-8#a8hleifer, and Vishny (2002), Himmelberg, Huldband Love
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over-invest, resulting in value destruction, wiie negative effect of over-investment is
offset orthe value creation effect presents if firms aretaaled by incentive-aligned
shareholders.

Extant literature documents evidence that firmspaome to over-invest in certain
scenarios where agency conflicts are more inteusifor example, when firms face good
investment opportunities, possess abundant fréeftzags, etc. Philippon (2006) and Li
(2007) argue that managerial overinvestment isegsxd in good times because
management is left with more discretionary autlyodiénsen and Meckling (1976),
Jensen (1986), Bertrand and Mullainathan (200h&tdson (2006), among others,
point out that firms tend to over-invest when tipegsess higher levels of cash flows.
Easterbrook (1984), Jensen (1986), La Porta, LogeZianes, Shleifer, and Vishny.
(2000), and Albuquerque and Wang (2008) find tivatr-anvestment is positively
associated with cash dividend cuts. Corporate gawere aims at mitigating the conflict
of interest, and therefore, we conjecture that-oweestment behavior is better contained
for well-governed firms when agency conflicts arerenintensified. Thus, our further
hypothesis is stated as follows.

H2: The incentive-alignment effect of large sharehadim mitigating
over-investment is stronger in scenarios when agenablems are more intensified.

3. Data

Our sample consists of all listed companies tramtethe Shanghai Stock Exchange
(SHSE) and the Shenzhen Stock Exchange (SZSE}lloxd999-2004 interval. A firm
that is included in our sample must satisfy théofeing criteria. First, a firm should have

financial data for at least 4 consecutive yearstopute abnormal capital investment.

(2006), Albugquerque and Wang (2008), and Li (2007).
16



This also serves to exclude firms that suffer fisagmificant performance deterioration
subsequent to their IPOs (Chan, Wei, and Wang, ;20@#4g, 2005). Second, a firm must
not be a designated Particular Transfer (PT) com@his referred to as a firm that has
been losing money for at least three continuoussyaad its shares can only be traded on
Fridays under special arrangements. Lastly, afivinst have complete financial and
ownership information. This data screening procedasults in 3384 firm-year
observations. All of our financial data and owngrstata are collected from the Chinese
Stock Market and Accounting Research Database (OGSMA

Panel A of Table 1 presents the distribution of gample by exchange and by
calendar year. Our sample consists of 163 firmtherSBHSE and 111 firms on the SZSE
in 1999. By the end of 2004, the number of listethpanies in our sample increased to
442 and 410 for the SHSE and the SZSE respectiVaig.roughly mirrors the rapid
growth of Chinese stock market over the sampleogeAccordingly, the later two years
contribute almost half of our firm-year observaton

[Insert table 1 here.]
Following Titman, Wei, and Xie (2004), we use tlmarmal capital investmenCy(,)

to measure the level of capital expenditu@sfor a firm in year t is computed as

Cl, = ch -1
(CE,+CE,+CE)/3 ~

whereCE s a firm’s capital expenditures in ydagcaled by total sales, and capital
expenditure is measured as the change in valugeaf &ssets, intangible assets, and
short-term capital investment from yesl to t. The simple average @E.,, CE.,, and
CE.3 provides a benchmark level of a firm’s capital exgitures. We delete tie&;
observations if the level of investment benchmarkegative. A positive (negative€);
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indicates that a firm’s capital expenditures innyeare greater (smaller) than the prior 3
years’ average.

We measure ownership structure in the Chinese staegket in two dimensions:
Non-tradable shareholdingd©ON_TRADE hereafteand state shareholdingSTATE
hereaftej. High levels of non-tradable shareholdings repméshe key feature of
corporate governance in China (Chen and Xiong, 20@hg, 2005)NON_TRADEHS
defined as the percentage of non-tradable shaersatal shares outstanding of a firm.
Non-tradable shareholdings consist of two categogtate shareholdings (STATE) and
legal-entity shareholdings. Legal-entity sharesthose held by domestic institutions
such as listed companies, financial institutions, 8TATE is the number of shares held
by the State Asset Management Commission, Statet M@anagement Bureaus of
provincial or municipal governments, or large staned corporations divided by the
total share outstanding of a listed firm.

Tobin’s Q is used as the main proxy for firm value in thégper. Tobin’s Q is
calculated as the sum of market value of commockstand book value of total debts
scaled by total assets. One difficulty with measgifiobin’s Q in the Chinese stock
market is that there is no consensus in compuktiagrarket value of a listed firm with a
large portion of non-tradable shares. Investigasirsgmple of non-tradable share
transfers in a Shanghai-based OTC market, CheXemd) (2002) report that
non-tradable shares have an average illiquidityatliat of about 70% to 80% compared
to the corresponding tradable shares. Moreovewrership-split reform started in
2005 establishes a norm, that is, non-tradablesblosders typically offer 30 percent of

their shares to tradable shareholders to obtaimémietability options. Thus, in this
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study we compute the market value of non-tradatdees as the product of 70 percent of
corresponding tradable share price and the nunfbrrstradable sharésAs a
robustness check, we also utilize the annualizecksieturn to measure firm value. The
annualized stock return is calculated by compoumthe monthly stock return over the
year for each firm.

Panel B of Table 1 presents summary statisticapital expenditures, Tobin’s Q,
stock returns, and ownership variables. The meadign) of abnormal capital
expenditures (Cl) is -0.0301 (-0.5494) over the @arperiod, with a standard deviation
of 27.3474, suggesting that the distributiorCois highly skewed, and the level of
abnormal capital expenditures is quite volatilee Tirean (median) of Tobin’s Q is 2.13
(1.63), with a standard deviation of 2.06, whichigh compared to that in developed
markets, but comparable to that in Bai, Liu, and@(2004) and Tian and Estrin (2005)
in the Chinese stock market. Over our sample petit@mmean annual return is -5.04%
and the standard deviation of return is 0.40, sstyug that the Chinese stock market was
in general a declining market over the 1999-200@drual.

NON_TRADEhas a mean of about 59% and a standard devidtiamooit 0.14%.

The average percentage of state shareholdBiB&TE is about 56%, and the standard
deviation is 0.14%. These figures indicate the damce of non-tradable shares and

state’s significant influence on listed companiethie Chinese stock market.

3. Empirical results
The aim of our paper is to investigate the valdeotfof large investors through their

impact on capital expenditures. To do so, we &tsmpt to identify the non-linear

® Bai, Liu, Song, and Zhang (2005) use a similarapgh to measure Tobin's Q for Chinese listed corigsa
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relation between ownership and firm value by regiresTobin’s Q on the level of
ownership and squared ownership at the end of queviiscal year (Tian and Estrin,

2005; Wang, 2005). The empirical model is specified

Y, =a+BOWN ,+8,0WR +3 5 X +g
(1)
where Y; is the Tobin’s Q for firm i in year t, afdWN,.; denotes non-tradable
(NON_TRADE or state shareholdingSTATE for firm i in yeart-1.

Following the literature, control variables'lXised in this study include firm size
(SIZE), leverage (LEV), age of a listed firm (AGEgles to asset ratio (SALE), B- or
H-share listings (BH), designated Special Treatnséatus (ST), industry (IND), and year
(YR). SIZE is measured as the natural logarithrtotl assets at the end of previous
fiscal year. Firm size also captures informationwta firm’s growth stage. LEV is the
total long-term debt scaled by total assets, whiaorrelated with firms’ both
accounting and market performance (Titman and Wesk@88; Rajan and Zingales,
1995). SALE is measured as the total sales scal¢otdl assets, which controls for the
firms’ profitability effect on Tobin’s Q. AGE is thnumber of years of a firm since its
IPO year. Because almost all earlier listed firm€hina are re-constructed from state
owned enterprises, AGE not only measures the Yitéecof the firm, but also is
correlated with state shareholdings. EX is a durmamjable that is equal to one if a firm
is listed on the Shanghai Stock Exchange, anditéris listed on the Shenzhen Stock
Exchange. BH is a dummy variable that equals oadiiim also issues B- or H-shares,

and zero otherwise. Firms issued B- or H-sharesegy@ded as receiving more strict

supervision than those of A-shares, resulting ffecent market valuation compared to
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those of A-shares. ST is a dummy variable that lsquee if a firm is a designated
Special Treatment (ST) in yerand zero otherwise. We control for ST because
propping is pervasive when a listed firm gets iimancial distress and the firm is likely
to be designated as ST (Bai, Liu, and Song, 208l).is a dummy variable to indicate
the industry in which a firm mainly operates. We usdustry classification system of the
CSRC (China Securities Regulatory Commission) dndion 20 industry dummy
variables. The year dummy (YR) is included to colnfor variation in macro-economic
conditions across the time.

[Insert table 2 here.]

Panel A of Table 2 presents the coefficient es@s&br ownership and squared
ownership variables. The coefficient estimateSJUYN;; are negative and significant at
the 1% level, and the coefficients OWN.; are positive and significant at the 1% level
for both of the two ownership variables. Thus, ¢hisra U-shaped relation between
ownership and firm value in the Chinese stock maBased on the squared functional
form, we compute the turning points using the foster condition for each ownership
variable. The turning points for non-tradable atadlesownership are about 46% and 43%,
respectively.

The results in Table 2 on the non-linear relatietween ownership and firm value
are broadly consistent with the hypothesis thattlgnment-of-interest and large
shareholders’ expropriation co-exist to influenicenfvalue (Jensen and Meckling, 1976;
Fama and Jensen, 1983; La Porta, Lopez-de-Sil8hésfer, and Vishny, 1998;
Claessens, Djankov, Fan, and Lang, 2002). In theeSk stock market, large

shareholders with a lower level of cash flow rigtetsd to expropriate minority
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shareholders. As ownership of large shareholdere@ses to a certain level, the
alignment-of-interest effect dominates. Shleifed &mshny (1997), La Porta,
Lopez-de-Silanes, Shleifer, and Vishny (1999), Bhdrwadkar, George, and Brandes
(2000) show that the expropriation of value by colfihg shareholders is the greatest
source of agency problems. In East Asian econor@ike®ssens, Djankov, Fan, and Lang
(2002) find that the expropriation of minority seholders is a rule rather than an
exception. Tian and Estrin (2005) also documentshape relation between state
shareholdings and Tobin’s Q over the 1992-1998vaten the Chinese stock market.
The U-shape relation suggests that, on the one, Istaité as a large shareholder of a
typical firm tends to expropriate other sharehadehen its cash flow rights are
relatively small; on the other hand, when state enship is high state shareholder has an
incentive to improve corporate value via monitormgnagers and providing preferential
treatments via, for example, bank loans, direciegoment purchases, preferential pricing
policy, etc. Wang (2005) finds a similar non-linealation between ownership structure
and operating performance of Chinese IPOs.

To analyze the value effect of large investorsulgrotheir impact on capital
expenditures, we classify our sample into two gsodpand B. Group A consists of firms
whose non-tradable or state shareholdings are aheverning point estimated from
Equation (1), and Group B includes firms whose tradable or state shareholdings are
below the turning point. Firms in Group B can bersas controlled by “entrenched
shareholders,” while firms within group A as cotiied by “incentive-aligned
shareholders.” To check whether capital investniseeahdogenously determined by

ownership structure, we provide the distributioctzracteristics of the level of capital
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investment Cl) in Panel B of Table 2. The result shows no evidghat there is a
significant difference in means or median<btbetween the high and low ownership
groups.

Based on the estimated U-shape cutoffs in Equétiprwe investigate the value
effect of ownership through its impact on capitgpenditures by conducting the

following OLS regressions
J
Y, =a+[Cl_, +yCl_,x OWNDUM_, +1 OWNDUM_,+> 3 X +¢ )
i=1

whereOWNDUM;.; is a dummy variable that is equal to one if thecpetage of
ownership NON_TRADEor STATE)is above the turning point estimated from Equation
(), and zero otherwise. The control variablestlaeesame as those in Equation (1). We
focus on the analysis of the relation between ldgdmormal capital expenditures and
firm value to alleviate potential concerns aboud@yeneity between investment and firm
value. These concerns arise because the levepaétaxpenditures is positively related
to a firm’s Tobin Q in year t-1 that is commonlynsidered as a proxy for investment
opportunities, and the Q at the beginning of yesetérmines the level of capital

expenditures (Denis, 1994Lang, Ofek, and Stulz, 1996). The inclusiomf@/NDUM;.1

into the equation allows for control of other gavamnce factors influencing firm value
other than capital expenditures.

We conjecture that, given that agency conflictiuigrice investment policy, capital
expenditures will result in distinct effects on sauent Tobin’s Q between groups of
firms with higher and lower levels of non-tradablestate shareholdings. In particubar,

is expected to be positive. A positive coefficitotthe interaction term indicates that,
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capital expenditures add to firm value if firms aomtrolled by incentive aligned
shareholders.

Table 3 reports the results of estimating Equat®)nThe estimation results of
model (1) show that the coefficients for abnornaglital expenditures are insignificant
when only abnormal capital expenditures and comadbbles are included. The
estimated coefficient on abnormal capital expemdgus 0.0001 (t= 0.12), suggesting
that, without specifying the type of controllingasbholders, capital expenditures have no
effect on the subsequent firm value. Model (2)udels a dummy variabl&NONDUM)
that is equal to one if the level of non-tradatilareholdings is greater than the estimated
turning point, and zero otherwise as reported ibl§ &, and the interaction term between
Cl andNONDUM Estimation results show that the estimated coefits onCl and
CIxNONDUM is -0.0059 (t = -3.24) and 0.0063 (t = 3.09) resipely. This suggests
that capital expenditures contribute positivelyitm value only when the level of
non-tradable shareholdings exceeds the turning.pbive magnitude of estimated
coefficient forCl is smaller than that @&IxNONDUM. It appears that firms in general
tend to over-invest, however, the negative efféciver-investment is cancelled out if the
firms are controlled by incentive-aligned sharelkadd These findings imply that, the
commonly reported positive relation between ownerand firm value could be
attributable to the fact that incentive alignedrehalders-controlled firms are associated
with a prudent corporate investment policy. To értinderstand the coefficient on the
interaction term, consider a firm has one unitlwi@mal capital expenditures. If
ownership has no value effect, the coefficient widug zero. The estimated coefficient on

the interaction term implies that one unit of almak capital expenditures is associated
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with an increase of firm value by 0.63% for firmantrolled by inventive aligned
shareholders, which is both statistically and ecaically significant. Similarly, in model
(3) we examine the value effect of state sharehgklvia capital expenditures. The
results reported in column (3) show that the cogdfits forCl andCIxSTATEDUMare
-0.0069 (t=-4.90) and 0.0074 (t=4.39) respectiveliggesting that capital expenditures
contribute to firm value only when the level oftstawnership exceeds the turning point,
and capital expenditures are one of important calstimrough which the cost and benefit
of state shareholdings are manifested

[Insert table 3 here.]

The results in Table 3 show that ownership strgcsignificantly influences the
relation between capital expenditures and firm @althe over-investment behavior is
significantly contained if a firm is associated hwé higher level of non-tradable or state
shareholdings. Related to the large body of finditemture showing that corporate
governance or ownership structure affects firm edliensen and Meckling, 1976; Morck,
Shleifer, and Vishny, 1988; McConnell and Servd890; Claessens, Djankov, Fan, and
Lang, 2002; Gompers, Ishii, and Metrick, 2003; 2003), our findings suggest that the
value effect of corporate governance derives &t leartly from corporate investment
policy. Firms controlled by incentive-aligned shasklers tend to acquire additional

capital to enhance firm value.

4. Further analyses
In the previous section, we have verified that Gotsf of interest significantly

influence corporate investment policy, and the galtione unit of abnormal capital
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expenditures is significantly greater if firms aantrolled by incentive-aligned
shareholders than those controlled by entrenchagkbbldersin this section, we focus
on several explicit agency settings to further grmakthe value effect of ownership
through its impact on capital expenditures. We ecture that, given that large
shareholders play an important role in addressiagonflicts of interest between
managers and shareholders and between large aticsbaraholders, the
incentive-alignment effect of large investors i®sger for firms with more intensified
agency conflicts. To investigate this hypothesis,axamine the cross-sectional
variations of capital expenditure-Q relations viftk level of large shareholdings
conditional on several variables, including investitnopportunities, cash flows, and cash
dividend payouts. These variables are selectedusedaey not only contain agency
implications but also influence corporate investtasiicy.
4.1. Large investors, capital expenditures, and firm value conditional on investment
opportunities

Recent research has shown that, conditional orsiment opportunities, the level of
capital expenditures is influenced by the confiitinterest between shareholders.
Specifically, facing bleak future growth, capitabenditures of firms controlled by
incentive-aligned shareholders wik adjusted instantly to the optimal level, whilestis
not the case for firms controlled by entrenchedeanalders (Denis, Denis, and Sarin,
1997). While facing prospective growihgcentive aligned shareholders-controlled firms
will utilize potential growth opportunitier value-maximization purpogélartzell, Sun,
and Titman, 2006). In contrast, by withholding gabgial cash flows or being delegated

with more authorities, opportunistic controllerssban incentive to force the firm to take
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on risky projects (Jensen and Meckling, 1976; Ppdn, 2006; Li, 2007). This would be
especially the case for a firm that experiencesgsappast performance and
consequently generates richer cash flows (Jen8&6)1Since entrenched controlling
shareholders are likely to abuse their prestiggoind times, given better investment
opportunities, the difference in capital expenditif) relations between firms controlled
by entrenched and incentive-aligned shareholdarkidme more pronounced. Therefore,
we conjecture that, given investment opportunities,value effect of ownership is
stronger for firms with a higher level of ownerstiyan that for firms with a lower level
of ownership; while given a higher level of largeseholdings, the incentive-alignment
effect of large investors is greater for firms fagprospective growth than for those with
bleak future growth.

To examine the value effect of ownership throughritpact on capital expenditures
conditional on investment opportunities, we clasaifirm whose Tobin’s Q in the
previous fiscal year is above the industry mediegr the same interval into thgdod
investment opportunitygroup, and a firm whose Tobin’s Q in the previdigsal year is
below the industry median into thbdd investment opportunitgroup. Tobin’s Q at the
beginning of period has been widely used as a pfaxinvestment opportunity in the
previous studies (Denis, 1994 ang, Ofek, and Stulz, 1996). We then conduct OLS
regressions for each investment opportunity-basedpgusing the model as specified in
Equation (2).

[Insert Table 4 here]
Table 4 reports the regression results conditionahvestment opportunities.

Columns (1)-(3) present the regression resultéiims with bad investment opportunities.
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The coefficients foCIXNONDUM andCIxSTATEDUMare 0.0029 (t= 1.52) and 0.0028
(t=1.39) respectively. The value effect of capeapenditures is positive but insignificant
even for firms with a higher level of non-tradableareholdings or state shareholdings.
The coefficient estimates for Cl are —0.0032 (t:66) and —0.0031 (t= -1.52) for the
NONTRADE and STATE regressions respectively.

Columns (4)—(6) show the results for good investno@portunities. The coefficient
estimate on Cl is 0.0012 but insignificant if agepcoblems are not accounted for. When
the interaction term is added into the regressiodeh both coefficients on Cl and the
interaction term between CI and ownership dummysageificant. The coefficients for
Cl are —0.0036 (t= 3.01) and —0.0046 (t= -4.10)N@NTRADE and STATE regressions
respectively. The estimated coefficients@xNONDUM andCIxSTATEDUMare
0.0051 (t= 3.60) and 0.0062 (t= 4.62) respectivEhese results suggest that only firms
controlled by incentive-aligned shareholders quicdjust their investment policy for
value creation, while firms controlled by entrendislareholders tend to over-invest
when future opportunities are good. It is noted tha difference in magnitude of
coefficient estimates between Cl and OWNDUM is éaridpan that in Table 3. For
example + v is equal to 0.0015 (0.0051-0.0036) for NONTRADHBressions for firms
with good investment opportunities, while this figwas 0.0004 in Table 3. Similar
results hold true for STATE regressions. Theseifigslimply that the
incentive-alignment effect through its impact opita expenditures is stronger when
agency problems are more intensified. Our resigts show that, given ownership
structure, the value effect of capital expenditusegreater when investment

opportunities are good than those when investmgporunities are bad. For example,

28



the coefficient orCIXSTATEDUMis 0.0062 (t = 4.62) for firms with “good investnte
opportunity”, while it is only 0.0028 (insignificnfor firms with “bad investment
opportunity”.

In summary, results in Table 4 show that entrendnedeholders display more
discretion in investment policy and have a tenddgndpvest for opportunistic purposes.
In contrast, firms controlled by incentive-aligngtareholders show a more prudential
investment policy that leads to value creation. ddwer, the incentive-alignment effect
of firms with a higher level of large shareholdingstronger than when firms face bleak
investment opportunity. Our findings are consisteith the agency explanations for the
value effect of large investors, that is, agenayflacts are more intensified when firms
are facing good growth opportunity.

4.2. Largeinvestors, capital expenditures, and firm value conditional on cash flows

In this subsection, we analyze the value effecvafiership through its impact on

capital expenditures conditional on cash flowss&en(1986) argues that firms with
higher cash flows tend to over-invest. More recuatlies documented evidence
consistent with this free cash-flow view of ovew@stment. For example, using data
from auctions of oil and gas leases, Bertrand antldihathan (2005) report that bidders
overpay for less productive leases without expamthe scale of operations when cash
flows are abundanRichardson (2006) examines a large sample of Wt&€licompanies
over the 1988-2002 interval and finds that firm#hwiositive free cash flows on average
over-invest 20 percent of their free cash flows] amer-investment of free cash flows is
a systematic phenomenon across all types of capitsnditures. If agency problems

explain the over-investment for firms with high kbdows as suggested by the extant
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literature, corporate governance should play arkésyin containing a firm’s
over-investment behavior. Therefore, we expect foatfirms with a higher level of large
shareholdings, the incentive-alignment effect eaggr for firms with a higher level of
cash flows than for those with a lower level offcllews.

To examine the above hypothesis, we classify aifitonthe ‘high cash flow group
if its cash flow is above the industry median & émd of yeat-1, and a firm into the
“low cash flow group if its cash flow is below the industry madiCash flow is
measured as the ratio of after-tax earnings plpsegétion and amortization minus
payments of interest expenses, and cash divideradisdsby total assets. In each cash
flow-based group, we classify firms into high owstep and low ownership groups based
on the estimated turning points of Table 2. We tb@mduct OLS regressions for each
cash flow-based group using the model specificationlar to Equation (2).

[Insert table 5 here]

Table 5 reports the regression results of the vatiget of large shareholdings via
capital expenditures conditional on cash flows.u@wis (1)-(3) present the regression
results for the fow cash flow group. The coefficient for Cl is 0.0018 (t=2.28hen
ownership variables are not included, suggestiagftms with lower cash flows contain
their over-investment behavior to some extent,taedefore, capital expenditures are
positively associated with firm value. Results alunns (2) and (3) show that the
positive relation between capital expenditures fana value arises solely from firms that
are controlled by incentive-aligned shareholdelre &stimated coefficients @1 and
CIxNONDUM for the NONTRADE regression are -0.0055 (t=08.and 0.0063 (t=

3.84) respectively. The magnitude of coefficiemt@xNONDUM is larger than that for
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Cl. Thus, the positive value effect from incentatigned shareholders controlled firms
surpasses the value destruction effect resultmm fover-investment. Consistent with the
previous results, comparing with the entrenchedettwdders, incentive-aligned
shareholders tend to undertake positive NPV prsejecenhance firm value. In column
(4), the coefficient estimate for Cl is —0.0016-&24) without the interaction termhen
cash flows are high, which is larger in magnitudkent that when cash flows are low. This
suggests that, on average, firms tend to over-tro@porate resources when they are
financially slack. When the interaction terare added in columns (5) and (6), the results
show that ownership plays an important role in aorihg over-investment behavior
when cash flow is high. The estimated coefficiemtsCl andCIxNONDUM for the
NONTRADE regression are -0.0059 (t=-3.47) and 020Q¥2.63) respectively. Thus,
consistent with the previous findings, the valu®@oé unit of capital expenditures is
significantly greater if firms are controlled bycentive aligned shareholders. Note that
the difference in the magnitude of coefficientsneEnCIxNONDUM and Cl is 0.013
for firms with higher cash flows, while it is 0.08@or firms with lower cash flows. The
regression results for state shareholdings ardasitoi those of non-tradable
shareholdings. The larger difference in the coigfits for firms with high cash flows
than for those with low cash flows suggests thatiticentive-alignment effect of large
shareholdings is stronger for firms with more isiied agency problems, consistent
with the argument of Jensen (1986) that ownerdhictuire alleviates the free cash-flow
problem.

To summarize, our results in Table 5 show thatjrthentive-alignment effect is

greater for firms with a higher level of cash flow&oreover, consistent with the previous
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findings, for firms with the same degree of finaalack, firms tend to over-invest if
they are controlled by entrenched shareholderdewine negative effect of
over-investment is offset when firms are controlgdncentive-aligned shareholders.
4.3. Large investors, capital expenditures, and firm value conditional on dividend
payouts

Agency theories suggest that entrenched managemtwolling shareholders tend
to retain earnings for personal usage or pursuipgafitable projects that generate
private benefits (Easterbrook, 1984; Jensen, 1986)s, to protect minority shareholders
being expropriated by managers or large sharergl@iens will be forced to disgorge
cash if there is no room for expansion (La Portapdz-de-Silanes, Shleifer, and Vishny,
2000). However, entrenched corporate controllerg cod dividends arbitrarily to finance
over-investment (Albuquerque and Wang, 2008). Tioeeewe would expect that, given
dividend payout changes, the value effect of owmpris stronger for firms controlled by
incentive-aligned shareholders than for those otlett by entrenched shareholders;
while given a higher level of large shareholdirtgg, incentive-alignment effect is greater
for firms with a decrease in dividend payouts tfarthose with an increase in dividend
payouts.

To examine the value effect of ownership via cagikgpenditures conditional on
cash dividend payouts, we classify a firm with arude of dividend payouts from year
t-1 to yeart-2 above the industry median over the same periadtiv ‘high dividend
group, while a firm with a cash dividend payoutadtelow the industry median into the
“low dividend group. Dividend payout ratio is defined as thiat@ash dividends per

share scaled by earnings per share of the firm thesame period. In each dividend
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group, we further classify firms into high- and l@wnership groups based on the
estimated turning points from Equation (1). A saniprocedure in the previous section is
followed to examine the value effect of ownershig capital expenditures conditional on
cash dividends.

[Insert table 6 here]

Table 6 presents the regression results of theeeffect of large shareholdings via
capital expenditures conditional on dividend paychanges. Columns (1)-(3) report the
results for the fow dividend group. The estimated coefficient on abnormal pi
expenditures without the interaction term is -0DQ&E -1.63), which is negative but
insignificant. Therefore, it appears that firmsdea retain more earnings to finance
over-investment. When the interaction terms betw@leand ownership are added, the
results show that the coefficient estimates orraatgon terms of both the NONTRADE
and STATE regressions are positive and statisyisadinificant, while the estimated
coefficients for Cl are negative and significardr Example, the coefficients for Cl and
CIXNONDUM are -0.0072 (t= -4.33) and 0.0067 (t= 3.95) respelgt A similar result
presents for state ownership. Therefore, only iticeraligned controllers invest
prudentially when dividend payouts are decreasédeventrenched shareholders
controlled firms tend to cut dividends to finanacepinvestment.

Results in columns (4)-(6) show that the estimateefficients orCl and the
interaction termareboth insignificant for the “high dividend” groupoFthe
NONTRADE regression, the coefficients for Cl and thteraction term are 0.0014 (t=
0.25) and —0.0019 (t= -0.34) respectively. Thesalte appear inconsistent with the

dividend theories, that is, either as a means o¥egng information about a firm’s
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future profitability, or mitigating the conflict ohterest between shareholders, high
dividend payouts are expected to relate to highkbsasquent firm value (Asquith and
Mullins, 1983; Jensen, 1986; La Porta, Lopez-darteis, Shleifer, and Vishny, 1999,
Faccio, Masulis and McConnell, 2001). Two possiBEsons may explain our results.
First, firms that increase their dividend payoutsyrhave no good investment
opportunities (La Porta, Lopez-de-Silanes, Shledrd Vishny, 2000). Thus, the value
effect of ownership via capital expenditures app#avial. Second, these findings may
result from the fact that the non-tradability featof large shareholders’ ownership in
China forces a firm to pursue high dividend paydatdiquidation purpose. Thus, cash
dividends may be used as a vehicle for tunnelmgieiad of alleviating agency problems
(Lee and Xiao, 2004).

For firms with a higher level of ownership, theemtive-alignment effect is greater
for firms that cut dividend payouts than for thtisat increase dividend payouts. For
example, in the STATE regressions, the coefficienCIXSTATEDUMis 0.0068 (t =
4.10) for low dividend firms, while it is 0.0033t0.62) for high dividend firms. These
findings are in line with the agency explanatiomsdividend policy, that is, firms that
cut dividend payouts tend to over-invest, while itheentive aligned controlling
shareholders play an important role in containimgranvestment behavior. Similar to
the effect of cash flows, cash dividends appeantather important mechanism to

alleviating agency problems in the Chinese listedd.

5. An alternative measure of firm value: Stock returns

In this section, we use stock return as an altermmateasure of firm value to test
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capital expenditures as a channel through whidelarvestors affect firm value. Recent
research has shown a negative relation betweetatapiestment and stock returns,
however, the negative relation is subject to alieve interpretations. Titman, Wei, and
Xie (2004) document a negative relation between abranwastment and stock returns
in the U.S stock market. These authors’ interpi@taior their results is that investors
under-react to managerial empire-building behaw@or the other hand, several studies
using the real options approach argue that capitastment extinguishes risky growth
options, and the risk must be lower if capital istveent is financed by equity, giving rise
to the negative relation between investment anadisé of capital, and thus expected
return (Berk, Green, and Naik999). By testing the relation between capital strreent
and stock returns in our context, we could distisigietween the above two conflicting
interpretations by verifying whether the value effef capital expenditures varies
cross-sectionally with the level of large sharehmgd. In particular, if the coefficient
estimate on the interaction term between Cl and @WNM is positive and significant,
our results tend to support the agency explandtiothe relation between investment and
stock returns as documented in the literature.

[Insert Table 7 here]

Table 7 presents the OLS regression results oftitqué?) using annual stock
returns as the dependent variable. Annual retucongputed as the compounded monthly
stock returns from January to December each yéarsigns of estimated coefficients are
similar to those in Table 3, although the estimateelficients are not as significant as
previously. In model (1) where no ownership vamabdre included, the coefficient for ClI

is -0.0001 but insignificant. However, when we &ldOWNDUM into the equation, the
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coefficient for Cl turns out to be negative and ititeraction term is positive. For
example, in model (2) where ownership is proxiedhbg-tradable shareholdings, the
coefficient for Cl is -0.0013 (t=-1.90) and the ffaent for CIxXNONDUM is 0.0012
(t=1.91). The pattern of coefficient estimatesinsilgr to that from the STATE
regressions.

Our findings in Table 7 are in general consisteith whose of Table 3, suggesting
that corporate investment policy is an importararetel through which ownership affects
firm value. Since a high level of large sharehalgitends to mitigate the agency cost of
over-investment, firms controlled by incentive-akgl shareholders are more likely to
invest more prudentially than those controlled biyenched shareholders. Therefore, our
findings are supportive of Titman, Wei, and Xie @2)pthat agency problems explain the

relation between investment and stock returns.

6. Conclusions

Extant theories and evidence on large investor&s shoon-monotonic relation
between large shareholdings and firm value (Mo&Keifer, and Vishny, 1988;
McConnell and Servaes, 1990; Shleifer and Vish@9,71 Claessens, Djankov, Fan, and
Lang, 2002; La Porta, Lopez-de-Silanes, Shleifed, dshny, 2002). A common
interpretation for this ownership-firm value retatiis that, large shareholders have
strong incentives as well as abilities to monit@agement, leading to value creation. At
the same time, large shareholders tend to exptepmaority shareholders. This paper
extends the above line of research by investigdtow the value effect of large

shareholdings is manifested in corporate investrpelaty in the Chinese stock market.
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To do so, we split our sample into high and lowelswof ownership according to the
turning point of the estimated U-shaped ownerslalpx relation, and investigate the
value effect of capital expenditures for the higteerd lower-ownership groups over the
subsequent year. We show that, while capital exipeed for firms controlled by
entrenched large shareholders are negatively detat€bin’s Q (or stock return) in the
subsequent year, this negative value effects areetiad out if firms are controlled by
incentive aligned large shareholders. We furtheestigate the value effect of ownership
through its impact on capital expenditures condaimn variables like investment
opportunities, cash flows, and cash dividend pag/that have implications for both
agency problems and corporate investment policysNdsv that, conditional on these
variables, the value effect of capital expendituders significantly between firms with
high and low levels of large shareholdings (nowldtde or state shareholdings). More
importantly, the incentive-alignment effect is gexdor firms with more intensified
conflicts of interest. Our results are in geneodlust to an alternative measure of firm
value - stock return.

Our paper contributes to the literature in a nundfevays. First, although a large
amount of literature has shown a non-monotonidieieetween the level of large
shareholdings and firm value, there is little evice on how the value effect of large
shareholdings is manifested in corporate finanudicies. As noted by Claessens and
Fan (2002) that “some corporate governance issuasia are clarified, many important
issues are still unknown, such as how ownershizstres influence investment patterns
or financing structures.” Our findings show thatthorporate investment policy is an

important channel through which the value effecbwhership is achieved. Second, our
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paper contributes to the literature on corporatestment research by showing that the
value effect of capital expenditures depends oree of large shareholdings. Lastly,

by investigating the value effect of state shareimgjs via capital expenditures, our paper
complements the privatization literature. We ingggrthe two conflicting viewpoints
regarding SOE efficiency into the theory of largedstors, that is, the preferential and
the detrimental effects of state ownership. We stiatstate ownership contributes to
firm value only when state shareholders are ingerdligned with other shareholders,
and corporate investment policy is an importannoehthrough which state ownership

influences firm value
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Table 1. Summary statistics

Panel A: Distribution of firms by calendar year

SHSE SZSE Total Percentage in the Sample

1999 163 111 274 8.10%

2000 174 120 294 8.69%

2001 272 214 486 14.36%

2002 357 330 687 20.30%

2003 410 381 791 23.38%

2004 442 410 852 25.18%

Total 1818 1566 3384 100%
Panel B: Characteristics of firm-year observations

Variable Mean Median Std. Dev. 25th pctl 75th pctl  Obs

Cl -0.0301 -0.5494 27.3474 -0.9866 0.4641 2672
NON_TRADE 0.5856 0.5993 0.1353 0.5054 0.6840 3383
STATE 0.5615 0.5776 0.1408 0.4752 0.6598 3384
Tobin's Q 2.1322 1.6340 2.0550 1.2540 2.3537 3384
Return -0.0505 -0.1598 0.4003 -0.2802 0.0574 3336
SIZE 21.0262 21.0122 0.9241 20.4319 21.6396 3384
LEV 0.5841 0.5139 0.8481 0.3790 0.6421 3384
SALE 0.5655 0.4309 0.5077 0.2617 0.7093 3383
AGE 7.2 7 1.8904 6 8 3380
BH 0.1383 0 0.3453 0 0 3384
ST 0.1090 0 0.3117 0 0 3384

Notes to Table 1:

This Table presents sample statistics over the £98®04 intervalCl is measured &3CE./(CE.;+CE; ,+CEq.3)-1,
whereCE, denotes capital expenditures of firm i scaled byatal sales in yea andcapital expenditure is measured as
the change of fixed assets, intangible assetsslaod term capital investment from ye&kto t. Q is the sum of market
value of tradable and non-tradable shares andable talue of debts scaled by total assets. Markketevof
non-tradable shares is measured as the produ@6fo? the corresponding tradable share price aastimber of
non-tradable shares. NON_TRADE is the percentagmuwitradable shares over total shares outstamdiadirm.
STATE is the percentage of state shareholdingsirRé&t measured as the annual return at indivifiallevel. SIZE is
the natural logarithm of the total assét&V is measured as total debt scaled by totaltasSALE is the net value of
sales scaled by total assets. AGE is the numbggask since a firm’s IPO year. BH is a dummy vdadbat equals one
if a firm also issues B share or H shares, and atrerwise. ST is a dummy variable that equalsibadirm is a
designated special treatment company, and zerovatee
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Table 2 Turning points and distributional charasters ofCl

Panel A: Turning Point

NON_TRADE STATE
OWN -3.3970 -2.7632
(-6.40) (-5.30)
OWN 3.6843" 3.0986"
(7.45) (6.13)
Turning-Point 46.10% 43.29%
Panel B: Distributional characteristics©f
NON_TRADE STATE
Mean Median Mean Median
CI(OWN_Low) -0.7248 -0.4953 -0.7189 -0.4752
CI(OWN_High) 0.1418 -0.5604 0.1472 -0.5494
CI(OWN_High)
-CI(OWN_Low) 0.8666 -0.0651 0.8661 -0.0742
(0.653) (0.446) (0.660) (0.686)
No. of obs
(OWN_Low) 530 547
No. of obs
(OWN_High) 2142 2125
No. of obs 2672 2672

Notes to Table 2:

This Table presents the results of regressing Tokiron the level of ownership and squared ownprsts well as
distributional characteristics &fl. OWNdenotesNON_TRADE or STATH urning points are calculated by setting
the first order condition equal zero. Firms withecentage dNON_TRADEor STATEbelow (above) the
corresponding turning points are definedN_LowandOWN_Highrespectively. z-statistics (Mann-Whitney
two-sample ranksum test) are computed to compardifference in mean (media@) betweerOWN_Lowand
OWN_Highgroups. The Hadi method is followed to removedh#iers in Q at 1% level’”, ™, and” indicate
significance at the 1%, 5%, and 10% level respebtiv
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Table 3: Large shareholdings, capital expendituaed,firm value

(1) (2) (3)
Intercept 14.0935" 14.0668" 14.0963"
(31.53) (31.23) (31.01)
Cl 0.0001 -0.0059 -0.0069"
(0.11) (-3.24) (-4.90)
CIxNONEDUM 0.0063"
(3.09)
CIXSTATEDUM 0.0074"
(4.39)
NONDUM 0.0151
(0.44)
STATEDUM 0.0015
(0.04)
SIZE -0.5912" -0.5903" -0.5910"
(-29.29) (-29.15) (-29.05)
LEV 0.2164" 0.2141" 0.2144"
(2.61) (2.58) (2.59)
SALE 0.1579" 0.1585 " 0.1597"
(5.37) (5.35) (5.40)
AGE 0.0396" 0.0395" 0.0387"
(5.20) (5.17) (5.08)
ST 0.0618 0.0661 0.0657
(0.84) (0.90) (0.89)
BH -0.1940" -0.1893" -0.1917"
(-4.89) (-4.71) (-4.79)
IND Yes Yes Yes
YEAR Yes Yes Yes
Adj.R 0.49 0.52 0.52
No. of obs 2652 2652 2652

Notes to Table 3:

This Table presents the OLS regression resultsjobion (2) over the 1999-2004 interv@l.is measured as
3CE4/(CE.1+CE,+CEq.5)-1, whereCE,denotes capital expenditure of firm i scaled byatal sales in yedr and
capital expenditure is measured as the changeef fissets, intangible assets, and short termatapiestment
from yeart-1tot. NONDUM (STATEDUM]}s a dummy variable that is equal to one if theegetage of
NON_TRADE (STATE) is above the corresponding tugngoint estimated from Equation (1), and zero atfiss.
Control variables includ8IZE, LEV, SALE, AGE, EX, BH, ST, IldBdYR The figures in parentheses are the
t-statistics based on the White's heteroskedastimimnsistent standard errors. The Hadi methodlisvied to
remove the outliers in Q at 1% level, ~, and” indicate significance at the 1%, 5%, and 10% legspectively.
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Table 4: Large shareholdings, capital expendituaed,firm value conditional on
investment opportunities

Bad investment opportunity Good investment oppdstu
(1) (2) ) (4) (5) (6)
Intercept 6.9399°  6.8145 = 6.7995 = 12.7852" 13.2481" 13.1299"
(18.37) (18.20) (17.85) (16.56) (16.70) (16.56)
Cl -0.0003  -0.0032 -0.0031 0.0012  -0.0036 -0.0046"
(-1.79) (-1.66) (-1.52) (1.44) (-3.01) (-4.10)
CIxNONDUM 0.0029 0.0051"
(1.52) (3.60)
CIxSTATEDUM 0.0028 0.0062"
(1.39) (4.62)
NONDUM 0.0939" -0.1816"
(4.90) (-2.63)
STATEDUM 0.0827" -0.1564"
(4.09) (-2.26)
SIZE -0.2550° -0.2537° -0.2519 -0.4863 -0.4973"  -0.4954"
(-15.21) (-15.28) (-15.06) (-13.37) (-13.57) (-13.4
LEV 0.2304 0.2264 0.2191 0.2823 0.2688  0.2709
(2.53) (2.49) (2.37) (2.25) (2.17) (2.19)
SALE 0.0974"  0.0914°  0.0941" 0.0977° 0.1068°  0.1056
(5.09) (4.79) (4.97) (2.60) (2.81) (2.79)
AGE 0.0188"  0.0221° 0.0218"  0.0394" 0.0265 0.0282°
(3.92) (4.54) (4.46) (2.97) (1.94) (2.12)
ST 0.0075 0.0040 0.0074 -0.0254 -0.0457 -0.0296
(0.18) (0.10) (0.17) (-0.28) (-0.50) (-0.32)
BH -0.0704"  -0.0464 -0.0522 -0.0912 -0.0927 -0.0780
(-2.61) (-1.70) (-1.90) (-1.04) (-1.05) (-0.89)
IND Yes Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes Yes
Adj.R 0.55 0.58 0.58 0.46 0.50 0.51
No. of obs. 1463 1463 1463 1138 1138 1138

Notes to Table 4:

This Table presents OLS regression of Equatiord@@ylitional on investment opportunities over th69-2004 interval.
Firms with Tobin’s Q at the end of yeiat below (above) the industry-year median are asdigméhe Bad investment
opportunity group (“Good investment opporturitgroup).Cl is measured e&3CE,/(CE.;+CE, ,+CE.5)-1, whereCE

is capital expenditure of firm i scaled by its tatales in yeat, andcapital expenditure is measured as the change of
fixed assets, intangible assets and short termiatapvestment from yedrl to t. NONDUM (STATEDUM])s a dummy
variable that is equal to one if the percentagd@N_TRADE (STATE3S above the corresponding turning point
estimated from Equation (1), and zero otherwisent@bvariables includ8IZE, LEV, SALE, AGE, EX, BH, ST, IND
andYR The figures in parentheses are the t-statisasgdh on the White's heteroskedasticity- consistamdard errors.
The Hadi method is followed to remove the outlier at the 1% level”, ™, and” indicate significance at the 1%,
5%, and 10% level respectively.
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Table 5: Large shareholdings, capital expendituared,firm value conditional on cash

flows
Low Cash Flow High Cash Flow
1) (2 ©) (4) ®) (6)
Intercept 14.7446° 14.6070° 16.2028  12.5529°  12.6873  12.7103"
(24.56) (24.24) (26.58) (21.72) (21.14) (21.16)
Cl 0.001f° -0.0055" -0.0061" -0.0016 -0.0059 "  -0.0065"
(2.23) (-3.08) (-3.80) (-2.24) (-3.47) (-4.50)
CIxXNONDUM 0.0063" 0.0072"
(3.84) (2.63)
CIXSTATEDUM 0.0076" 0.0077"
(4.48) (3.45)
NONDUM 0.0653 -0.0448
(1.40) (-0.88)
STATEDUM -0.0677 -0.0496
(-0.78) (-1.02)
SIZE -0.6504" -0.6477" -0.6513" -0.5233" -0.5264" -0.5273"
(-22.66) (-22.58) (-22.70) (-18.36) (-18.21) (-1B.1
LEV 0.3516  0.3546  0.3447° -0.0390 -0.0408 -0.0371
(3.80) (3.82) (3.72) (-0.28) (-0.29) (-0.27)
SALE 0.1788" 0.1767° 0.1878"  0.1149° 0.1176°  0.1186"
(3.00) (2.94) (3.13) (3.59) (3.66) (3.68)
AGE 0.0338"  0.0371° 0.0328" 0.0482"  0.0439°  0.0439"
(3.09) (3.32) (2.97) (4.65) (4.25) (4.29)
ST 0.0391 0.0439 0.0431 0.2059 0.2017 0.2033
(0.46) (0.52) (0.51) (1.32) (1.29) (1.30)
BH -0.1757° -0.1666  -0.1777 -0.2022° -0.2036  -0.2024"
(-2.93) (-2.77) (-2.97) (-3.90) (-3.81) (-3.82)
IND Yes Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes Yes
Adj.R 0.51 0.56 0.56 0.47 0.49 0.50
No. of obs. 1268 1268 1267 1327 1327 1327

Notes to Table 5:

This Table presents OLS regression of Equatiorg@ylitional on cash flow over the 1999-2004 interFams with
cash flow at the end of yetd below (above) the industry-year median are asdigm¢éhe L.ow Cash Flowgroup

(“High Cash Flow group). Cash flow is defined as earnings afterptus depreciation and amortization minus payment

for interest expenses and dividends divided byl tidaetsCl is measured é3CE/(CE,_;+CE; ,+CEq.3)-1, whereCE

denotes capital expenditure of firm i scaled byatal sales in yedr andcapital expenditure is measured as the change

of fixed assets, intangible assets and short tapital investment from yea&rl tot. NONDUM (STATEDUM) is a
dummy variable that is equal to one if the percgaafNON_TRADE (STATH above the corresponding turning
point estimated from Equation (1), and zero othgewControl variables includZE, LEV, SALE, AGE, EX, BH, ST,
IND andYR The figures in parentheses are the t-statisésgth on the White's heteroskedasticity- consistandard
errors. The Hadi method is followed to remove thdiers in Q at 1% level:”, ™, and” indicate significance at the 1%,
5%, and 10% level respectively.
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Table 6: Large shareholdings, capital expendituaed,firm value conditional on
dividend payouts

Low dividend High dividend
(1) (2 3 (4) (5) (6)
Intercept 13.1736° 13.12727 13.0838" 13.2304" 13.1111" 13.2297
(19.25 (19.20) (19.19) (22.51) (22.01) (21.81)
Cl -0.0012  -0.0072 -0.0073"  -0.0005 0.0014 -0.0038
(-1.63) (-4.33) (-4.49) (-0.50) (0.25) (-0.71)
CIxNONDUM 0.0067" -0.0019
(3.95) (-0.34)
CIxSTATEDUM 0.0068" 0.0033
(4.10) (0.62)
NONDUM 0.0407 0.0489
(0.88) (1.03)
STATEDUM 0.0604 -0.0012
(1.34) (-0.02)
SIZE -0.5158" -0.5146  -0.5131" -0.5523" -0.5494" -0.5521"
(-18.46) (-18.40) (-18.33) (-20.70) (-20.43) (-3
LEV 0.2017 0.2002 0.2011 0.2949 0.2966  0.2936
(1.60) (1.58) (1.59) (2.54) (2.53) (2.53)
SALE 0.1407°  0.1425  0.1414" 0.1391" 0.13577 0.1397°
(2.80) (2.82) (2.80) (4.04) (3.87) (4.02)
AGE 0.0386°  0.0389°  0.0395°  0.0423"  0.0445  0.0423"
(3.89) (3.90) (3.99) (3.87) (4.11) (3.87)
ST 0.1036 0.1061 0.1006 -0.0085 -0.0031 -0.0066
(1.13) (1.16) (1.10) (-0.09) (-0.03) (-0.07)
BH -0.1737"  -0.1584" -0.1557" -0.1713" -0.1630° -0.1726"
(-3.17) (-2.84) (-2.82) (-3.16) (-2.95) (-3.11)
IND Yes Yes Yes Yes Yes Yes
YEAR Yes Yes Yes Yes Yes Yes
Adj.R 0.49 0.52 0.52 0.44 0.45 0.45
No. of obs 1135 1135 1135 1311 1311 1311

Notes to Table 6:

This Table presents OLS regression of Equatiord@yitional on changes of dividend payouts overl®@9-2004
interval. Firms with a change of dividend payoutarérom year t-2 to year t-1 below (above) theustty-year median
are assigned to the “low dividend” group (“highidiend” group). Dividend payout ratio is the totakh dividend per
share scaled by earning per share. Cl is meassi@dB&/(CE.;+CE,,+CE.3)-1, where CEis capital expenditure of
firm i scaled by its total sales in year t, andidgxpenditure is measured as the change of fasséts, intangible
assets and short term capital investment fromtygédo t. NONDUM (STATEDUM) is a dummy variable thia equal
to one if the percentage of NON_TRADE (STATE) i@ the corresponding turning point estimated fignation
(1), and zero otherwise. Control variables incl&ieE, LEV, SALE, AGE, EX, BH, ST, IND and YR. Thgires in
parentheses are the t-statistics based on the '¥héteroskedasticity- consistent standard erfdrs.Hadi method is
followed to remove the outliers in Q at 1% levél, ", and indicate significance at the 1%, 5%, and 10% level

respectively.
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Table 7: Large shareholdings, capital expenditiaed,stock returns

1) (2 ©)
Intercept -0.3071 -0.2733 -0.2749
(-2.00) (-1.94) (-1.91)
Cl -0.0001 -0.0013 -0.0013
(-0.87) (-1.90) (-1.88)
CIxXNONEDUM 0.0012
(1.91)
CIxSTATEDUM 0.0012
(1.90)
NONDUM -0.0127
(-0.98)
STATEDUM -0.0130
(-1.02)
SIZE 0.0277" 0.0269" 0.0269"
(4.17) (4.00) (4.01)
LEV -0.0103 -0.0098 -0.0094
(-0.47) (-0.45) (-0.44)
SALE 0.0499" 0.0509" 0.0509"
(4.23) (4.30) (4.31)
AGE 0.0021 0.0013 0.0014
(0.79) (0.47) (0.50)
ST -0.0159 -0.0163 -0.0157
(-0.59) (-0.60) (-0.58)
BH -0.0088 -0.0105 -0.0100
(-0.56) (-0.64) (-0.62)
IND Yes Yes Yes
YEAR Yes Yes Yes
Adj.R 0.43 0.46 0.45
No. of obs 2633 2633 2633

Notes to Table 7:

This Table presents the OLS regression resultgjobion (2) using stock returns as the dependetghbla over the
1999-2004 intervalAnnual return is computed as the compounded mostbik returns from January to December
each year. Cl is measured33E/(CE._,+CE; ,+CEq.3)-1, where CEdenotes capital expenditure of firm i scaled by it
total sales in year t, and capital expenditureésisnred as the change of fixed assets, intangibtsy and short term
capital investment from year t-1 to t. NONDUM (STBDUM) is a dummy variable that is equal to onéné t
percentage of NON_TRADE (STATE) is above the cqroesling turning point estimated from Equation @bd zero
otherwise. Control variables include SIZE, LEV, SAIAGE, EX, BH, ST, IND and YR. The figures in patigeses
are the t-statistics based on the White's hetedasitieity- consistent standard errors. The Hadhoetis followed to
remove the outliers in Q at 1% levél, ™, and" indicate significance at the 1%, 5%, and 10% legspectively.
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