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1. Introduction 

The impact of ownership structure on a firm‟s performance and productivity has been 

one of the central issues in research in corporate governance and finance. The 

research contains two distinct strands. One direction dates back to Berle and Means 

(1932) who suggested that an inverse correlation exists between the diffusion of 

shareholding and firm performance. The other includes Demsetz (1983), Demsetz and 

Lehn (1985) and Demsetz and Villalonga (2001), who argued that there is not a 

monotonic relationship between firm performance and ownership structure. There are 

large literatures supporting these competing arguments. However, most studies are 

based on samples of large established companies. While the benefits of using such 

samples are obvious, the drawback is that the most prevalent form of enterprise – 

small-and-medium-sized enterprises (SMEs), and especially SMEs in their early 

developmental stage – has largely been neglected. 

 

As argued by Daily and Dollinger (1992, p.119), small firms may be preferable for 

studying governance issues as they “tend to have a cleaner proximate environment 

than larger and more diversified firms”. Another benefit of studying SMEs in their 

formative development is that this offers the potential to explore the evolution of 

ownership structure. A significant proportion of listed companies started as SMEs, 

and evolved into their current form with share diffusion. Therefore, better 

understanding of the link between ownership structure and performance in SMEs not 

only complements our understanding of this relationship in large firms, but also 

assists in understanding the determinants of changes in ownership structure. 

 

The rebirth of domestic private enterprises in China, since the late 1970s, has 

provided a unique opportunity to study the evolution of ownership structure in SMEs. 

Initially permitted only on the fringes of the economy, the domestic private sector 

struggled to survive at first, but started to take off from the late 1990s, once the 

Communist Party formally recognised the legitimate status of the private sector. By 

2010, the private sector was estimated to account for about two-thirds of gross 

domestic product (GDP) (State Administration for Industry and Commerce, 2010). In 

terms of their governance structure, about 90% of China‟s private enterprises are, in 

fact, family-run SMEs (Qin and Deng, 2009). SMEs in China represent a unique 

sample, with which one can study the effects of a developing market mechanism on 

the relationship between ownership structure and firm performance, given most have 

a relatively short history and operate in an embryonic market environment. 

 

Drawing on endogenous ownership theory, this paper examines the relationship 

between ownership structure and firm performance among SMEs in their formative 

development stage, using a survey of 189 private firms in Shantou City, China. This 
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paper is one of the first studies exploring the applicability of endogenous ownership 

theory in emerging markets as well as utilising a firm sample other than listed 

companies. The major contributions of the paper are threefold. 

First, the study extends research of the relationship between firm performance and 

ownership structure to SMEs in emerging markets. Most previous studies on 

ownership and performance rely on samples of listed companies, and most of them 

are restricted to developed market economies Endogenous ownership theory suggests 

that market forces are the drivers of change in ownership structure. However, it is 

unclear whether this remains the case in what Li (1996) describes as “an immature 

market environment”. The results of this study are consistent with endogenous 

ownership theory. This may be interpreted in one of two different ways: one is that 

even in a developing market environment, like China, market forces are strong 

enough to dominate ownership structure change; the other is that the market 

mechanism is functioning well in some areas of emerging markets.   

 

A second contribution is that the study explores the determinants of change of 

ownership structure. The results suggest that the existence of a volatile market 

environment and firm size are the major determinants of changes in ownership 

structure. This finding provides further evidence supporting the argument that the 

interaction of market forces is driving changes in ownership structure. 

 

A third contribution is that, in addition to using lagged ownership shares to instrument 

for the ownership variables, in the two-stage least squares regression (2SLS), for the 

first time in this literature we use the Lewbel (2012) instrumental variable approach as 

a robust check.  The Lewbel (2012) approach has the advantage that it uses 

heteroskedasticity restrictions to obtain identification without exclusion restrictions 

and, therefore, does not rely on conventional instruments. Our main findings using 

conventional instruments prove to be robust using the Lewbel (2012) method.  

 

The rest of this paper is organized as follows. Section 2 reviews the literature on 

ownership structure and firm performance with a special focus on endogenous 

ownership theory. Section 3 provides background information and an overview of the 

enterprise survey. Section 4 describes the data and definitions of the variables, and 

discusses the econometric methodology as well as presenting the empirical results for 

the relationship between ownership structure and firm performance. Section 5 

presents the empirical results for the determinants of changing ownership shares to 

further test endogenous ownership theory in Chinese private firms. A discussion of the 

results and some of the main conclusions are presented in Section 6. 

 

2. Literature Review 

Agency theory is frequently cited as a foundation for research on ownership structure 
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and performance. The agency problem inevitably arises in corporate governance, 

which describes the conflict of interests between owners/shareholders as the 

principals and managers as the agents. Consequently, residual control rights fall into 

the hands of management instead of the residual cash flow claimants. Jensen and 

Meckling (1976) further describe the cost of agency as the sum of monitoring 

expenditures incurred by the principal, bonding expenditures incurred by the agent (to 

guarantee that the agent will not take actions to harm the principal), and the value of 

the lost residual borne by the principal. In general, when ownership of a firm becomes 

more diffuse, the agency problem will be exacerbated due to the inability of relatively 

small shareholders to police the behaviour of management. The monitoring of 

managers by shareholders is also weakened by the well-known free-rider problem. To 

mitigate the problem of agency, an obvious remedy is to increase management 

shareholding, making the manager a significant residual claimant. 

 

However, although it seems that a firm performs better when ownership is in the 

hands of management, the relationship between the ownership structure and firm 

performance is inconclusive. Berle and Means (1932) suggest an inverse correlation 

exists between the diffusion of shareholding and firm performance. Their explanation 

is that managers‟ interests do not coincide with the interest of shareholders so that 

corporate resources are not used for the maximization of shareholders‟ wealth. This 

view has been supported in several studies. Shleifer and Vishny (1986), McConnell 

and Servaes (1990) and Zingales (1995) find a strong positive relationship between 

ownership concentration and corporate performance in the United States and other 

market economies and attribute this result to the impact of better monitoring. In 

transitional economies, Xu and Wang (1999) and Chen (2001) find a positive 

relationship between actual firm performance and ownership concentration for a 

sample of listed Chinese companies. Other studies also reach a similar result for 

Russia (Barberis et al., 1996) and the Czech Republic (Claessens & Djankov, 1999).  

 

There is another stream of literature discussing the relationship between ownership 

structure and firm performance; that is, endogenous ownership theory, which 

emphasizes the role of market discipline. Demsetz (1983) argues that ownership 

structure is endogenously determined in equilibrium. The ownership structure of a 

corporation should be thought of as an endogenous outcome of decisions that reflect 

the influence of shareholders, and of trading, on the market for shares. This view has 

been supported by some other scholars (Morck et al., 1988; Cho, 1998; Himmelberg 

et al., 1999; Holderness et al., 1999; Pindadop and La Torre, 2004). Regarding the 

main sources of endogenous ownership, the simultaneity between ownership and 

value is the most influential, as shown in Cho (1998), Demsetz and Villalonga (2001), 

and Pindadop and La Torre (2004), among others. Another main source is the 

individual heterogeneity affecting both firm value and its ownership structure 

(Himmelberg et al., 1999). In Demsetz and Villalonga‟s (2001, p.228) words:  

 

“[T]he market succeeds in bringing forth ownerships structures, whether these be 
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diffuse or concentrated, that are of approximate appropriateness for the firms 

they serve. These structures differ across firms because of difference in the 

circumstance facing firms, particularly in regard to scale economies, regulation, 

and the stability of the environment in which they operate. If these structures 

were the outcomes of perfect markets for control, they would eliminate any 

systematic relation between firm performance and ownership structure.” 

 

While there is much empirical evidence to support the central argument of 

endogenous ownership theory - ownership structure is the outcome of the interaction 

of market forces - little is known about whether such an argument still holds in a 

market where the market mechanism is embryonic. Emerging markets could be quite 

different from developed economies. In China, for instance, firms may be subject to 

different constraints and government has a strong influence over ownership structure 

of certain firms. The decision to transform the ownership arrangement of state-owned 

enterprises (SOEs) and township-village-enterprises (TVEs) was taken by the state in 

China, and it is likely that government will put profit ahead of political consideration. 

Besides, despite rapid development of the share market, there are only around 2000 

listed companies in China, which remain a small fraction of the whole economy,
1
 and 

the way that their ownership structure evolves may not represent other firms which 

are facing different operating environments. Therefore, studies on firms operating 

under different environments are warranted to provide comparisons with listed firms.    

 

This is an area that has started to attract some research interest. Demsetz and Lehn 

(1985) argued that firms with more stable prices, technology and market share need 

less managerial discretion and, therefore, managers can be monitored at a relatively 

low cost. In contrast, frequent changes in relative prices, technology, and market 

shares require timely managerial decisions concerning redeployment of corporate 

assets and personnel. The less stable a firm‟s environment, the greater the cost for the 

owner to maintain tighter control. Hence, a less stable business environment should 

give rise to a more concentrated ownership structure. It is commonly acknowledged 

that the business environment in a developing market, such as China, is volatile 

relative to many developed markets. Compared with other types of firms, private 

firms are facing even more uncertainties in the absence of government protection. As 

a result, a highly concentrated ownership structure seems to be an appropriate 

governance form for them, and family ownership has become a particularly important 

characteristic of many private enterprises because it allows firms to access cheap and 

flexible resources from family members to fill the void created by imperfect capital 

and labour markets. The important point is that given the market environment in 

China in which private firms operate, their ownership arrangements may not be best 

regarded as being exogenous. This point is consistent with theoretical modelling of 

Chinese enterprises, which have shown that the ownership structure in Chinese TVEs 

(Tian, 2000) and private enterprises (Qin, 2011) can be seen as endogenous. 

                                                        
1 There are 256,031 industrial enterprises whose annual sales from their core business are above 5 million RMB 

(around 735,000 USD based on an exchange rate US$1=6.8RMB) in 2009 (NBS, 2010).  
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Building upon these theoretical considerations, we examine the relationship between 

firm performance and ownership structure empirically. We select private enterprises 

as our sample mainly because private enterprises, as a group, have been subject to 

most market exposure. In China, SOEs and TVEs are owned by government at 

different levels, while foreign invested firms have received massive tax credits and 

other preferential treatments from government, and need to meet certain criteria 

(including an ownership threshold) in order to receive those benefits. In contrast, 

private enterprises have been least influenced by the government and represent a 

better sample, with which to examine the interaction of market forces. Thus, drawing 

on endogenous ownership theory we test the following hypotheses:   

 

H1a: Firm performance is related to the concentration and type of ownership shares 

 

H1b: There is no relationship between firm performance and the concentration and 

type of ownership shares  

 

In the first hypothesis we test whether the type, and concentration, of ownership 

shares is related to firm performance. H1a is consistent with the Berle and Means 

(1932) view that ownership structure matters for firm performance. H1b is consistent 

with the premise from endogenous ownership theory that ownership structure is 

strongly influenced by the given market environment. We test these competing 

hypotheses using the percentage of shares owned by the single largest shareholder, 

shares owned by the family and shares owned by top management.  

 

H2: There is a positive relationship between an unstable, or volatile, market 

environment and a change of ownership structure.  

 

Following endogenous ownership theory, which states ownership structure change is 

the outcome of interaction of market forces, we expect that firms facing a more 

volatile environment are more likely to change their ownership structure.   

 

3 Overview of Data Collection 

Shantou, a coastal city in Guangdong province, was one of the first four Economic 

Special Zones in China. Following three decades of rapid development, private 

enterprises are an important factor propelling economic growth in Shantou. In 2008, 

the industrial output of private enterprises in Shantou was RMB142.85 billion or 

US$21 billion (calculated using an exchange rate of $US1=6.8RMB), accounting for 

69.6% of Shantou‟s total industrial output; investment of private enterprises was 

US$2.13 billion, accounting for 55.3% of Shantou‟s total investment; and exports of 

private enterprises were US$1.85 billion, accounting for 42.9% of Shantou‟s exports. 

The value-added output by private enterprises accounted for 69.5% of Shantou‟s GDP 

in 2008 (“Development of Private Enterprises in Shantou City”, 2009). 
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The survey was administrated by the first author to private enterprises in Shantou 

between July and December 2009 and asked about the firm‟s situation at the end of 

2008. The questionnaire was first translated into Chinese and back translated into 

English to ensure the accuracy of the original translation. Altogether 300 copies of 

questionnaires were distributed to privately-run enterprises (excluding individual 

businesses)
2
, with assistance from the Association of Shantou‟s Private Enterprises. At 

the end of this process, 227 copies of the questionnaire were collected, accounting for 

76% of total distributed questionnaires. After removing incomplete questionnaires, 

there were 189 valid questionnaires, accounting for 83% of total collected copies or 

63% of total distributed copies. The questionnaires were completed either by the CEO 

or General Manager (15% of questionnaires) or chief accountant (85% of 

questionnaires). All questionnaires were checked for accuracy twice prior to entry. 

 

In the sample of 189 firms, from which the results were obtained, there were 182 

firms where families controlled at least 50% of the shares, accounting for 96.3% of 

the total. That is, most private enterprises in the sample were characterized as family 

businesses. In terms of legal form there were 29 solely owned companies, 10 

partnerships, 138 limited liability companies, and 12 joint-stock companies in the 

surveyed firms, accounting for 15.3%, 5.3%, 73.0%, and 6.4% of firms respectively.  

 

To ensure our sample is representative, ideally we would like to compare our sample 

with national statistics. Unfortunately, the National Statistics Bureau of China (NSBC) 

only reports statistics of firms whose annual sales from core businesses is above 

RMB5 million. Given that most private enterprises are relatively small, the majority 

of private enterprises are not included in the official statistics. Having said that, we 

are unaware of any factor that may lead to systematic bias of our sample. What we 

can say is that the sector distribution of the firms in our sample corresponds with the 

sector distribution of private enterprises in Shantou as a whole, as shown in Table 1. 

-------------- 

Insert Table 1 

---------------- 

4 The Relationship between Ownership Structure and Firm Performance 

Data and Empirical Specification  

Following the studies of Demsetz (1983), Demsetz and Lehn (1985), and Demsetz 

and Villalonga (2001), among others, we employ both ordinary least squares (OLS) 

and 2SLS regressions to examine the relationship between firm performance and 

ownership structure. The basic empirical specification is as follows: 

FirmPerformance=a +b1DTO+b2Size+b3Growth+b4Instab+ui      (1) 

where FirmPerformance, is the return on assets (ROA) of the firm, defined as the 

annual average rate of net profits to gross assets over the three years prior to the 

                                                        
2 A business that hires less than 8 employees is classified as an individual business, while businesses that employ 

eight or more people are classified as private enterprises.  
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survey;
3
   is the intercept; 1 4...   are the regression coefficients to be estimated;  

i  is the random error term; and DTO is a vector of different types of ownership 

shares. To measure ownership, specifically we consider the shares owned by the 

single largest owner (T1), the shares jointly owned by the largest owner and family 

members (Family), and the shares owned by top management (Manag). In addition we 

utilize two different measures to proxy each of firm size (Size), firm growth (Growth), 

and the instability of the business environment (Instab), as discussed further below. 

Descriptive statistics for each of the variables are provided in Table 2.  

 

---------------- 

Insert Table 2 

--------------- 

The single largest shareholder (T1) denotes the percentage of shares held by the 

single largest owner. This variable serves as a proxy for ownership concentration and 

was used in Qin and Deng‟s (2009) study of Chinese private enterprises and a number 

of other studies for other countries (see eg. Faccio et al., 2001). The average 

shareholding of the largest owner is 69.64%, reflecting high ownership concentration.   

 

Percentage of shares jointly owned by the largest owner and each of his/her family 

members (Family) is also used in many studies (Faccio et al., 2001; Anderson and 

Reeb, 2003) and can be used to explain the non-separation of ownership and control. 

The average shareholding jointly owned by the largest owner and his/her family 

members (Family) is 89.4%, reflecting a high concentration of family ownership. 

 

Percentage of shares owned by top management (Manag) refers to the percentage of 

shares owned by CEOs, deputy CEOs, general managers, and deputy general 

managers. As shown in Table 2, the average shareholding of top management in the 

sample is 64.79%, which is also indicative of high ownership concentration. 

 

Firm size (LnEm and LnAsset). This study uses two measures of firm size, which is 

defined respectively by the natural logarithm of annual average total employees and 

gross assets over the past three years. As shown in Table 2, the average size of sample 

firms is relatively small, irrespective of which measure is used. 

 

Firm growth (Growths and Growthp). While there are many alternative ways to proxy 

firm growth, this study defines firm growth as the average growth of sales revenue 

(Growths) and net profits (Growthp) over the past three years prior to the survey, 

which is the same definition as used in several previous studies (see eg. Chen, 2001; 

Qin and Deng, 2009). As shown in Table 2, firms in the sample have high growth 

opportunities, reflecting the rapid development of Chinese private enterprises. 

                                                        
3 The profit rate is a better measure of firm performance than the market value measured by Tobin‟s Q because 

market value cannot be easily obtained for most Chinese private enterprises. 
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Instability of the business environment (Instabs and Instabp). Although it is difficult to 

approximate the business environment, Demsetz and Lehn (1985) measure it as the 

standard deviation of monthly stock market rates of return or annual accounting profit 

rates, while Chen (2001) and Qin and Deng (2009) used the standard deviation of 

changes in firm‟s sales revenue to proxy the instability of the business environment. 

This study proxies the instability of the business environment using the standard 

deviation of changes in firm‟s sales revenue (Instabs) and profit rate (Instabp) over the 

past three years, respectively. This is consistent with Demsetz and Villalonga (2001) 

and other studies As shown in Table 2, the instability indicator measured by sales 

revenue is quite large with a mean of 118 in a range of 0.1 to 3,110, strongly implying 

that the business environment in China is volatile.  In alternative specifications, 

which are not reported, we use (x - Mean) / standard deviation as a proxy for 

instability, where x is either sales revenue or the profit rate and the results are 

quantitatively similar to those using standard deviation to proxy instability. 

 

Specifying fully the proxies for each of the variables, Equation (1) becomes: 

,

1

42413231

2212131211

ipsps uInstabInstabGrowthGrowth

LnAssetLnEmManagFamilyTROA








     (2)   

 

To instrument for ownership in the 2SLS regression we use two approaches. First, we 

use a conventional instrumental variable approach in which the three ownership 

variables are instrumented in the first stage using their one period lag. This follows 

the approach in studies such as Gugler and Weigand (2003). But, a potential problem 

with using lagged ownership as an instrument for ownership is that current and lagged 

values are serially correlated and relatively persistent over time.  Thus, potential 

endogeneity problems may still bias estimates, particularly in estimates with a 

relatively small number of observations (Shea, 1997). To address this potential 

concern, a separate set of 2SLS models were also estimated as a robust check that do 

not rely on the exclusion restriction. Specifically, we employ the methodology 

proposed by Lewbel (2012), which is useful for applications where conventional 

instruments are potentially weak. A pre-condition for using Lewbel‟s (2012) method is 

the existence of heteroskedasticity in the data. The estimation problem is: 

𝑌1 = 𝑋′𝛽1 + 𝑌2 𝛾1 +  𝜖1                      𝜖1 = 𝛼1𝑈 + 𝑉1                (3) 

𝑌2 = 𝑋′𝛽2 + 𝜖2                                     𝜖2 = 𝛼2𝑈 + 𝑉2                (4) 

 

Let 𝑌1  be firm performance and 𝑌2  be ownership shares. 𝑈 denotes the firm‟s 

unobserved characteristics which effects both its type, and concentration, of 

ownership shares and firm performance. 𝑉1  and 𝑉2  are idiosyncratic errors.   

Assume 𝑍 is a vector of observed exogenous variables ( 𝑍 could be a subset of 𝑋 

or equal to 𝑋). Lewbel (2012) argues that if the following moment conditions are met: 
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𝐸(𝑋𝜖1) = 0,      𝐸(𝑋𝜖2) = 0,       𝐶𝑜𝑣(𝑍, 𝜖1𝜖2) = 0 

and there is some heteroskedasticity of 𝜖𝑗, one can estimate the above set of equations 

by using [𝑍 − 𝐸(𝑍)]𝜖2 as an instrument. Lewbel (2012) also suggests, that in cases 

where instruments exist (such as lags of the endogenous variable as in our case), we 

can estimate the 𝑌1 and 𝑌2 equations using 2SLS lagged ownership shares and an 

estimate of [𝑍 − 𝐸(𝑍)]𝜖2 as instruments. As to the reliability of these estimates, 

Lewbel (2012, p.67) states: “The resulting identification is based on higher moments 

and so is likely to produce less reliable estimates than identification based on standard 

exclusion restrictions, but ….. could be used along with traditional instruments to 

increase efficiency.”  Thus, the Lewbel (2012) method represents a useful additional 

robust check on the conventional 2SLS estimates presented below. 

 

Empirical Results  

The results for Equation (2) using OLS and 2SLS, with lagged ownership shares as 

instruments for ownership are reported in Table 3. To test for multicollinearity, we 

examined the pairwise correlation coefficients between all variables, as well as the 

Variance Inflation Factors (VIF) from the OLS regression. The highest simple 

correlation was 0.67 between the single largest shareholder (T1) and family 

shareholding (family), with all other pairwise correlations between ownership and 

non-ownership variables less than 0.5. The highest VIF was 2.10 (T1) with the VIF 

for all other variables less than two. Thus multicollinearity does not present a problem 

in the sample. The diagnostic tests for the 2SLS regression are reported at the bottom 

of Table 3. We report the partial R-squared, which is the R-squared of the first-stage 

regression with the included instruments „partialled out‟, the first stage F-statistic and 

the Anderson canon. corr. LM test. The 2SLS regression satisfies each of the three 

tests.  There is an increase in the adjusted R-squared when the instruments are 

included. The first stage F statistics satisfy the Stock and Yogo (2002) test. The 

Anderson canon. corr. LM test indicates that the model is identified. 

 

-------------- 

Insert Table 3 

----------------- 

Turning to the results, none of the ownership variables (T1, Family, and Manag) are 

statistically significant in either the OLS or 2SLS regressions, supporting H1b, 

consistent with endogenous ownership theory. While not reported, we also regressed 

FirmPerformance on just the three ownership variables (without controls) and again 

each was statistically insignificant. There was a statistically significant relationship 

between firm performance and firm size in both OLS and 2SLS regressions, 

irrespective of whether firm size is measured by employees (LnEm) or assets 

(LnAsset). Interestingly, the coefficients on LmEm and LnAsset have opposite signs. 

Firm size, measured by assets, has a negative sign, consistent with Demsetz and 

Villalonga (2001) and other studies. However, firm size, measured by employees, has 
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a positive sign, meaning that firms with more employees exhibit better performance. 

This finding is similar to that reported in Qin and Deng (2009). One possible 

explanation for this result is that increased agency costs associated with hiring more 

employees may be offset by the benefits of being larger. In this respect, given that 

most private enterprises in China are relatively small, this result indicates that there is 

room to realize economies of scale with further expansion. 

 

Instability of the business environment, measured by sales revenue (Instabs), is 

negatively associated with firm performance in the OLS regression, although only 

weakly significant, but is insignificant in the 2SLS regression. Instability of the 

business environment measured by profit (Instabp) is negatively associated with firm 

performance in the 2SLS regression This latter result suggests that changes in 

business circumstances are not beneficial for the performance of firms. The result is 

consistent with Demsetz and Lehn (1985), Demsetz and Villalonga (2001) and other 

studies. The coefficient on firm growth, measured by assets, (Growths) is positive and 

significant in the OLS regression, indicating firms with greater growth opportunities 

perform better, but is statistically insignificant in the 2SLS regression. 

 

In Table 4 we present the results using the Lewbel (2012) method to instrument for 

ownership. We do so briefly because the story remains intact.  2SLS2 is the 

two-stage least squares estimates using [𝑍 − 𝐸(𝑍)]𝜖2 alone as an instrument. 2SLS3 

is the two-stage least squares estimates using [𝑍 − 𝐸(𝑍)]𝜖2  as well as lagged 

ownership shares as instruments. The Breusch-Pagan/ Cook-Weisberg test rejects the 

null of constant variance in all cases except for T1 in 2SLS2. Thus, this result 

generally suggests that heteroskedasticity is present, which is a precondition to apply 

the Lewbel (2012) method. Turning to the results, the ownership variables are 

statistically insignificant in both 2SLS2 and 2SLS3, while the signs and significance 

of the coefficients on the other variables are the same as the 2SLS results in Table 3. 

 

-------------- 

Insert Table 4 

-------------- 

5 The Determinants of Changing Ownership Shares  

The empirical study in the previous section shows that there is not a monotonic 

relationship between ownership structure and firm performance, confirming a core 

tenet of endogenous ownership theory. To further explore the factors underpinning the 

endogeneity of ownership structure in Chinese private enterprises, this section 

presents empirical results for the determinants of changing ownership shares. 

 

It can be argued that endogenously determined ownership requires free trade of 

ownership shares, such as via publicly listed companies. Therefore, it is not applicable 

for Chinese private enterprises, as few of them are listed companies. However, this 

argument ignores the fact that there are pathways for Chinese private enterprises to 

adjust their ownership structure. For example, they can re-register when their 
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ownership shares change, which is required by relevant laws. Indeed, one of the basic 

requirements of being publicly listed in the stock exchange is that a private firm must 

first register as a joint-stock company. Although re-registration may involve 

significant costs and time, there is no limit on how many times a private firm can 

re-register. In other words, a private firm can change their ownership structure via 

re-registration. 

----------------- 

Insert Table 5 

------------------ 

As shown in Table 5, among 189 surveyed firms, 121 firms, or about two-thirds of the 

surveyed firms, had changed their ownership structure at least once since they started 

operations. Among them, 62 firms (51%) changed their ownership structure by 

exchanging shares among existing shareholders; 39 firms (32%) by issuing new 

shares to new shareholders; and 6 firms (5%) by issuing shares to the public. In terms 

of the reasons for adjusting ownership structure, 42 firms (35%) claimed to be 

swapping debt for equity; 33 firms (27%) listed attracting new talent to join the 

company, while 31 firms (26%) were raising funds for business expansion. 

 

Comparing changes in ownership structure from start up to the end of 2008, the 

average ownership of the single largest shareholder (T1) increased from 68.1% to 

69.6%, family shareholding (Family) increased form 87.7% to 89.4%, while top 

management shareholding (Manag) increased from 63.6% to 64.8%. The results 

suggest that ownership concentration in Chinese private enterprises has increased. 

   

A probit model was employed to investigate the determinants of changing ownership 

shares in Chinese private enterprises. In this model, the dependent variable, i.e., 

changing ownership shares, is a binary variable set equal to 1 if the firm had changed 

its ownership shares and set equal to zero otherwise. Figure 1 plots the distribution (k 

density) of ROA on three categories of firms; namely, all firms, firms who changed 

ownership and the firms who did not change ownership. The distributions are almost 

the same across the three categories.  The control variables are the single largest 

shareholder (T1), family shareholding (Family), top management shareholding 

(manag), firm size (LnEm and LnAsset), firm growth (Growths and Growthp), the 

instability of the business environment (Instabs and Instabp) and firm performance 

(ROA), as defined above. The results are reported in Table 6. 

 

----------------------------- 

Insert Fig. 1 & Table 6 

---------------------------- 

 

There is a positive relationship between changing ownership shares and firm size, 

irrespective of whether firm size is measured by employees (LnEm) or assets 

(LnAsset). This result indicates that larger firms are more likely to change their 

ownership structure. Meanwhile, the instability of the business environment measured 
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by sales revenue (Instabs) and net profits (Instabp) has a positive relationship with 

change in ownership. This finding suggests that firms are more likely to change their 

ownership structure when the business environment is more unstable, supporting H2. 

Referring back to the reasons given for changing ownership structure, in Table 5, we 

can reasonably expect that firms facing a volatile environment are more likely to need 

new talent and funding and are likely to have a significant amount of debt to be paid. 

The findings here also support the argument by Demsetz and Lehn (1985) that 

ownership structure is a function of firm size and business instability. 

 

Firm performance (ROA), and firm growth (Growths and Growthp) do not have any 

statistically significant relationship with changing ownership shares. One explanation 

for the results is that an owner may choose to either increase or decrease their 

ownership share when the firm‟s performance is unsatisfactory. For instance, 

professional managers are often employed in difficult times, which suggests a 

decrease in existing shareholders‟ shares (Barth et al., 2005). At the same time, large 

owners may choose to reinforce their control by increasing their shares when the firm 

is not performing. None of the ownership variables (T1, Family, and Manag) is 

statistically significant in the probit regression, indicating that the existing ownership 

arrangement itself does not affect decisions on the change of ownership. Rather, they 

are more likely to change ownership when the firms are large enough. In particular, 

when the business environment is relatively volatile, decisions need to be made more 

quickly and flexibly in response to market fluctuations. Given the fact that the 

business environment is relatively volatile in China and ownership concentration has 

been enhanced in the sample firms, our findings show that a higher ownership 

concentration is associated with a more unstable business environment, indicating that 

private firms have to adopt an appropriate corporate governance mechanism to 

changing business circumstances. That is, ownership shares should be concentrated in 

the hands of decision-makers of the firm. Therefore, our results extend endogenous 

ownership theory to reflect conditions in developing markets. 

 

6 Discussion and Conclusions 

This paper studies ownership structure and performance in emerging market ,utilising 

a sample of private enterprises in China. The findings in the study have confirmed the 

major claims of endogenous ownership theory and have revealed some interesting 

phenomenon in a developing market environment. The study suggests that the 

importance of ownership structure is more complicated than previously understood. 

Following endogenous ownership theory, this paper confirms that there is no 

systematic relationship between ownership shareholding and firm performance. On 

the other hand, the study extends endogenous ownership theory to further take into 

account the impact of the economic environment on ownership decisions. This 

extension has enabled us to study ownership structure and firm performance in a 

developing market such as China, particularly for SMEs. 

 

By providing two measurements to proxy the market environment, there are two 
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related empirical tests in this paper. The first test shows that the distribution of 

ownership rights does not have an impact on firm performance, while the second test 

reveals that the change of ownership is strongly affected by the market environment.  

 

This paper provides support to the notion that most Chinese private enterprises have 

been characterized by concentrated ownership in term of corporate governance. Given 

the volatile business environment in China, high ownership concentration and tight 

control in private firms can ensure decisions can be made more quickly and flexibly in 

response to market fluctuations. As the market becomes more and more mature and 

increasingly rational, private firms will also adopt an appropriate corporate 

governance mechanism corresponding to the change in business circumstances, 

consistent with many Western companies with more diffused ownership, in the future. 

 

Like any study of a similar nature, this study also has some limitations: first, it is 

based on one survey in one city in one country. While our sample is representative of 

private enterprises in Shantou, it may not be representative of private enterprises in 

the rest of the country, or, for that matter, other emerging markets. Unfortunately, the 

unavailability of statistics prevents us from testing the representativeness of our 

sample at the national level. Secondly, we only have a limited sample size. Such 

limitations suggest the need for further research to confirm our results. 

 

This said, we believe our research can provide insights for both entrepreneurs and 

policy makers in emerging markets. First, our study suggests that there is no need to 

manipulate firm‟s ownership structure to improve their performance. Despite the 

generally accepted failure of the planned economy in China, there remains a high 

level of government intervention. Some government officials feel that they are 

obliged to guide firms to ensure that they maintain a particular level of a certain type 

of ownership. Our study has revealed that there exists no statistically significant 

relationship between ownership structure and firm‟s performance. Therefore, it is 

unnecessary to influence firms‟ decision on ownership structure.  

 

Second, it should be made easier for non-listed firms to adjust their ownership 

arrangements. Our study suggests instability is the main driving force for firms to 

change ownership structure. Given the existing market environment in China, it is 

likely that firms will continue to operate in a volatile environment for the foreseeable 

future. Policy makers need to be aware that firms do need to adjust ownership 

arrangements to cope with changing markets and make it easier for firms to so do.  

 

Thirdly, family ownership can be an appropriate governance structure in an 

under-developed market. More than 95 per cent of survey firms have at least 50 per 

cent of shares controlled by one family. Even if family share ownership itself does not 

have a statistically significant impact on performance, family ownership not only 

allows firms to maintain control of the firm in a volatile market environment, it also 

allows firms to access cheap resources offered by family members. Family ownership 
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may be especially important in a family-centred society like China.  

 

Lastly, government can have a more important role to play in reducing market 

volatility. Our research suggests that a volatile market environment is a key 

determinant for changes in ownership structure. While changes in ownership structure 

itself are not necessarily a bad thing, frequent changes can be costly for a firm. 

Government, at different levels, may assist firms in coping with market volatility by 

providing information and avoiding dramatic changes in policies.  
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Table 1: Industrial Distribution of Shantou’s Private Enterprises and Survey 

Firms at the End of 2008 

 

  Shantou City Surveyed Firms 

  Firms proportion firms Proportion 

Total firms 19,700   189   

Primary Industry 410 2.1% 5 2.7% 

Secondary Industry 10,875 55.2% 109 57.6% 

 Of the total: Manufacturing 9,570 48.6% 87 46.0% 

Construction 995 5.1% 12 6.4% 

Tertiary Industry 8,415 42.7% 75 39.7% 

Of the total: Wholesale and retail 

trade and catering service 
3,290 16.7% 28 14.8% 

Source: “Development of Private Enterprises in Shantou City” (Shantou Daily, October 1, 2009) 

and Researchers' Survey. 
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Table 2: Descriptive Statistics for the Survey Firms 

 

Variables Mean Standard Deviation Min Max 

ROA (%) 14.16 36.72 -28.83 293.33 

T1 (%) 69.64 19.14 11 100 

Family (%) 89.40 18.86 11 100 

Manag (%) 64.79 28.60 0 100 

LnEm 3.44 1.41 1.80 8.08 

LnAsset -0.63 1.54 -6.08 4.21 

Growths (%) 31.82 136.92 -89.07 1490 

Growthp (%) 23.03 209.97 -1668.33 1255.83 

Instabs (%) 117.67 469.11 0.10 3110.25 

Instabp (%) 5.80 15.65 0.04 178.05 

ROA: Average profit rate in three years prior to the survey; T1: The largest shareholder; Family: 

Family shares (including the largest shareholder and family members); Manag: Shares of top 

management; LnEm: Natural log of average total employees in three years prior to the survey (persons); 

LnAsset: Natural log of average gross assets in three years prior to the survey (million USD); Growths: 

average growth of sales revenue over the past three years prior to the survey; Growthp: average growth 

of net profit over the past three years prior to the survey; Instabs: Standard deviation of sales in three 

years prior to the survey: Instabp: Standard deviation of net profit in three years prior to the survey. 
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Table 3: Determinants of Firm Performance 

 

ROA OLS 2SLS 

   

T1 0.0802 0.203 

 (0.680) (0.982) 

Family -0.0119 -0.0413 

 (-0.0960) (-0.211) 

Manag -0.117 -0.109 

 (-0.984) (-1.085) 

lnEM 9.568*** 9.636*** 

 (2.969) (4.744) 

LnAsset -8.499*** -8.391*** 

 (-2.985) (-4.007) 

Growths 0.00211*** 0.00191 

 (3.304) (1.056) 

Growthp -0.000438 -0.000439 

 (-0.914) (-0.377) 

Instabs -0.00820* -0.00880 

 (-1.663) (-1.451) 

Instabp 0.802 0.821*** 

 (1.313) (4.841) 

Constant -25.33 -31.89* 

 (-1.576) (-1.862) 

   

Number of Firms 189 189 

R-squared 0.220 0.217 

F-Statistics 10.95*** 5.60*** 

Diagnostic tests for 2SLS estimation 

Partial R-Squared  T1 = 0.751 

Family = 0.786 

Manag = 0.908 

Anderson canon. corr. LM test  128.694*** 

First Stage F-statistic   

(Stock & Yogo, 2002 test) 

 T1 = 130.10*** 

Family = 166.89*** 

Manag = 461.99*** 

Notes: Robust t-statistics in parentheses, *** p<0.01, ** p<0.05, * p<0.1 
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Table 4: Lewbel (2012) 2SLS Estimates 

 

ROA 2SLS2 2SLS3 

   

T1 -0.303 0.155 

 (-0.829) (0.808) 

Family 0.301 -0.0398 

 (1.013) (-0.218) 

Manag -0.219 -0.132 

 (-1.643) (-1.368) 

lnEM 9.921*** 9.562*** 

 (4.692) (4.737) 

LnAsset -9.255*** -8.421*** 

 (-4.225) (-4.037) 

Growths 0.00272 0.00203 

 (1.444) (1.126) 

Growthp -0.000515 -0.000427 

 (-0.432) (-0.367) 

Instabs -0.00623 -0.00850 

 (-0.985) (-1.405) 

Instabp 0.773*** 0.815*** 

 (4.330) (4.828) 

Constant -21.95 -27.00* 

 (-0.944) (-1.733) 

   

Number of Firms 189 189 

R-squared 0.187 0.219 

Wald chi2(9) Statistics 53.87*** 58.78*** 

Breusch-Pagan / Cook-Weisberg test for heteroskedasticity 

Chi2(1) Statistics for 

First stage regression of: 

T1: 0.68 T1: 58.58*** 

Family:  3.74** Family: 124.11*** 

Manag: 2.87* Manag: 14.79 *** 

Notes:  t-statistics in parentheses, *** p<0.01, ** p<0.05, * p<0.1 
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Table 5: Means and Reasons for Changing Ownership Shares 

 

  Means Reasons 

firms Proportion Firms proportion 

1, Means of Changing Ownership 

Shares:  

121    

a. Some existing shareholders increase 

shares while others decrease shares 

62 51.2%   

b. Issuing new shares to new 

shareholders 

39 32.2%   

c. Issuing shares to the public 6 5.0%   

d. Other ways (not specified) 14 11.6%   

2, Reasons of Changing Ownership 

Shares:  

  121      

a. Attracting new talent to join the 

company 

  33 27.3% 

b. Raising funds for business expansion   31 25.6% 

c. Swapping debt for equity   42 34.7% 

d. Other reasons (not specified)   15 12.4% 
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Table 6 Determinants of Changing Ownership Shares 

 

Variables Coefficients 

T1 0.0060   (0.69) 

Family -0.0112   (-1.42) 

Manag 0.0014   (0.29) 

LnEM 0.1798
* 

  (1.72)
 

LnAsset 0.4015
*** 

  (3.36)
 

Growths -0.0007   (-0.69) 

Growthp 0.0003   (0.39) 

Instabs 0.0092
*** 

  (2.70)
 

Instabp 0.0711 
* 

  (1.79)
 

ROA 0.0006
 
  (0.12)

 

Constant 0.2877   (0.39) 

Number of firms 189 

Log pseudolikelihood
 

-88.1597 

Pseudo R
2 

0.2860 

Wald chi2(10) 46.95 

Prob>chi2 0.0000 

Notes:  z-statistics are in parentheses; *** p<0.01, ** p<0.05, * p<0.1   
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Figure 1: 

 

 

 


