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Abstract:

China started to open up for foreign investments since the early 1990s. In the beginning of the paper, this process of opening up will be described, including some history of the economy of China and the evolution of the FDI flows into China. The central question afterwards will be what the influence of foreign ownership on Chinese firm’s performances is. The analysis will be applied for both listed as well as non-listed companies in China. The results show that foreign ownership does not influence the performance of listed companies. Non-listed companies with different amounts of foreign ownership do perform significantly different, where private firms which are partly or wholly foreign owned perform better than firms which are fully Chinese owned. 
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1. Introduction

China’s position in the world economy has changed over the previous four decades, in this period the country’s economy has grown exponentially. The government started the successful Economic Reforms by the end of the 1970s, which were intended to realize economic growth and to increase the welfare of the country. Before the reforms, a lot of inefficiency was present in the country, an important cause was the fact that nearly all aspects in society were state controlled. All firms were managed and owned by the government, china has long been a communist country. Deng Xiaoping started the reforms with the aim to transform this inefficient economy into a modern and efficient one. 
These reforms have proven to be successful, making China one of the most important countries in the world economy today.  Since the reforms started, China’s has realized economic growth rates of around 9-10% every year. 

The availability of capital has a major influence on the growth of an economy. The government realized this, and since the beginning of the 1990s the capital market in China came into existence. The stock market quickly transformed itself into a professional one, in the beginning only Chinese companies were listed on it and only Chinese citizens were allowed to purchase shares on it. But later on the stock market opened up for foreign investors as well. The potential source of capital from the rest of the world was too important to prevent foreign investors from entering the stock market in China. 

Also Foreign Direct Investment (FDI) was legalized in the beginning of the 1990s. During the years, China became one of the largest destination country of FDI flows in the world. This large source of foreign capital has been an important contribution to China’s economic growth. 

But foreign countries are more than just a large source of capital for China, foreign investors can bring in more, like knowledge and skills. The cooperation between foreign shareholders and Chinese firms can lead to advantages which could positively influence the firm’s performance and the economy as a whole. 
The main question in this paper is what the influence of foreign ownership on the performance of Chinese companies is, where a positive influence is expected. The analysis will be applied for both listed and non-listed companies.  

2. China’s opening up
China has been a relatively closed country for a long period, especially between 1949 until 1976. In 1949 the People’s Republic of China came into existence, with Mao Zedong as its leader. China was a centrally planned nation, isolated from the outside world. The government directed nearly all economic output in the Chinese economy. To achieve fast industrialization, the government undertook large investments in physical and human capital in the 1960s and 1970s.  Private and foreign invested firms nearly did not exist at all, firms were state owned. The government of China wanted to create a self sufficient country, foreign imports were allowed in very rare cases, only products that were impossible to produce in China were allowed entry. 
The government kept the economy inefficient, there were no profit incentives for farmers and firms, there was nearly no competition, and prices and production were controlled. The living standards of the Chinese people were lower compared to other developing Asian countries (Wayne, 2006).
After the death of Mao Zedong in 1976, Deng Xiaoping became the leader of the People’s Republic of China. Deng Xiaoping was the inventor of the Chinese reforms, which began in 1978. The most important aim of these reforms, was to modernize China. The first reforms in the late 1970s and in the beginning of the 1980s were focused on opening the country for trade with the outside world and get access to external sources of capital and technology. The opening of the Special Economic Zones were of a major relevance in the encouraging process of exports and in attracting foreign companies to China. In the year 1979 ‘foreign direct investment’ (FDI) was authorized, FDI was considered to be the best channel of getting access to external sources of capital and technology. Also managerial skills were going to enter the country together with FDI. 
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The figure above shows how the level of GDP in China has evolved over the years, after the reforms started in 1978.
 During the 1980s and 1990s China started to open up more and more. In the period after the reforms started there were still some major protection instruments present, like high tariffs on imports, but the level of protection has been progressively lowered since. During time, the access to the domestic market has been enlarged and new sectors were opened up to FDI. The policies appeared to be successful, in the 1990s China became the second host country for FDI in the world, after the United States (Lemoine, 2000). While looking at the graph on the previous page, it is clear that from the beginning of the 1990s onwards, the GDP level started to grow on an even higher pace. 
Success of the reforms can also be identified by looking at the average growth rates in GDP. In the period 1960-1978 the Chinese GDP grew by 5.3% annually on average. In the period 1978-2005 this was 9.7%. Economists say, that two main reasons can be indicated for these high growth rates: large scale capital investments and the growth in productivity. Higher productivity, leads to higher economic output which will create the need for more investments. In the figure below, the GDP growth rates of China and the United States are compared for the years between 1978 and 2007, it shows how high the level of the Chinese growth rates have been since the start of the reforms.
 
The decentralization of China led to the rise of non-state enterprises, which were pursuing in more efficient activities, stimulated by increased competition. 
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3. Stock markets in China:

The  positive impact of foreign investments has become increasingly evident for China’s economy. In the rest of this paper, foreign investors will be analyzed in more detail. An important distinction will be made between foreign investors on the stock market and direct foreign investors. It is important because some essential differences exist between these two types of investors.  

3.1
The evolution of stock markets in China:
In the late 1980s, China transformed many state-owned firms into stock companies. Local governments started to experiment with selling shares of collectively owned firms to domestic individuals in order to raise capital. This process indicates the earliest start of the trade in shares in China, which was soon followed by over the counter trade (OTC). These were organized systems but they were still informal exchanges. Finally, a chaotic situation arose with a black market in the trade of shares. For this reason, the government decided in 1989 to establish two national stock exchanges. 
The first stock exchange in China, the Shanghai Stock Exchange, was opened on November 26th, 1990, and the second, the Shenzhen Stock Exchange, on April 11th, 1991 (Mou-Fung Chan, 2003). 
Both were created by their municipal governments, receiving official approval by the Chinese government (Mou-Fung Chan, 2003).  The two stock exchanges have grown rapidly since they came into existence, starting with a  total market capitalization of RMB 105 billion in 1990, and growing to RMB 30.638 billion in 2007. Rated by domestic market capitalization, the Shanghai Stock Exchange even belonged to the 10 largest exchanges in the world by the end of 2008. In the top 10, Shanghai is ranked 6th: 
 
	Largest domestic equity market capitalizations at year-end 2008

	Rank
	Exchange
	USD (billions, end 2008)

	1
	NYSE Euronext (US)
	9209

	2
	Tokyo Stock Exchange Group
	3116

	3
	NASDAQ OMX (US)
	2396

	4
	NYSE Euronext (Europe)
	2102

	5
	London Stock Exchange
	1868

	6
	Shanghai Stock Exchange
	1425

	7
	Hong Kong Exchanges
	1329

	8
	Deutsche Börse
	1111

	9
	TMX Group
	1033

	10
	BME Spanish Exchanges
	948


The stock markets in China possess some unique characteristics. As described, the stock markets were established to use it as a source of capital for the state-owned firms. A part of the state owned firm’s equity was sold to private shareholders during initial public offerings, while the government kept the majority of the shares and hence the control over the firm. The government did not want to lose control, for this reason, trade in state owned shares was not allowed, it was only possible after approval by the government. Trade in state owned shares was very rare in the late 1990s, when 90% of the listed companies were still state controlled. However, during that period, both stock exchanges grew rapidly, which is a sign that stock exchange and government control can coexist. 
On the Chinese stock, different classes of shares exist. Generally spoken, is can be subdivided in A-shares and B-shares. 
A-shares are ordinary domestic shares denominated and traded in Renminbi. Currently, A shares are only allowed to be held by Chinese citizens and qualified foreign institutions. Qualified Foreign Institution Investors will be described later in this chapter in more detail.
B-shares are ordinary shares denominated in Renminbi but traded in foreign currencies, in US dollars in Shanghai and in Hong Kong dollars in Shenzhen. In the past, only foreigners were allowed to hold B-shares, but since 2001 also Chinese citizens can hold B-shares.
Legally both type of shares are the same, the only difference between the two is currency they are trades in. Companies can have listings in both markets, the A and B share market.
Besides the stocks traded on the two Chinese stock exchanges, Chinese companies also have listing on foreign stock exchanges, such as Singapore, London and New York, but most are listed in Hong Kong. Stocks of companies listed in Hong Kong are called H-shares (Lin Wang, 2004).

The issued shares in China are categorized into state shares, corporation shares and individual shares. Still a lot of shares in companies in China are owned by the government, as a result of the fact that many companies were state-owned enterprises in the past. 

The Qualified Foreign Institutional Investors (QFII) program was introduced in 2002 with the intention to open up the Chinese stock market for foreign investors. They were now allowed to invest in A shares, treasuries, convertible bonds and corporate bonds listed on China’s stock exchanges and other financial instruments as approved by the CSRC (China Securities Regulatory Commission). 
QFII entities must meet the following criteria:
- Fund management companies: they must have at least five years of operational experience and they must have at least $10 billion of asset under management in the last accounting year. 
- Insurance and securities firms: at least 30 years of experience, paid up capital of at least $1 billion and management of securities assets of at least $10 billion in the last accounting year.
- Commercial banks: securities assets of at least $10 billion in the last accounting year and their total assets must be ranked to the 100 largest banks of the world. 
Two other important rules for QFII’s are that shares held by each QFII in one listed company should not exceed 10% of total outstanding shares of the company and that total shares held by all QFII in one listed company should not exceed 20% of total outstanding shares of the company. 

3.2 
Split-share structure
The split-share structure refers to the existence of non-tradable shares in domestic listed companies in China. On average, during the first years of this century, still only 45% of the shares were tradable on a stock exchange. The remaining shares were non-tradable, usually owned by the government and legally defined entities, which is a very inefficient situation, non-government or public shareholders are disadvantaged because they can never have a fair influence on the company’s policy. The government, realizing this, has announced in 2004 that the Non-Tradable-Shares issue was one of the main hurdles in the opening process of the capital market in China and for financial development in general. In 2005 they started to transform the Non-Tradable-Shares of some selected companies into Tradable shares. Had they offered these shares on the stock exchange, it would have led to a significant share price decrease. They then considered a solution for this scenario by offering the existing shareholders of Tradable-Shares compensation. By the end of 2006, no Non-Tradable-Shares existed anymore (Beltratti, 2006).
 The state still controlled a lot of firms by having large stakes, but these shares were transformed to tradable shares.
4. Corporate governance:  

In the past, a lack of rules on the stock exchanges existed in China. A well functioning corporate governance system is essential for the investment climate in a capital market, the protection of small minority shareholders is an important reason for a corporate governance system to exist. But corporate governance is not only about protection of shareholders. Other examples of important corporate governance issues are the ownership structures, compensation effects and responsibilities within companies. 

In principle, corporate governance is the system within a company that describes how to discipline management to serve the interest of stakeholders in the best way. Corporate governance makes sure that suppliers of finance get a fair and adequate return on their invested money. 

Corporate governance is of concern for companies with the following two conditions present:
-  Agency problems, asymmetric information and conflicting interests between members of the organization. Examples of conflicting interests between agents within companies are conflicts between owners and managers and conflicts between large shareholders and small minority shareholders.
-  Incomplete contracts, which means that not everything can be written down in a contract. Incomplete contract are very common, the explanation for this phenomenon is the fact that future scenario’s are never completely clarified, a situation can always turn out different.
There are two types of mechanisms used which could solve the problems causing the need for corporate governance:
Internal mechanisms: ownership structure,  the board of directors, executive compensation and financial disclosure. 
External mechanisms: the take-over market, legal infrastructure and the product market competition. 
4.1
Ownership structure:
Every company has an ownership structure, it is an important issue . Large shareholders have more power than small minority shareholders, which could lead to complicated situations. Large shareholders can misuse their power, for example by using the resources of a company for their personal interest. Or, a large shareholder can force management to sell goods to a company he owns for a price which is too low. Similarly, he can force management to buy goods from a company he owns for too high prices. It is also possible that a large shareholder would agree to leave management alone in exchange for having his shares repurchased at a premium. This practice is called ‘greenmail’ in the US.
4.2
Board of directors:
The board of directors is another mechanism trough which shareholders can influence the behavior of the management, in order to make them run the company most efficiently. A board of directors is necessary when there is a separation of ownership and control. Shareholders elect a board of directors to take the responsibility for the company, on their behalf the board of directors monitors the management, which gives them a very important role. Problems could arise within the selection process of the board of directors which lowers its effectiveness. Generally, the board of directors consists out of executive and non-executive members. Non-executive members are outsiders, which should make them more unbiased. A logical thought could be that it is not accurate that executives are actually monitoring themselves, but only non-executives is not optimal either. Non-executives are often very busily engaged people who spent only a part of their time monitoring that particular company, as a result, they are maybe not familiar with all the ins and outs of the daily business of the company. Another aspect is that they may not have enough financial interest in the company to make them totally committed. Another aspect, non-executives owe their position often to the current management, who propose them as directors. As a result, these non-executive possibly monitor these managers less strict. 
For all reasons described, companies have to consider what the best set-up would be for their company. A separation of the chairman of the board of directors and the chairman of the management team is mostly seen as a good step to take. This is just one example, finding the optimal set-up is a complicated process and can differ between companies. 
4.3
Executive compensation:
The overall purpose of corporate governance is to align the interest of the executives with the interests of the shareholders. An important tool to achieve this, are incentive related compensations. For example by providing managers a stake in the company. Also results-relates bonuses are examples of aligning the interests of the managers with the interests of the shareholders. The set-up of the executive compensation system is an essential aspect within corporate governance. 
4.4
Financial disclosure:
Financial reporting by listed companies is an important aspect in a country’s capital market. Shareholders should be able to base their investment decisions on the financial results of a company and to observe the current financial situation. The listed company should be financially transparent, in order to make it possible for investors to make a well considered investment decision. This information published has to be reliable, clear accounting standards and related law are essential here. 
4.5
The take-over market:
 The management has to maintain motivation, it is in the interest of the shareholders that the management is always working efficient and putting in maximum effort. A climate that punishes managers who do not put in maximum effort within a country’s capital market has to exist. This punishment can be achieved in different manners, for example a proxy fight, if a shareholder is not satisfied with the current management, he or she can put up some candidates that can replace the managers. Other shareholders have to agree and vote for the new candidate(s). If the proxy fight works out, the present management is punished by the shareholders. 
The threat of a hostile take-over is also a stimulus for managers to put in maximum effort. If they do not, while the company is underperforming, the company can be taken-over by for example an entrepreneur who observes the possibility to raise the total value of the company by running it more efficient than the present management does. After reorganizing it, he can sell the stocks again and realize a profit. This threat will motivate managers to try to avoid underperformance. 
In both cases described, free riding problems exists. In the case of a proxy fight, one or a couple of shareholders will put up a slate of alternative candidates to replace management. These shareholders incur the costs of organizing the proxy fight. If the proxy fight works out, every shareholder will gain the same. So the shareholders who were not involved in organizing the proxy fight will free ride on the effort of the organizing shareholders. 
If a company becomes victim of a hostile take-over, an particular other party will place a bid on all the company’s shares, and a proportion of the existing shareholders could decide not to accept this bid because they believe that the overtaking party is indeed going to raise the value. The shareholders who do not offer their shares are in that case free riding on the effort of the new overtaking party (Hart, 2006)  (Liu, 2005).
5. Corporate governance in China

Despite the very rapid growth of the market capitalizations of China’s stock exchanges,  the corporate governance system remained weak. In an economy-level study, published by the World Economic Forum in 2003, China was ranked 44 out 49 studied countries in terms of corporate governance. The results show that, in 2003, China was still underperforming in terms of corporate governance, also compared to many other Asian countries.

	Rank
	Economy 

	1
	United Kingdom

	6
	Sweden

	7
	USA

	8
	Singapore 

	9
	Germany 

	13
	Hong Kong

	21
	Malaysia

	23
	Taiwan 

	28
	Thailand

	31
	Japan

	32
	India

	33
	Korea

	43
	Philippines

	44
	China

	49
	Indonesia


5.1
Development of corporate governance in China:
In the period before the reforms in the People’s Republic of China, every company was owned by the state, all the firms were managed as one large corporation. All economic aspects were planned by the state. In the early 1970s the first family businesses came into existence, even though it was illegal, which can be sees as the earliest start of the private sector in China. By the time Deng Xiaoping accessed the power, he legalized these family business. 

In 1984, the Economic Structural Reform was issued, with the aim to transform the firms into independent economic entities, which were able to make their own decisions and could be held responsible for their profit and losses. These companies remained state owned, but they tried to make them work more efficient. By 1989, the government made contracts with the management teams of the state owned enterprises concerning incentive payments. Targets were set and the management teams of the SOEs were receiving a share of the profit. In the same year, deregulation took place in the prices of commodities and factor shares and a reduction in the directive of production plans from the site of the government. This reform was mainly focused on finding the best ways to motivate managers of their companies to put in maximum effort and achieve high profits. It turned out successful, total profits of the state owned enterprises started to decrease after 1989.  
Also some negative aspects arose with the reforms, the contracts between the government and the management teams running the companies were short term, which did not motivate these managers to undertake investments optimal in the long run. Instead, these managers invested in quick profit generating projects, without concerning too much about the long-run. The debt-assets ratio of the whole corporate industry increased explosively between 1980 and 1994, from 18.7% till 67.9%. 

In the early 1980s, Chinese local governments started to experiment with selling shares of the state owned enterprises. This can be seen as the earliest start of the capital market in China. In 1990 the stock market of Shanghai officially opened. One year later, the government created a new government organ, the China Securities Regulatory Commission, which was created to act as the country’s main regulator of the stock market. 
During the mid 1990s, many companies were partly or completely privatized, but also government controlled firms still existed. The government has always had the role of socialistic planner, now they had to make sure that the stock market was regulated in a proper way as well. And on the other hand, the government did also have the role of investor, since they still owned stocks in a large number of companies. A good balance between these two roles was complicated to find. Other investors experienced a lack in power in the governance, it was hard for them to have any influence on the firm’s policy. For this reason investors besides the government only had speculative intensions, selling their shares in the short run.

In 1998, the Securities Law came into existence, it strengthened the power of the China Securities Regulatory Commission, which started to monitor and regulate the corporate governance of listed companies more intense. For example, they published guidelines for introducing non-executives in the board of directors of listed companies in December 2001. Intension was to have at least one-third of the members of the board of directors being non executive members. 
In January 2002, an essential progression within corporate governance in China took place, the Code for Corporate Governance for Listed Companies was issued. This code focused on the protection of small minority shareholders. Still, there were problems with the corporate governance in China. It was a good first step to force companies to introduce non-executive directors on the board of directors, but these outside directors did not have a financial stake in the company. Another aspect, their real power on the company’s policy was questionable. It happened that outside directors were replaced after trying to carry trough changes which were not in consensus with the opinion of the managers. 
In 2005, corporate governance laws were extended again, the role of non-executive directors was described in more detail. Also other rules came into existence, a lot with the purpose to protect the small minority shareholder. Another important goal of all the reforms concerning corporate governance was the stimulation of entrepreneurship, an example is the recognition of intellectual property. 
In 2006, the Securities Law form 1998 was adjusted, the most important aspect of the adjustment was the permission for all companies to enter different industries freely. Previously, it was not allowed to enter new industries, due to the fact that all economic activity was centrally planned. This adjustment was obviously a stimulus for entrepreneurship within listed companies. 
Accounting standards essentially influence capital market markets, reliable accounting standard are crucial for the level of confidence in a market. In February 2006 the Basic Accounting Standards for Business Enterprises (ASBE) were released in China, by the Ministry of Finance, with the important aim to improve the quality of the financial information. These new accounting standards were intended to bring the accounting standards in China in line with the IFRS, the accounting standards used in for example Europe. Also new auditing standard were released in China, which will bring the auditing standards in line with the International Standards on Auditing. These new standards on auditing took effect in the beginning of 2007. 

All the reforms concerning corporate governance were carried trough with the main intention to close the corporate governance gap between China and developed nations. The government of China has realized the need for an attractive capital market, for their own citizens as well as for foreigners, in order to attract enough capital and to become a world leading nation (Bai Chong-En, 2006) (Yong Kang, 2008). 
6. Foreign Direct Investment in China:

Besides foreign capital on the stock markets, China has also successfully attracted a lot of Foreign Direct Investments (FDI), which has contributed substantially to the growth of the Chinese economy since the beginning of the Economic Reforms in 1978. The inflow of FDI started slowly, foreign investors acted with caution because China had been isolated from the world for over 30 years. But after 1990, the year in which China totally opened up for foreign investments, China became very successful in attracting foreign direct investments. The rapid growth continued and reached a first peak in 1997, in this year FDI in China amounted US$ 45.3 billion. Still nowadays, FDI flows into China are growing, in 2007 the inflow in China was more than US$ 83.5 billion.
 Currently, China is the largest host country of FDI in the world.

Figure 1: Data on the FDI stock and inflow in China, measured in US dollars (x1000). Excluding Hong Kong, Macao and Taiwan.
 

The OECD defines Foreign Direct Investment as follows:
Foreign direct investment reflects the objective of obtaining a lasting interest by a resident entity in one economy (‘direct investor’) in an entity resident in an economy other than that of the investor (‘direct investment enterprise’). The lasting interest implies the existence of a long-term relationship between the direct investor and the enterprise and a significant degree of influence on the management of the enterprise. Direct investment involves both the initial transaction between the two entities and all subsequent capital transactions between them and among affiliated enterprises, both incorporated and unincorporated.
 

As we can read in the definition, FDI is not only the first investment which takes place at the acquiring moment, but also reinvestments in these enterprises are accounted as FDI. These reinvestments can follow out of profits, made by the enterprise, that remain in the company. Or new capital, supplied by the investor during time. 
Foreign direct investment can take place in different ways. Foreign investors can own subsidiaries, in that case they own more than 50% of the company, which means that subsidiaries are controlled by the foreign investors. Associates are also a type of FDI. Associates are for 10%-50% owned by foreign investors. Another possibility is that foreigners fully own enterprises abroad, these are called branches. 

For statistical purposes, it is considered that the lasting interest is evidenced when a direct investor owns 10% or more of the voting power of a direct investment enterprise. In other words, the motivation of the direct investor is to exert some degree of influence over the management of the direct investment enterprise whether or not it entails a controlling interest. Direct investment enterprises are corporations or quasi-corporation which may either be subsidiaries (including branches), in which over 50% of the voting power is held, or associates, in which between 10% and 50% of the voting power is held.

Foreign Direct Investment has contributed substantially to the growth of the Chinese economy. Due to FDI inflows, China has been able to cover the vast lack of capital during the period after the start of the reforms in 1978. The enterprises involved in FDI account for over 50% of China’s export and 60% of China’s import. The existence of (partly or wholly) foreign owned firms has increased the domestic competition, which has improved the efficiency of the Chinese economy. Also technology transfers and spillovers have taken place as a result of FDI, which have facilitated many technological innovations and productivity growth rates of Chinese firms. (Walley, 2006)( Xing , 2008)(Smit, 2009)
FDI has contributed to the growth of the Chinese economy directly by setting up Foreign Invested Enterprises (FIEs). The industrial outputs of these partly or wholly foreign owned companies has grown relatively to national output during time. The next table shows the increasing contribution of FIEs to the national output of China (Dang, 2008):
	Year
	National Industrial Output (x RMB 100 mln)
	Industrial Output by FIEs (x RMB 100 mln)
	Share (%)

	1990
	19,701.04
	448.95
	2.28

	1991
	23,135.56
	1,223.32
	5.29

	1992
	29,149.25
	2,065.59
	7.09

	1993
	40,513.68
	3,704.35
	9.15

	1994
	76,867.25
	8,649.39
	11.26

	1995
	91,963.28
	13,154.16
	14.31

	1996
	99,595.55
	15,077.53
	15.14

	1997
	56,149.70
	10,427.00
	18.57

	1998
	58,195.23
	58,195.23
	24

	1999
	63,775.24
	17,696.00
	27.75

	2000
	73,964.94
	23,145.59
	22.51

	2001
	94,751.78
	26,515.66
	28.05

	2002
	101,198.73
	33,771.09
	33.37

	2003
	128,306.14
	46,019.55
	35.87

	2004
	187,220.66
	58,847.08
	31.43

	2005
	249,625.00
	78,399.40
	31.41

	2006
	315,630.14
	99,420.83
	31.5



There are several intensions for China to attract FDI, these intentions have differed in several phases of the economic evolution. One major reason for China to attract FDI is the same as it for attracting foreign investors on the stock markets; covering the large lack of capital in the domestic market. But there are more reasons for China to attract FDI. In the beginning of the economic progress, China’s economy was heavily based on agriculture. Attracting FDI was seen as a tool to boost the industrial development and level of innovation in the market. Another important aspect within these policies was to focus on export-oriented FDI, as a result China was going to be able to strengthen its relations with the rest of the world. 
6.1 
A short history of FDI in China: 
Also when it comes to FDI, 1978 is an important year, the year in which the Chinese reforms started. The government realized that FDI could contribute significantly to the Chinese economy and they started to experiment with attracting FDI. An important step taken within this policy was the opening of the Special Economic Zones, in these zones foreign investors received special preferential treatment. The government also adapted its legal system to make is possible for foreign investors to start a company together with Chinese investors or companies. The Equity Joint-venture Law was enacted in 1979. Several other laws concerning FDI enacted in subsequent years. 
But in the starting years after 1979 it was still only possible for foreigner to invest the Special Economic Zones and the approval processes lasted long, which made it still complicated for foreigners to invest in China. But in 1984, Deng Xiaoping, the leader of the People’s Republic of China, realized it was important for the country to open up wider. The government observed the successes of FDI in the Special Economic Zones and decided to give FDI access to other parts of China as well. In 1984, fourteen coastal cities were opened up for FDI. These cities received more autonomy compared to the Special Economic Zones, they could for example decide, up to which amount of foreign capital in a FDI project was allowed in their city. 
From 1986 on it was also possible to set up companies in China in which foreigners are the 100% owner. It was the year that the Law of the People’s Republic of China on Wholly Foreign-owned Enterprises (WFOEs) enacted. In the years until the beginning of the 1990s, many other new regulations further relaxed the restrictions on FDI in China. After 1990 the country started to take advantage of their new policies concerning FDI, foreign direct investments started to flow into the country. 
This upward trend was shortly interrupted after the financial crisis, but it started to increase again after 2000. In 2001, China officially became a member of the WTO, which influenced FDI inflows positively. Especially export oriented FDI increased after China’s access to the WTO, but also FDI flows into China’s domestic industry have experienced positive influences by the WTO membership. Nowadays, China is the largest host country of FDI in the world. (Dang, 2008)
7. Spillover effects: 
Foreign direct investment and foreign investors on the stock exchange are the two sources of foreign capital in China. Capital is an important contribution to economic growth, but foreign direct investment and foreign shareholders in listed companies can have more advantages than just capital. The cooperation between foreigners and domestic companies can lead to spillover effects, spillover effects are secondary effects which follow from a primary effect. The primary effect is the fact that the foreign party brings in capital and that they acquire shares, the possible secondary effect is that they can bring in more than purely capital like knowledge and experience.
In this chapter spillover effects in general will be described first, afterwards possible spillover effects between Chinese and foreign companies will be mentioned. 
7.1
Spillover effects in the market as a whole:

Spillover effects in a market as whole can arise as a result of foreign investments, especially as a result of FDI. The presence of partly or wholly foreign owned firms in a market has its effect on other firms operating in that market. These spillover effects can be subdivided in horizontal spillover effects and vertical spillover effects. 
Horizontal spillover effects arise when domestic firms in an industry benefit from the presence of partly or wholly foreign owned firms in the same industry. Two important channels trough which horizontal spillovers occur are demonstration effects and the movement of labor between companies. Demonstration effects originate when different persons in an industry observe and copy the behavior of other persons in an industry, business people learn from each other by observing one another. But this does not only hold for persons, also for firms as whole. Firms see the processes of other firms and possibly imitate this, or they could improve the quality of their product because they see products of other firms. The movement of labor between different companies in an industry causes different types of knowledge to move as well, since most of the knowledge is kept in the people working in the industry. To summarize, horizontal spillover effects take place on an intra-industry level. 

Vertical spillover effects arise when firms affect other firms in the vertical supply chain, for example their suppliers or firms they deliver to. Foreign owned firms possibly require higher quality products from their suppliers, because these foreign firms are perhaps used to higher quality standards in their home markets. If there are many new foreign firms entering the local market, suppliers will face more demand, as a result, economies of scale can be realized. Another effect, if there are more producers of a particular intermediate product due to foreign firms entering the market, the price of this intermediate product will be reduced. This lowers the input prices of firms using this intermediate good. 
(Wang, 2008) (Stančík, 2008) (Gorodnichenko, 2007) (Kui-Yin, 2003)
7.2
Spillover effects within a firm:
Besides spillover effects in the market as a whole, spillover effects within firms can arise as well, which means secondary effects between a foreign party and a Chinese party cooperation in a company. The collaboration between these both parties could lead to advantages, since both parties could have different types of knowledge. Foreign firms from developed countries possibly have better knowledge about international trade and business, or they are able to produce more efficiently, as a result of better technology. Developed countries have invested more in R&D in the past, compared to emerging countries like China. Because of this, firms in developed countries possess on average higher levels of technology. On the other hand, Chinese firms probably have more knowledge about the local market and how to do business in China. Cultural differences in the business market definitely exist between well developed western countries and China. Chinese firms could perhaps also possess more experience and knowledge about how to profit from one of China’s most important aspects of their economy, the huge amount of labor available. 
To summarize, both parties have their own  specific knowledge, besides capital foreigners can bring in more benefits, which possibly lead to positive spillover effects within firms. Also the cooperation itself could lead to spillover effects. 
The spillover effects within companies will have different characteristics between listed and non-listed companies. In the case of listed companies, cooperation between foreign shareholders and the management of the Chinese companies does not always take place. Besides capital there will be no other relationships between the foreign party and the Chinese party in that case. But this does not always hold, if foreigners become shareholders in Chinese listed companies they can decide to share their knowledge with that company and closely monitor the strategy, they will do this with the aim to improve the performance of the company. 

If foreigners own shares in non-listed companies, the same positive spillover effects within companies can arise. In the case of non-listed companies, the foreign party and the Chinese party usually cooperate actively. These firms have knowledge in-house from both type of companies, foreign firms and Chinese firms. 
Some foreign companies can decide to enter the Chinese market without cooperating with a local Chinese company, these foreign companies set up a branch in China in which they own 100% of the shares. Spillover effects within the company will not arise in this case. On the one hand we could expect that these companies still perform better than Chinese companies because they possibly have more experience and better knowledge in doing business internationally. On the other hand, one could expect that Chinese firms will perform better because of their knowledge about the Chinese market. The possibility for spillover effects within the firm is not present, since the firm does have only the foreign firm as its shareholder. 

There is a clear and important difference between spillover effects within listed companies and non-listed companies. In listed companies, foreign shareholders do not always cooperate with the management of the company, this will be even scarce. Within non-listed companies with both Chinese and foreign shareholders, which are joint-ventures, cooperation is mostly actively present.  
8. Theoretical Background and Literature Review:

It has become clear so far that China has spent a lot of effort on attracting foreign investments to the country, which contributed substantially to the economic growth in the country. Currently China’s stock market is amongst the largest worldwide, by the end of 2008, the Shanghai Stock Exchange was ranked 6th in the world, rated by domestic market capitalization. The same holds for Foreign Direct Investment inflows, in 2007, China was the largest destination country for FDI inflows. The different types of foreign investments can lead to spillover effects, as clarified in the previous chapter. 
A lot research has been done on the spillover effects of foreign direct investments in a market as a whole, positive spillover effects were generally expected in the studies, but it appears to be complicated to derive significant results for it, different papers show mixed results. 
For example, a paper by Galina Hale in 2007, fails to find evidence for positive spillover effects in the Chinese market.  The same author (Hale 2006) proves that the presence of foreign firms positively influences the performance of domestic firms, as a result of spillover effects in the market. 
Another article (Zhiqiang Liu in 2002) shows that spillover effects arise in China, FDI raises the growth rate of productivity in the Chinese manufacturing sector. 
To summarize, there can be concluded that the results of research done on the FDI spillovers in the Chinese market are mixed, where the theoretical work has generally predicted a positive influence of FDI on the productivity of domestic firms.
These articles analyze markets as a whole, spillovers between firms in a horizontally or vertically direction. Less research is applied on spillovers within firms, when different parties cooperate. David Greenaway (Greenaway, 2008) examines the relationship between the degree of foreign ownership and the performance of the recipient private firms in China. The paper concludes that the amount of foreign shareholders is positively associated with the performance indicators used, but not in a linear manner. The corporate performance increases as foreign ownership rises up to around 47%-64% and declines thereafter. Which is a very interesting conclusion, this result basically says that joint-ventures are the outperformers in the Chinese market. 
The previous theoretical background is based on private firms. But ownership structures and the appearance of foreign firms and foreign shareholders do also have their influence on listed firms. Another paper (Xiaonian Xu, 1997) has done research in this field. The author distinguishes shareholders into three main types: the state, legal persons (institutions) and domestic individuals.  The objective is to investigate whether or not the ownership structure influences the performance of a listed firm and it what way it does. One of the results is that the influence exists, for example, firms with a high shareholder concentration perform better. Unfortunately, the article does not specifically look at the influence of the degree of foreign ownership, which could be a valuable analysis in China, realizing how much effort the government has spend on opening up its stock market to foreign investors. 
An article by Jun Jiang (Jiang, 2005) examines this relationship. In this paper, a sample consisting 50 companies is constructed for the period 2000-2004, data for the amount of foreign ownership and four different performance indicators are collected for these companies. The outcomes of this paper do no show significant results and the paper states that no relationship between the degree of foreign ownership and firm performance exists, where a positive relationship was expected. Compared to spillover effects in the market as a whole, not a lot of research is done in this field, even though the presence of foreign investors on the Chinese stock market has become so  significant for the Chinese economy. 
To summarize, a lot of research has been applied to the spillover effects in markets around the world and also in China, with mixed outcomes. The theory generally expected positive effects of the presence of foreign firms on the productivity and performance of other companies in the market, horizontally and vertically. Less research is done on spillover effects within firms, which could arise between foreign and domestic shareholders within in one firm, in the existing literature positive effects are expected. This field should be of great concern to the government of China, since they have encouraged foreign investments in general. Knowledge about possible spillover effects within firms is not present enough so far. In the rest of this work the possible existence of this relationship will be analyzed, where a positive one is expected, the analysis is separated in one for listed firms as well as one for non-listed firms. 
9. Data and empirical approach:
The aim of this paper is to examine the impact of foreign ownership on the performance of Chinese companies, which will be applied by using firm data. In total, three datasets are used, generated from two data bases, namely Thomson One Banker and ORIANA published by Bureau van Dijk Publishing.  
The analysis will be subdivided in two categories: one analysis in which the influence of foreign ownership on a listed firm’s performance will be investigated and one analysis on the influence of foreign ownership on the performance of non-listed firms. In both cases, a positive relationship between the amount of foreign shareholders in percentages and the firm’s performance is expected, based on the positive expected relations in previous studies, as described in chapter 8. 
9.1
Analysis for listed companies in China:
In this model, the relationship between the amount of foreign shareholders in Chinese listed companies and the performances of these companies will be analyzed. To investigate if a relationship between the amount of foreign shareholders and the firm’s performance of listed companies exist, two data sets are constructed, which will be treated completely separate. The Thomson One Banker database is used, available at the University Library of the EUR and the ORIANA database which is published by Bureau van Dijk Electronic Publishing (BVDEP) in Amsterdam. 
To be able to analyze this relationship it is essential to define how the performance of a company is measured. In both samples out of the two data sources the following indicators for a firm’s performance are used: Net Profit Margin, Total Return on Assets and the Price-Earnings Ratio. In the sample from the BVDEP data source the Return on Shareholders’ Funds is used as a performance indicator as well. More detailed definitions of the performance indicators can be found in the appendix.
9.1.1
Thomson One Banker:
This database provides a large quantity of detailed information, concerning many companies around the world. First, a sample out of the companies listed in China and Hong Kong is generated, for each stock exchange the sample comprises around 5% of all the companies listed on that stock exchange. The sample of Hong Kong consists 61 companies, the one for Shanghai 43 and the Shenzhen sample 37 companies. For every company, Thomson One Banker provides information of all the shareholders this company has, as well as their nationalities. But a lot of foreign investing companies, mainly investment funds, have set up companies in China itself, which means that their nationality stated in Thomson One Banker is Chinese. For this reason there had to be looked at all these shareholders in more detail to find out their real nationality. Also a lot of shareholding firms in the listed firms are joint-ventures between Chinese firms and foreign firms, if this was the case, they were treated as foreign shareholders, because there is foreign influence within the shareholding firm. This complicated way of generating the shareholder data was the only way to construct a reliable dataset. Shareholders from Hong Kong, Macau and Taiwan are categorized as Chinese shareholder, this decision is based on the article by Greenaway (2008). Shareholder information of the Chinese companies was available for the years 2007 and 2008 in Thomson One Banker. 
In China, a proportion of the companies have listings in both A and B shares, these are traded separately on the stock exchanges. All companies are checked if they have listings in both A and B shares, some companies did have a double listing, for these companies the shareholder research is done twice for both listings. 

To investigate if the shareholder information on the one hand, and the performance data on the other hand are related to each other, SPSS will generate a linear regression. Firms specific information for the years 2007 and 2008 is collected, including companies listed in Hong Kong. As performance indicators, the net margin, the return on assets and the price-earnings ratios are used.
   

Taken the first regression as an example, the complete model will have the following appearance:
NM07 = α + β₁ * FS08 + ε

Where NM07 is the firm’s net margin in 2007, and FS08 is the amount of foreign shareholders in 2008. The summary of the outcomes of the regressions, with the similar type of model, are as follows: 
	Dependent variable:
	Independent variable:
	Expectation:


	Significance level:


	Significant?



	Net margin 2007 in %. 
	% foreign shareholders 2008
	Positive
	0.857

Negative
	No

	Net margin 2006 in %. 
	% foreign shareholders 2008
	Positive
	0.584

Positive
	No

	Net margin 2007 in %. 
	% foreign shareholders 2007
	Positive
	0.931

Negative
	No

	Net margin 2006 in %. 
	% foreign shareholders 2007
	Positive
	0.624

Positive
	No

	Return on assets 2007 in %. 
	% foreign shareholders 2008
	Positive
	0.150

Positive
	No

	Return on assets 2006 in %. 
	% foreign shareholders 2008
	Positive
	0.164

Positive
	No

	Return on assets 2007 in %. 
	% foreign shareholders 2007
	Positive
	0.173

Positive
	No

	Return on assets 2006 in %. 
	% foreign shareholders 2007
	Positive
	0.212

Positive
	No

	Price/Earnings ratio in 2007.
	% foreign shareholders 2008
	Positive
	0.012

Negative
	Yes but negative

	Price/Earnings ratio in 2006.
	% foreign shareholders 2008
	Positive
	0.131

Negative
	No

	Price/Earnings ratio in 2007.
	% foreign shareholders 2007
	Positive
	0.007

Negative
	Yes but negative

	Price/Earnings ratio in 2006.
	% foreign shareholders 2007
	Positive
	0.083

Negative
	No


All the regression between the Net Margins and the Percentages of Foreign Shareholders are insignificant. Also all the regressions between the Return on Assets and the Percentages of Foreign Shareholders are insignificant. The net margin and the return on assets are two very important indicators of the performance of a company, for these two indicators we can conclude that a relationship with the percentage of foreign shareholders does not exist . 

 Not all the regressions show insignificant results, the regression between the Percentage of Foreign Shareholders and the Price-Earnings Ratio in two out of 4 regression in the first complete sample show negative significant results, the Price-Earnings Ratio of 2007 is significantly negatively related with the Percentage of Foreign shareholders in 2007 and 2008. In the other two regression the results are slightly insignificant. From all the Price-Earnings outcomes we can conclude that some negative correlations exists between the Price-Earnings ratio and the Percentage of Foreign Shareholders. This means that the more shares of a Chinese company are foreign owned, the lower is the Price-Earnings Ratio of that company. Interpretation of these results will be done later in the paper.
In the regression above the data are analyzed only by taking one independent variable on the dependent variable. The independent variable has always been the amount of foreign shareholders and the dependant variable a performance indicator in the above regressions. Succeeding, three control variables will be added to the model: the age of the company (years), the size in terms of turnover (millions USD$) and the number of employees. The article of Globerman (1994), which analyzes the differences in performance between foreign affiliates and domestic firms in the Canadian market, uses the same control variables, based on that article, the same control variable are included in this paper, where the first two have a positive expectation and the number of employees a negative one. These control variables can have their effect on productivity as well. One might expect that older and larger firms with a small number of employees are relatively productive. The capital –labor ratio would have been a better control variable compared to the number of employees, but unfortunately these data were not available. All the regressions above are applied again but now with the control variables included, in the same order of rank. 


In the table below the summaries of the SPSS outcomes are shown. The expectation mentioned in the table below is the expected affect of the independent variable, always the amount of foreign shareholders, on the dependent variable, always a performance indicator. The significance level shown in the table below is the significance level of the independent variable, the amount of foreign shareholders. 
Taken the first regression as an example, the complete model will have the following appearance:

NM07 = α + β₁ * FS08 + β₂ * AGE + β₃ * SIZE + β₄ * EMPLOYEE + ε

Where NM07 is the firm’s net margin in 2007, FS08 is the amount of foreign shareholders in percentages in 2008, AGE is the age of the firm in years, SIZE is the size of the firm in terms of turnover and EMPLOYEE is the amount of employees. 
	Dependent variable:
	Independent variable:
	Independent control variables:
	Expectation:


	Significance level:


	Significant?


	Control variables significant? 

	Net margin 2007 in %. 
	% foreign shareholders 2008
	Age, Size, Number of employees
	Positive
	0.870

Negative
	No
	No

	Net margin 2006 in %. 
	% foreign shareholders 2008
	Age, Size, Number of employees
	Positive
	0.655

Positive
	No
	No

	Net margin 2007 in %. 
	% foreign shareholders 2007
	Age, Size, Number of employees
	Positive
	0.914

Negative
	No
	No

	Net margin 2006 in %. 
	% foreign shareholders 2007
	Age, Size, Number of employees
	Positive
	0.712

Positive
	No
	No

	Return on assets 2007 in %. 
	% foreign shareholders 2008
	Age, Size, Number of employees
	Positive
	0.349

Positive
	No
	No

	Return on assets 2006 in %. 
	% foreign shareholders 2008
	Age, Size, Number of employees
	Positive
	0.471

Positive
	No
	No

	Return on assets 2007 in %. 
	% foreign shareholders 2007
	Age, Size, Number of employees
	Positive
	0.443

Positive
	No
	No

	Return on assets 2006 in %. 
	% foreign shareholders 2007
	Age, Size, Number of employees
	Positive
	0.590

Positive
	No
	No

	Price/Earnings ratio in 2007.
	% foreign shareholders 2008
	Age, Size, Number of employees
	Positive
	0.053

Negative
	Slightly not.
	No

	Price/Earnings ratio in 2006.
	% foreign shareholders 2008
	Age, Size, Number of employees
	Positive
	0.243

Negative
	No
	No

	Price/Earnings ratio in 2007.
	% foreign shareholders 2007
	Age, Size, Number of employees
	Positive
	0.032

Negative
	Yes but negative
	No

	Price/Earnings ratio in 2006.
	% foreign shareholders 2007
	Age, Size, Number of employees
	Positive
	0.179

Negative
	No
	No


The difference between the above two separate tables of regression outcomes is the fact that control variables have been included in the second group of regressions. Unfortunately this did not change the outcomes, all control variables show insignificant results. The majority of the outcomes of the independent variable, containing the amount of foreign shareholders, also show insignificant results. Expect for the regression between the amount of foreign shareholders in 2007 and the Price-Earnings ratio in 2007, these two variables are significantly negatively related. The first group of regressions also show two significant outcomes between these two variables. Once again, the data confirm that in some periods, the higher the amount of foreign shareholders in a listed Chinese firm, the lower the Price-Earnings ratio in that year. 
After an overall interpretation of the applied regressions on the data generated with the Thomson One Banker database there can be concluded that the expectations are not supported by the data. The amount of foreign shareholders has no influence on the performance of Chinese listed companies. Because of the absence a relationship, also for the control variables, only summaries of the regressions are shown. 
9.1.2
ORIANA:
The second database used to investigate the influence of foreign shareholders on the performance of Chinese listed companies, is ORIANA, published by Bureau van Dijk Electronic Publishing (BVDEP). It is a comprehensive database containing financial information on over 6 million public and private companies in over 30 countries mainly in the Middle East and the Asia-Pacific Region. The database provides a lot of detailed information about all the companies, unfortunately, there is no possibility to generate the exact percentage of foreign shareholders each company contains. Using this database, it is only possible to generate shareholder information in categories, which means that the database shows particular companies owned by foreigners for 0-5%, 5-10%, …. , 95-100%. For every category, the average of that category is taken, so for the category 30-35%, 32.5% is used as the percentage owned by foreigners for all the companies in that particular category. 

The sample generated from the ORIANA database consists 347 companies. Using this database , collecting all the needed information compared to the Thomson One Banker database was less complicated, for that reason a larger sample is generated, which makes it even more reliable. 
As performance indicators the following data for all the companies in the sample are collected, the return on shareholder’s funds is added as a performance indicator
:
- Profit margins for 2007 in %.
- Return on total assets for 2007 in %. 
- Return on shareholders’ funds in 2007 in %.
- Price-Earnings ratios of the last available year. 

Using SPSS, the possible positive influence of the amount of foreign shareholders on these performance indicators will be analyzed. The information is only available for 2007. This model will be comparable with the one applied with the Thomson One Banker dataset, the reason two separate datasets are used, is to make the overall outcomes of this paper more reliable. If two different models show the same outcomes, the conclusions derived are more solid. 
The expectations will be the same in this analysis, a positive influence of the amount of shareholders on the performance indicators.
Taken the first regression as an example, the model will have the following appearance:

NM07 = α + β₁ * FS07 + ε
Where NM07 is the firm’s net margin in 2008 and FS07 is the amount of foreign shareholders the firm has in 2007. 
	Independent variable:
	Dependent variable:
	Expectation:


	Significance level:


	Significant?



	% foreign shareholders 2007
	Net margin 2007 in  %.
	Positive
	0.959

Negative
	No

	% foreign shareholders 2007
	Return on total assets 2007 in %.
	Positive
	0.147

Negative
	No

	% foreign shareholders 2007
	Return on shareholders’ funds in 2007 in %.
	Positive
	0.359

Negative
	No

	% foreign shareholders 2007
	Price-Earnings ratios of the last available year.
	Positive
	0.024

Negative
	Yes but negative!


Also at the start of this regression, only one independent variable is used, the amount of foreign shareholders on the dependent variable, a performance indicator. For the same reason, three control variables will be added: age in terms of year, size in terms of turnover (million $) and the number of employees, also based on the article of Globerman. The same holds here, it would have been better to have the capital-labor ratio as a control variable, but also  in this database these data were not available. 
In the table below the summaries of the SPSS outcomes are shown. The expectation mentioned in the table below is the expected affect of the independent variable, always the amount of foreign shareholders on the dependent variable, always a performance indicator. The significance level shown in the table below is the significance level of the independent variable, the amount of foreign shareholders. 
Using the first regression as an example, the model will have the following appearance:
NM07 = α + β₁ * FS07 + β₂ * AGE + β₃ * SIZE + β₄ * EMPLOYEE + ε
	Independent variable:
	Dependent variable:
	Independent control variables:
	Expectation:


	Significance level:


	Significant?


	Control variables significant? 

	% foreign shareholders 2007
	Net margin 2007 in  %.
	Age, Size and number of employees. 
	Positive
	0.572
	No
	No

	% foreign shareholders 2007
	Return on total assets 2007 in %.
	Age, Size and number of employees.
	Positive
	0.382
	No
	No

	% foreign shareholders 2007
	Return on shareholders’ funds in 2007 in %.
	Age, Size and number of employees.
	Positive
	0.393
	No
	No

	% foreign shareholders 2007
	Price-Earnings ratios of the last available year.
	Age, Size and number of employees.
	Positive
	0.545
	No
	No


The addition of the control variables did not have a substantial influence on the results. Still, no influence of the amount of foreign shareholder on the firms’ performance is present. The only difference is that in the regressions containing the control variables, no negative relationship between the amount of foreign shareholders and the Price-Earnings ratio exists anymore.
9.1.3
Interpretation of the results:
The results generated from the two databases above, Thomson One Banker and ORIANA, indicate that we cannot conclude the amount of foreign shareholders to have a influence on the performance of Chinese listed companies. The general expectations of a positive influence are not confirmed by the data. Different explanations can be identified for the absence of the positive influence. 
One possible explanation could be that the shareholders are too small to have influence on the strategy of the company. If a shareholder owns for example only 1% of a company, they cannot force the management to adjust to another strategy. Maybe a foreign shareholder wants to actively be involved in the strategy, but is not able to, because the shareholder does not possess enough power. 
Another explanation could be that investors on stock exchanges are often passive shareholders who are investing purely because they expect the stock price to rise enough to make their investment a profitable one. They choose not to invest effort, time and money in actively trying to influence the strategy of the firm. If this is the case, there is no collaboration between the Chinese listed firm and the shareholder, which means that there is no possibility for spillover effects within the firm. In many situations shareholders and the board of a company do not physically meet each other. In this scenario, it does not make a difference if the money invested in a listed company comes from a foreign or a domestic shareholder. The free-riding problem also plays an important role in this scenario, if one investors on the stock exchange decides to start working closely together with the company and trying to influence the strategy of the company with the aim to improve the performance of the firm, all the other shareholders will benefit as well. This active shareholder will have to share the gains with all the other shareholders, which does not motivate a shareholder to undertake action. 
Even if it would be the case that foreign shareholders do have influence on the management and the strategy, we still do not know if this would have a positive influence on the performance of the companies, at least it is not supported by the data. It could be that the listed Chinese firms are already mature enough, that they do not need foreign knowledge and expertise anymore because they have this knowledge and expertise already in-house. Listed companies are in general larger and more mature companies compared to non-listed companies. 
Concluding, no relationship between the amount of foreign shareholders and the listed firm’s performance exists at all, two separate datasets confirm this result. This outcomes is matching with the outcome of the paper by Jun Jiang (Jiang, 2005), which is also unable to find evidence for a relationship. But, this absence of evidence for a relationship to exist, could also be of value, multinational firms will do no good by putting extra effort in motivating foreigners to invest in their company, compared to the effort invested in potential domestic investors. This knowledge is usable within their investors-relation activities. 
9.2
Analysis for non-listed companies in China:
As mentioned earlier in this paper, China has successfully attracted a lot of FDI to the country. Currently, China is even the largest host country of FDI in the world. The industrial output of partly or wholly foreign owned companies, as a result of FDI, relatively to national output in China is now over 30%. From which can be concluded that a lot of companies in China do have foreign shareholders, as a result of foreign direct investments. These are companies which are not listed on a stock exchange. In a lot of cases, these companies are joint-ventures between foreign companies and Chinese companies, or the companies are wholly owned by foreigners. 

Within joint-ventures and 100% foreign owned companies, the shareholders do have an important influence on the strategy of the company. In the case of joint-ventures, both foreign and Chinese shareholders have their influence on the strategy. A cooperation between shareholders is often the case, since they started the joint-venture together. This cooperation possibly has a positive influence on the performance of the company. 

In this section of the paper, the companies which are partly or wholly owned by foreigners will be analyzed and will also be compared with complete Chinese owned private companies. Generally, companies with foreign involvement are expected to perform better than 100% Chinese companies. Also for this model the ORIANA database is used, published by Bureau van Dijk Electronic Publishing (BVDEP). Using this database, exact ownership information of non-listed companies in China is generated, including the nationalities of these shareholders. The total sample consists 375 companies. 
In the analysis a separation between the following types of companies will be made:
Type 1: A company which is 100% owned by foreigners. This could happen for example when a multinational decides to open up a branch in China. In this situation the multinational decides not to involve a Chinese company in the newly started company, but completely do it by themselves. 
Type 2: A joint-venture in which the foreign company owns the majority of the shares. The foreigners are the dominant party in the joint-venture. 
Type 3: A joint-venture between equals, which means that no company is dominant in the joint-venture. As a criteria for this type, a percentage between 45% and 55% is taken. If both stakes are between these percentages, it is a joint-venture between equals in this analysis. 
Type 4: A joint-venture in which the Chinese company owns the majority of the shares. The Chinese company is the dominant party in the joint-venture, the same criteria as for firm type 3 are used.  
Type 5: Companies which are 100% Chinese. 

The net margin, return on assets and the solvency ratio are used as the performance indicators. The solvency ratio measures the company’s ability to meet long-term obligations. 
9.2.1
Comparison of the T-values:
To be able to analyze the data and derive conclusions, using SPSS, the samples of the different company types, will be compared. For example, if a type 2 company has a significant higher ‘Net Margin mean’ than a type 5 company, there can be concluded that type 2 companies perform better than type 5 companies when we look at the profit margins. To see if a mean is significantly higher, the different T-values of the company type samples are compared. 
9.2.2
Net Profit Margin:

The first performance indicator used is the Net Margin, the SPSS outcomes are as follows:
	One-Sample Statistics

	
	N
	Mean
	Std. Deviation
	Std. Error Mean

	TYPE1
	136
	6,0621
	8,09219
	,69390

	TYPE2
	64
	7,8434
	8,15991
	1,01999

	TYPE3
	44
	9,1343
	6,64815
	1,00225

	TYPE4
	40
	8,7805
	8,95916
	1,41657

	TYPE5
	91
	4,6982
	5,40017
	,56609

	TYPE14
	284
	7,3224
	8,09154
	,48014

	TYPE24
	148
	8,4805
	7,94286
	,65290


It is now important to compute if some T-values are significantly different than other T-values in the above table. Comparing T-values can be done with the following equation:
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The outcome of this equation is a particular T-value, this T-value represents a specific significance level. 
In the table below different T-values are shown, generated with the above equation
:

	Net Margin

	
	
	
	

	Mean 1

	Mean 2
	T-value
	Significance level
	Significant:

	Type 1-4 together.
	Type 5
	3.54  (dof: 90)
	0.000
	Yes

	Type 2-4 together.
	Type 5
	4.38  (dof: 90)
	0.000
	Yes

	Type 2-4 together.
	Type 1
	2.54  (dof: 135)
	<0.01
	Yes

	Type 3

	Type 2
	0.90  (dof: 43)
	>0.05
	No

	Type 4

	Type 2
	0.54  (dof: 39)
	>0.05
	No

	Type 3 


	Type 4
	0.20  (dof: 39)
	>0.05
	No

	Type 1


	Type 5
	1.52  (dof: 90)
	>0.05
	No


After interpreting these results, it is possible to derive some relevant conclusions. Three out of the seven outcomes are significant. The first one shows that firms with any kind of foreign involvement have significantly higher Net Margins compared to firms which are 100% Chinese owned. But it is possible to specify this more, for example, by comparing the group of companies which are a joint-venture with the 100% Chinese owned firms, this is done in the second row of the table. It is possible to conclude that joint-venture companies perform significantly better than firms which are 100% Chinese owned. 
But something more remarkable, the companies which are 100% foreign owned do not perform significantly better than 100% Chinese owned firms. It actually means that the cooperation between foreigners and Chinese is very successful. If we compare the Net Margins of the joint-ventures with the 100% foreign owned firms, there can be observed that the joint-ventures realize significantly higher Net Margins. 
The main conclusion from these T-value comparison, is that joint-ventures in China are the absolute outperformers if we take the profit margin as the performance indicator. 
To make these result even more reliable, a regression model on the data will also be applied. The net margin will be taken as the dependent variable, the independent variable will be the amount of foreign shareholders in 2007. This regression investigates if the higher the percentage of the firm is foreign owned, the higher the Net Margin. Also in this regression, the three same control variables are added: age in term of years, size in terms of turnover (million $) and the number of employees. 
SPSS shows the following outcome, the abbreviations are similar to the ones used previously:
	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	-58,179
	46,964
	
	-1,239
	,304

	
	FS07
	,008
	,136
	,036
	,057
	,958

	
	AGE
	10,284
	9,213
	,640
	1,116
	,346

	
	SIZE
	,011
	,012
	,476
	,881
	,443

	
	EMPLOYEE
	,012
	,011
	,573
	1,098
	,353

	a. Dependent Variable: NM07


The results do not show significant results. Within this regression, the exact amount of foreign shareholders in percentages in a specific company, is taken as the independent variable. Which means that 100% foreign owned firms are weighted the most heavily, which gives an incorrect impression, earlier in this paper, evidence that joint-ventures are the outperformers is given, while they have less foreign shareholders in exact percentages. The T-value comparison shows better what this analysis wants find out, and that is, which type of private company is the best performer in the Chinese market. For the effect of the cooperation between a Chinese party and a foreign party, it does not really matter if a foreign company owns 40 or 60 percent in the company, the T-value comparison supports this. This would probably be the explanation of the insignificant outcomes of the regression. 
9.2.3
Return on total assets:

In the same way as done with the Net Profit Margin, the means of the Return on Total Assets of the companies in the sample are compared. The means per type are as follows:
	One-Sample Statistics

	
	N
	Mean
	Std. Deviation
	Std. Error Mean

	TYPE1
	135
	9,7482
	12,86231
	1,10701

	TYPE2
	40
	11,2128
	9,49919
	1,50195

	TYPE3
	44
	12,7120
	8,98860
	1,35508

	TYPE4
	64
	13,8372
	12,73970
	1,59246

	TYPE5
	91
	4,5427
	8,05311
	,84419

	TYPE14
	283
	11,3407
	11,94130
	,70984

	TYPE24
	148
	12,7934
	10,87598
	,89400


Now the T-value, which compares means of two types, will be computed. This will be done by using the same equation for the T-value as used in the previous comparison with the Net Margins:
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The outcome of this equation is a particular T-value, this T-value represents a specific significance level. The table below gives the outcomes
:
	Return on Total assets 
	
	
	
	

	Mean 1


	Mean 2
	T-value
	Significance level
	Significant:

	Type 1-4 together.
	Type 5
	 6,16 (dof: 90)
	0.000
	Yes

	Type 2-4 together.
	Type 5
	 6,71 (dof: 90)
	0.000
	Yes

	Type 2-4 together.
	Type 1
	 2,14 (dof: 134)
	< 0.02
	Yes

	Type 3


	Type 2
	 2,02 (dof: 39)
	<0.05
	Yes

	Type 4


	Type 2
	 1,20 (dof: 39)
	>0.10
	No

	Type 3 


	Type 4
	-0,54 (dof: 43)
	>0.25
	No

	Type 1


	Type 5
	  2,68 (dof: 90)
	<0.005
	Yes


The outcomes show, that also when it comes to Return on Assets, companies with foreign involvement perform better than 100% Chinese firms. The group of companies with any foreign involvement, type 1-4, perform better than Chinese companies, type 5. 
In the Net Margin part 100% foreign owned firms did not perform better than 100% Chinese firms. But when we use the Return on Assets as a performance indicator, 100% foreign firms (type 1) do perform significantly better than 100% Chinese firms (type 2). But, the group of companies which are joint-ventures, type 2-4, perform significantly better on Return on Assets than 100% foreign owned firms, type 1. Which directly means that joint-ventures also perform significantly better than 100% Chinese firms, type 5. 
In the table above, there can also be observed, that type 3 companies, which are mergers between equals, are better performers in Return on Assets than type 2 companies, firms in which the foreign party has the majority of the shares. 

The overall conclusion of the Return on Assets part is that companies with any foreign involvement perform better than pure Chinese companies. But the joint-ventures are the outperformers since they perform better than the 100% foreign owned companies. 
Also in this Return on Assets sample a normal regression is applied to see if the amount of foreign shareholders positively influences the Return on Assets of the firms. This regression investigates if the higher the percentage of the firm is foreign owned, the higher the Return on Assets. The following three control variables are added: the age of the company in years, the size in terms of turnover and the number of employees. 

SPSS gives the following outcomes: 
	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	38,353
	56,550
	
	,678
	,546

	
	FS07
	,103
	,164
	,463
	,631
	,573

	
	AGE
	-7,612
	11,094
	-,457
	-,686
	,542

	
	SIZE
	-,007
	,015
	-,278
	-,443
	,688

	
	EMPLOYEE
	,009
	,013
	,389
	,642
	,567

	a. Dependent Variable: ROA07




The regression does not show any significant outcomes, which we could have expected. The t-value comparison proved that joint-ventures are better performers when the Return on Assets is used as the performance indicator. The regression investigates if the higher the percentage of the company is foreign owned, the higher will be the Return on Assets. The 100% foreign owned firms are weighted the heaviest, even though joint-ventures perform better. A regression is not the right way to investigate performance differences for private companies in China, the t-value comparison is a better manner to analyze this.
9.2.4
Solvency Ratio:

The last performance indicator for the non-listed companies, there will be looked at the solvency ratio, it measures the company’s ability to meet its long term obligations. 

The different type of companies have the following Solvency Ratio means:

	One-Sample Statistics

	
	N
	Mean
	Std. Deviation
	Std. Error Mean

	TYPE1
	140
	40,6793
	22,53178
	1,90428

	TYPE2
	66
	39,9183
	18,06706
	2,22390

	TYPE3
	48
	44,0479
	21,97278
	3,17150

	TYPE4
	43
	43,5923
	18,62992
	2,84104

	TYPE5
	91
	36,2144
	17,12384
	1,79507

	TYPE14
	297
	41,4764
	20,94175
	1,21516

	TYPE24
	157
	42,1871
	19,46017
	1,55309


Again, the T-value that makes it possible to compare the means will be used:
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The outcome of this equation is a particular T-value, this T-value represents a specific significance level. The table below gives the outcomes
:

	Solvency Ratio
 
	
	
	
	

	Mean 1


	Mean 2
	T-value
	Significance level
	Significant:

	Type 1-4 together.
	Type 5
	 2,43 (dof: 90)
	<0.01
	Yes

	Type 2-4 together.
	Type 5
	 2,52 (dof: 90)
	<0.01
	Yes

	Type 2-4 together.
	Type 1
	 0,61 (dof: 139)
	>0.25
	No

	Type 3


	Type 2
	 2,10 (dof: 47)
	<0.025
	Yes

	Type 4


	Type 2
	 1,02 (dof: 42)
	>0.15
	No

	Type 3 


	Type 4
	 0,11 (dof: 42)
	>0.25
	No

	Type 1


	Type 5
	1,71  (dof: 90)
	<0.05
	Yes


With the above outcomes there can be concluded that firms with any foreign ownership (type 1-4) have a significant higher Solvency Ratio than 100% Chinese owned firms. This also holds when we compare the joint-ventures (type 2-4), with the 100% Chinese owned firms and the 100% foreign owned firms with the 100% Chinese owned firms. A firm with any percentage of foreign ownership has a significantly higher Solvency Ratio. 
But there is another significant outcome, joint-ventures between equals (type 3) have a significant higher Solvency Ratio than joint-ventures in which the foreign firm owns the majority of the shares. A clear reason for this outcome is complicated to imagine. It could be that foreign firms prefer more debt when they start a joint-venture in China. 
To complete the analysis, a regression on the Solvency Ratio data will also be applied. No significant outcomes are expected, for the same reason as described in the end of the previous paragraph. 

The regression will be the same as with the Net Margin and the Return on Assets. It will investigate if firms with a higher amount of foreign shareholders in percentages have a higher Solvency Ratio. The following three control variables are added: the age of the company in years, the size in terms of turnover and the number of employees. 
SPSS gives the following outcomes: 
	Coefficientsa

	Model
	Unstandardized Coefficients
	Standardized Coefficients
	t
	Sig.

	
	B
	Std. Error
	Beta
	
	

	1
	(Constant)
	160,852
	145,865
	
	1,103
	,351

	
	FS07
	-,033
	,422
	-,046
	-,078
	,943

	
	AGE
	-12,476
	28,615
	-,233
	-,436
	,692

	
	SIZE
	-,040
	,038
	-,523
	-1,039
	,375

	
	EMPLOYEE
	-,046
	,035
	-,646
	-1,330
	,276

	a. Dependent Variable: SOLRA


SOLRA is the abbreviation for the solvency ratio. No significant outcomes are present in this regression again. Once again, no significant outcomes, the T-value comparison is a better manner to analyze the differences in Solvency Ratios between private companies in China. 

9.2.5
Interpretation of the results:

 To investigate the differences in performance between private non-listed companies in China, the companies are categorized in different company types. The types are separated based on the percentage of the firm’s shares owned by foreigners. A firm which is 100% owned by foreigners, is a different type of company than a company which is a joint-venture between a foreign party and a Chinese party. 

As performance indicators the following three were used: Net Margin, Return on Assets and the Solvency Ratio. Firms with any type of foreign ownership perform better on all three performance indicators. This tells us that private firms which are partly or wholly foreign owned in China, perform better than companies which are 100% Chinese owned. This is an interesting conclusion, in line with the expectations at the beginning of this paper: foreign ownership influences the firm’s performance positively. It holds at least for non-listed firms. 
But the conclusions can go in more detail, which make them even more interesting. Namely, the outcomes have shown that there are differences in performance between the different types of partly or wholly foreign owned firms. If we look at the Net Margins and the Return on Assets, there can be concluded that the joint-venture types of companies perform significantly better than 100% foreign owned firms. This means that the cooperation between a foreign party and a Chinese party is the winning strategy. 
This is exactly the result expected. Foreign and Chinese firms and their people both bring in their skills and knowledge and together they start a new firm in the Chinese market, these companies are the outperformers. 
The article by Greenaway (Greenaway, 2008) has been an important inspiration to apply this model for non-listed firms. The article by Greenaway finds a U-shaped relationship between the amount of foreign shareholders and the performance of Chinese private firms, companies’ performance rises as foreign ownership rises up to about 47-64%, and declines thereafter. It also concludes that joint-ventures are the outperformers in China. 
In this article, the categorization of the companies makes it able to compare different types of companies, where Greenaway looks at percentages. In Greenaway’s article, he defines foreign ownership in percentages, deducted by looking at the percentage of the firm’s capital, paid in by foreigners investors. The conclusions of this model are in line with the conclusions of the paper by Greenaway. 
10. Conclusions:

The central question of this paper states: “What is the influence of foreign ownership on the performance of Chinese companies?”. An important separation has been made between listed and non-listed companies in China. The role of the shareholder can be very different between private and public firms, which will have an important affect on the possible presence of the influence on the performance of that company. Research is done for both type of companies.
The analysis is applied on listed companies in China first. The more foreign shareholders, the better this firm is expected to perform on particular performance indicators. By making use of two independent datasets, generated from Thomson One Banker and ORIANA, it followed that this relationship does not hold at all. The amount of foreign shareholders and the performance of a listed company are not positively related, no relationship exists.  The paper by Jun Jiang (Jiang, 2005) derives similar conclusions. 
Different possible explanation could be pointed out for the absence of this relationship. A foreign shareholder in a Chinese listed firm could be too small to have influence on the company at all. Which means that this shareholder does not have enough power to positively influence to performance of the company. 
Shareholders in listed companies are also often passive shareholders, who do not intent to have an influence on the performance of the company, they will have to invest time and effort in it. The free-riding problem is probably of influence as well, if a shareholder decides to invest the time and effort, they are not the only shareholder benefitting, but all the existing shareholders profit from this effort. 
Even if foreign shareholders do try to influence the performance of the Chinese listed company, it is not clear if they are able to positively influence it. At least this is not supported by the data. This could be, because the listed company is already mature and experienced enough, the foreign shareholder does not possess such superior knowledge to influence the performance significantly positive. 

In the second part of the empirical part of the paper, an analysis has been applied on non-listed companies in China. Non-listed firms with foreign shareholders, are expected to perform better than companies without any foreign shareholders. 
To apply this analysis, non-listed companies have been categorized in five different types, based on the percentage of the firm’s shares owned by foreigners.  The most important difference between the types was three-fold: a company is completely Chinese owned, the firm is a joint-venture between a foreign party and a Chinese party, or it is completely foreign owned. The last two, appeared to perform better on all performance indicators used, which means that firms with any type of foreign involvement do perform significantly better than firms which are completely Chinese owned. This result is in line with the expectations for the non-listed companies. 

But the outcomes of the analysis show more results. We can also conclude that joint-venture companies perform significantly better than complete foreign owned firms on two performance indicators, the Net Margins and the Return on Assets. This means that firms with both a foreign shareholder, as well as a Chinese shareholders are the outperformers in the Chinese market, at least on two important performance indicators. The combination of a Chinese shareholder and a foreign shareholder, leads to the best performing companies. 
This analysis is inspired by the article by David Greenaway (Greenaway, 2008), who finds a U-shaped relationship between foreign ownership and firm’s performance of Chinese private companies. 
Overall, the paper has lead to some relevant conclusions, which companies and people doing business in China can use. For a multinational company, which has decided to expand its business to China, this analysis could be of value. A multinational company can expand into China in different manners. According to this analysis, the best manner to do this, is to set up a joint-venture in China in which they participate together with a Chinese party. The combination of these two parties is better than setting up a branch, which they completely own. 

Also for Chinese listed companies the results can be valuable, in for example their 
investors-relations activities. Investing time in attracting investors for the company is an important activity for listed firms. If the amount of foreign shareholders and the performance of the listed company would have been positively related, the company should do good by investing extra time in encouraging foreign shareholders to invest in their company. This is not the case, the analysis does not show significant results, so spending extra effort on attracting foreign shareholders will not pay off significantly. It will not positively influence the performance of the company.   
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12. Appendix:

Thomson One Banker:

To be able to measure the firm’s performance within the analysis in 9.1.1,  the following firm specific information is collected:
- Amount of foreign shareholder in % in 2007.
- Amount of foreign shareholder in % in 2008.
- Price/Earnings ratio in 2008, not available for a lot of companies.
- Price/Earnings ratio in 2007
- Price/Earnings ratio in 2006
- Return on assets 2008, not available for a lot of companies.
- Return on assets 2007.
- Return on assets 2006.
- Net Margin 2008, not available for a lot of companies.
- Net margin 2007.
- Net margin 2006.

Definitions of the performance indicators:

Net Margin: 
(Net Income before Preferred Dividends / Net Sales or Revenues) * 100.

Return on Assets:
(Net Income before Preferred Dividends + ((Interest Expense on Debt-Interest Capitalized) * (1-Tax Rate))) / Last Year’s Total Assets * 100.

Price-Earnings Ratio:
(Price per share / Annual Earnings per share) * 100.
Return on Shareholders’ Funds: 
((Net profit after taxation & preference dividend) / (Ordinary share capital + Reserves)) x 100

Solvency Ratio:
(Total capital / Total liabilities) * 100.
� China Statistical Yearbook 2008. 


� The  World Bank data.


� World Federation of Exchanges


� China Securities Regulatory Commission �HYPERLINK "http://www.csrc.gov.cn/n575458/n4001948/n4002030/4064521.html"�http://www.csrc.gov.cn/n575458/n4001948/n4002030/4064521.html� 


� China Securities Regulatory Commission��HYPERLINK "http://www.csrc.gov.cn/n575458/n4001948/n4002120/4069773.html"�http://www.csrc.gov.cn/n575458/n4001948/n4002120/4069773.html� 


� Chernance Survey, CFA Institute, 2007 


�HYPERLINK "http://www.iasplus.com/china/0704cfainstitutereport.pdf"�http://www.iasplus.com/china/0704cfainstitutereport.pdf� 


� �HYPERLINK "http://www.unctad.org/sections/dite_dir/docs/wir08_fs_cn_en.pdf"�http://www.unctad.org/sections/dite_dir/docs/wir08_fs_cn_en.pdf� 


� �HYPERLINK "http://stats.unctad.org/FDI/TableViewer/chartView.aspx"�http://stats.unctad.org/FDI/TableViewer/chartView.aspx� 


� �HYPERLINK "http://www.oecd.org/dataoecd/10/16/2090148.pdf"�http://www.oecd.org/dataoecd/10/16/2090148.pdf� 


� �HYPERLINK "http://www.unctad.org/en/docs/wir2008_en.pdf"�http://www.unctad.org/en/docs/wir2008_en.pdf� 


� �HYPERLINK "http://www.oecd.org/dataoecd/25/10/41792665.pdf"�http://www.oecd.org/dataoecd/25/10/41792665.pdf� 


� See appendix  for the exact information collected and for the performance indicator definitions. 


� See appendix for the performance indicator definitions.


� The book “The practice of business statistics” by David Moore is used for the corresponding significance levels. 


� The book “The practice of business statistics” by David Moore is used for the corresponding significance levels.


� The book “The practice of business statistics” by David Moore is used for the corresponding significance levels.
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