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Abstract: This paper empirically studies the relation between the non-tradable shares reform and the prob-
ability of changing in use of the proceeds from refinancing via Probit regression using the refinancing records 
data from January 15, 2002 to June 4, 2009, then we adopt an alternative binary-choice model, Logit model, 
to perform further robustness checks. After controlling for the external factors including the firm size, liquid-
ity ration and main business's increasing rate of income, we find that, based on forming a mutual benefit 
foundation between large shareholders and outside minority shareholders regarding the share price and market 
value of the companies, the non-tradable shares reform does mitigate the motive of changing in use of pro-
ceeds from refinancing. Our findings shed light on the importance and necessity of non-tradable shares re-
form. 
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1 Introduction 

The listed companies in China stock market could refi-
nance, i.e., further raise the capital after IPO (Initial Pub-
lic Offering), mainly via convertible bonds and Seasoned 
Equity Offerings (SEOs) which includes public offerings, 
private placement and right issues. However, it has been 
a common practice that the use of proceeds from refi-
nancing has always been deviated from its original plan 
in Chinese listed companies.  

Li et al. (2008)[1] summarized that, the destinations of 
the use of proceeds from refinancing can always be cl- 
assified into following categories: investment in un-rela- 
ted fixed investment projects; the supplement to working 
capital; idle capital; purchasing other companies’ assets; 
financial investment, e.g. investment in stocks and bonds 
through financial agencies. These changes in the use of 
proceeds may benefit the large shareholders much. Es-
sentially, the large shareholders could move the raised 
capital to the investment projects which may bring them 
more private benefits of control, which can to some ex-
tent be proved by the evidence of the tunneling behavior 
of Chinese listed firms (e.g. Li, et al, 2004[2]; Li, et al, 
2005[3]). Existing literatures on the change in use of pro-
ceeds mainly target on the two dimensions: causes and 
consequences (e.g. the effect on company’s perform- 
ance). 

For the causes, Zhang & Zhai (2005)[4] investigated 
the reasons why those listed companies did not invest in 
the items specific in their prospectuses and why they 
altered the direction and held more cash instead. Their 
empirical results showed that the probability and degree 
of changes is inversely related to the sizes of the com-
pany and its long-term investment but positively related 

to the amount of cash, related party transaction, and the 
concentration of ownership. However, Yang (2003)[5] 
showed that the alteration of the flow of the investment 
of the financing capital was the inevitable outcome of 
market mechanism. Based on the statistical analysis on 
the 1290 announcements of 530 listed companies about 
the alteration of financing capital during 2000-2006, Fan 
& Zhang (2008)[6] found that the determination and al-
teration of a capital-raising project were quite arbitrary, 
large amounts of capital raised were possessed by asso-
ciated parties or left idle, and some investments were 
deceptive. 

For the consequences, Chen (2007)[7] tested the rela-
tions between raising capital investment and operating 
performance, focusing on the listed companies which 
raised capital in year 2000, 2001 and 2002 through IPO 
and SEO. The result indicated the changing of raised 
capital investment had notable negative effect to the op-
erating performance. But above literatures did not dif-
ferentiate between IPO and SEO. Liu & Dai (2004)[8] 
started to differentiate between IPO and SEO, and take 
both the causes and consequences into account. They 
performed a research on the 322 listed companies which 
raised fund in 2000 by public offering, and defined the 
change of committed investment projects of raised fund 
as concealed change and obvious change. They found 
that IPO companies changed their committed investment 
project of raised fund more frequently than SEO compa-
nies, and the scale of the listed companies had negative 
correlation with change of committed investment project 

From above, we could easily see that almost none of 
the extant researches have put the behavior of changing 
in the use of proceeds into the big picture of the institu-
tional background of China stock market. Actually, it is 
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well-known that the non-tradable-share is the unique 
characteristics of China stock market. Before the reform, 
non-tradable shares in China stock market occupy almost 
2/3 of the total issued shares and mainly consist of state- 
owned and legal person shares. This institutional defect 
would lead to a bad situation that the large shareholders 
could not benefit from any increase in the share price or 
the market value of the company. This absence of the 
mutual benefit foundation thus makes the large share-
holders have strong motivation to deviate from the inter-
ests of the outside minority shareholders by changing the 
use of proceeds. Therefore, it is a brand new point of 
view and would be very interesting and meaningful to 
deeply look at the relation between change in the use of 
the proceeds and the non-tradable-share structure and its 
reform later on in China stock market.  

The original rationale for those non-tradable shares 
was to keep the property of the state-owned enterprises. 
It has been generally accepted among the Chinese inves-
tors that it is just this institutional defect that has contrib-
uted many anomalies which would not emerge in western 
mature markets and lowered down the entire develop-
ment of China stock market. To improve the health of the 
China financial system, the government finally made the 
decision to clear this huge overhang. On April 29, 2005, 
with the guidelines of the Circular on Issues relating to 
Pilot Reform of Listed Companies’ Non-Tradable Shares 
by China Securities Regulatory Commission (CSRC), the 
Pilot Reform of non-tradable shares initialized, which 
stipulates that non-tradable shareholders have to bargain 
with tradable shareholders for compensation for gaining 
liquidity. By the end of the year of 2009, almost all of the 
listed companies of China stock market have successfully 
accomplished the reform. But what has the reform really 
brought to the market? Many researchers have empiri-
cally examined this big issue from following three dif-
ferent channels: compensation and pricing, market reac-
tion, and corporate governance.  

First, for the compensation and pricing issue, Wu et al. 
(2006)[9] tested the factors which would affect considera-
tion ratio between non-tradable shareholders and trad- 
able shareholders. Their results suggested that the game 
mechanism adopted in the reform generally could ensure 
the rationality of reform projects and protect both share-
holders, but the institutional investors had not exhibited 
their bargaining ability in the reform. Based on the spe-
cial event of the consideration ratio determination in non- 
tradable shares reform, Zheng et al. (2007)[10] examined 
the effectiveness of corporate governance mechanisms of 
China’s listed companies and thus presented the new 
evidence to evaluate the status of corporate governance 
in China. Their results indicated that among the current 
corporate governance mechanisms, the existence of ac-
tive investors outside the controlling shareholder had 
significant effects on the consideration determination and 

then was effective in corporate governance practice. Zhu 
et al. (2006)[11] used option pricing method to price the 
liquidity for the reform of non-tradable shares. In addi-
tion, Xu & Wu (2007)[12] used the theory of “anchoring 
effect” in psychology to investigate the ways to set the 
compensation ratio and the determinants of compensa-
tion ratio. 

Second, for the market reaction issue, Liao & Shen 
(2008)[13] used the Fama-French three factors model to 
examine the effect of the reform and found that the mar-
ket’s reaction to the reform was positive significantly and 
the more the consideration led to the larger the reaction, 
while the bigger the proportion of the first shareholder 
and the lower the check-and-balance of ownership would 
lead to the smaller the reaction, thus the future corporate 
control market had a positive impact on the interests of 
the shareholders. Huang & Tu (2009)[14] studied the rela-
tionship evolution between ownership structure and cor-
porate performance pre and post the reform action. Their 
results showed that the listed companies’ performances 
had been improved after the reform. The difference of 
the average performance between the groups of high and 
low state share proportion had decreased gradually, and 
the average performance in equity decentralization com-
panies was improved faster than that in concentrated eq-
uity companies. Based on 1218 companies experiencing 
the reform, Chen & Wu (2008)[15] empirically studied the 
market reaction and the factors that affected the market 
reaction during the period of reform. Their results 
showed that there was significantly positive accumulated 
abnormal profit in reformed companies and the market 
reacted obviously to reformed companies in advance, and 
the market performance of reformed companies pre-
sented an obvious overreaction-amendment mode. Fur-
thermore, the higher consideration ratio tradable share 
holders obtained and the higher tradable share holders 
supported the share reform plan would lead to the better 
reformed companies perform, but the corporation gov-
ernance before reform and price to book value had no 
impacts on market performance. 

Third, for the corporate governance, Liao & Zhang 
(2008)[16] constructed a “difference in difference” mo- 
del by adopting the China’s public-trade firms ultimately 
controlled by families and the analysis framework of 
pyramidal ownership. Their empirical results suggested 
that the reform indeed improved public-trade firms’ gov-
ernance and helped to remove the confliction between 
the ultimate controller’s benefits and firm’s valuation, 
regarding to those firms ultimate controlled by families. 
Adopting the principal component analysis, Liao et al. 
(2008)[17] further constructed the Corporate Governance 
Index and then analyzed the role of the split-share struc-
ture reform on Corporate Governance Index. They found 
that: the split-share structure reform had significantly 
improved the corporate governance of listed companies; 
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within the four dimensions of corporate governance, the 
split-share structure reform had the most notable influ-
ence on the controlling shareholder; those companies 
having the ultimate ownership of the state-owned shares 
and those companies having the concentrated ownership 
had a larger improvement on corporate governance; con-
sidering the stage of the split-share structure reform, after 
they controlled the self-selection of the sample, they 
found the effects of the reform were gradually mani-
fested, those companies implemented the reform had a 
bigger improvement on corporate governance than those 
companies that hadn’t implemented it.  

To summarize, as a fundamental institutional break-
through, the non-tradable shares reform has indeed play- 
ed an active role in corporate performance and govern-
ance. But how would the reform behave upon changing 
in use of the proceeds from refinancing is still an open 
issue and yet need to be studied.  

Hence, we first construct a Probit model to empirically 
test the relation between the non-tradable shares reform 
and the probability of changing in use of the proceeds 
from refinancing using the refinancing records data from 
January 15, 2002 to June 4, 2009, then we adopt an al-
ternative binary-choice model, Logit model, to perform 
further robustness checks. After controlling for the ex-
ternal factors including the firm size, liquidity ration and 
main business's increasing rate of income, we find that, 
based on forming a mutual benefit foundation between 
large shareholders and outside minority shareholders 
regarding the share price and market value of the compa-
nies, the non-tradable shares reform does mitigate the 
motive of changing in use of proceeds from refinancing. 
Our findings shed light on the importance and necessity 
of non-tradable shares reform. To the best of our knowl-
edge, we are the first attempt to explore the relation be-
tween the non-tradable shares reform and the probability 
of changing in use of the proceeds from refinancing, thus 
contribute to the literatures both on non-tradable shares 
reform and changing in use of the proceeds areas.  

The remainder of the paper is organized as follows. 
Section 2 develops the hypothesis to be tested. Section 3 
describes the data used in the study and includes sample 
summary statistics. Section 4 presents the empirical re-
sults. Section 5 provides robustness checks, and Section 
6 concludes. 

2 Development of Hypothesis 

As we discussed above, before the reform, the unique 
non-tradable shares structure in China stock market could 
not guarantee a unanimous platform for benefits sharing 
between the illiquid large shareholders and liquid minor-
ity shareholders. It forces the large shareholders care less 
about the company fundamentals and improvements of 
their management, and have more incentive to manipu-
late the allocation of the resources towards their personal 

private benefits of control and deviate from the interests 
of the outside minority shareholders by changing the use 
of proceeds or exercise other defacto expropriations thro- 
ugh the pursuit of investment projects or objectives that 
are not profit-maximizing in return for their own utilities. 
However, all these situations change after non-tradable 
shares reform. After non-tradable shares reform, the sto- 
ck price acts as an effective corporate governance device 
for the large shareholders since they would care more 
about the stock price. Therefore, we expect that after 
non-tradable shares reform, the probability of changing 
in use of the proceeds from refinancing would be sig-
nificantly smaller than that before the reform. Formally, 
our hypothesis is: non-tradable shares reform decreases 
the probability of changing in use of the proceeds from 
refinancing. 

3. Sample Selection and Data 

Our primary data source are Wind Financial Database 
and CCER (China Center for Economic Research) China 
Economic Research Database. They are both the leading 
financial data and financial software providers in Main- 
land China, and record the whole development process of 
Chinese stock market in an objective and accurate way. 
We extract and merge the data of the change in use of 
proceeds from refinancing with firm’s financial data for 
the firms listed on Shanghai and Shenzhen Stock Ex-
change (excluding B shares) from Wind Financial Data-
base and retrieve SOEs and PEs data from CCER China 
Economic Research Database. We select January 15, 
2002 to June 4, 2009 as the refinancing period for analy-
sis, and January 1, 2001 to December 31, 2008 as the 
financial data period to match the refinancing data.  

We notice that the private placement has been in-
cluded into the public offerings sample in the databases, 
so there are only three refinancing ways in our sample, 
i.e., convertible bonds, public offerings (containing pri-
vate placement), and right issues. Since one company 
could announce more than one projects at the same date 
and some of which would change the use of proceeds 
while others not, we identify them as one change record 
provided that at least one of the projects change. 

After some preliminary treatments, similar to other 
empirical finance researches, we delete 24 refinancing 
records (based on our identification method for change) 
of financial companies according to the industries classi-
fication standards set by China Securities Regulatory 
Commission (CSRC). Table 1 shows that we finally have 
572 records for full sample, 389 records for SOEs sample 
and 183 records for PEs sample, respectively. 

Table 2 compares the change in use of proceeds before 
and after non-tradable shares reform. It is easy to see that, 
the percentages of change in use of proceeds all decrease 
after the reform, which implies that at least at the de-
scriptive level, the non-tradable shares reform has dem 
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onstrated its power to mitigate the motive of changing in 
use of proceeds from refinancing. 

 
Table 1. Summary of samples for formal econometrics test 

 Total Unchanged Changed 

All 572 439 133 

SOEs 389 303 86 

PEs 183 136 47 

 
Table 2. Comparison of Change in Use of Proceeds before and after 
non-tradable shares reform 

 Changed after NTSR(%) Changed before NTSR(%)

All 18.80% 33.53% 

SOEs 18.01% 30.47% 

PEs 20.29% 42.22% 

Note: SOEs refers to State Owned Enterprises; PEs refers to Private Enter-
prises; NTSR refers to Non-tradable Shares Reform. 

 

4 Empirical results 

We perform following Probit regression to examine the 
relations between non-tradable shares reform and the 
probability of changing in use of the proceeds from refi-
nancing in China stock market: 

1 2

3 4

_ _ijt ijt ijt

ijt ijt ijt

Change Dummy c α NTSR Dummy α ln Asset
α LR α IG ε

  
  

 

where, for refinancing annou cement i of firm j occurred 

Change_Dummyijt=1 

when the use of p ng was changed, 

NTSR_Dummyijt=1 

when the refinanc ate was after the 

 size) the natural logarithm of the total 
as

 the end of year t-1; 
income 

of
r term. 

Fo ai (2004), we expect that the larger 
fir

fo

Table 3. Non-tradable shares reform and the probability of chang-

Variables Model 1 

n
in year t,  

roceeds from refinanci
and 0 otherwise; 

ing announcement d
accomplishment date of the non-tradable shares reform, 
and 0 otherwise;  

lnAssetijt = (firm
sets at the end of year t-1; 
LRijt = the liquidity ratio at
IGijt  = the main business's increasing rate of 
 year t-1; 

ijtε  = erro

llowing Liu & D
m size will increase the firm’s capacity of bearing out-

side risks and consequently decrease the probability of 
changing in use of the proceeds from refinancing. We 
also expect that the firm with higher liquidity ratio would 
have lower probability for using the proceeds for liquid-
ity compensation, thus have a lower probability of 
changing in use of the proceeds from refinancing. In ad-
dition, the main business's increasing rate of income re-

flects the firm’s potential capacity of growth and invest-
ments opportunities. The firm with higher main busi-
ness's increasing rate of income would have a larger and 
timelier demand for the proceeds, thus leading to a lower 
probability of changing in use of the proceeds from refi-
nancing. Since these three variables represent a firm’s 
fundamental information, we include them to control for 
the external factors that the large shareholders may take 
into account when making decisions on use of proceeds.  

Table 3 presents the Probit regression results estimated 
r the sample period. To mitigate a potential heteroske-

dasticity problem, Huber/White standard errors and co-
variance are estimated for computing test statistics. 

 

ing in use of the proceeds from refinancing: full sample 

2.063 
1.918)* 

C 
(

NTSR_Dummy 
(-

lnAsset 
(-

LR 

IG 
-

-0.395 
3.171)*** 

-0.117 
2.372)** 

0.001 
(0.008) 

6.22E-06 
(-0.587) 

Note: Huber/White heteroskedasticity-consistent  are reported in 

he full sample results show that the coefficients of 
N

coefficients of 
ln

ness checks. We employ an 

z statistics
the parentheses. ***, ** and * indicate significance at the 1%, 5% and 10% 
level, respectively. 

 
T

TSR Dummy are all negative and statistically signifi-
cant at the 1% level, showing a very strong test power. 
This result confirms our conjectures that non-tradable 
shares reform does decrease the probability of changing 
in use of the proceeds from refinancing.  

We also notice that, as expected, the 
Asset are negative and statistically significant at the 

5% level. By contrast, the coefficients of LR and IG are 
both statistically insignificant. Furthermore, the signs of 
the coefficients of LR consistently contradict our expec-
tation. This indicates to some extent that the large share-
holders actually change the use of the raised capital on 
the ground of other factors rather than the fundamental 
information related to the company. 

5 Tests of Robustness 

We next perform a few robust
alternative binary choice model, i.e., Logit model, to 
perform the regressions to account for the model specifi-
cation effects. Tables IV exhibits the Logit regression 
results. It is obvious that all the implications above still 
hold. 
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Table 4. Full Sample: Logit model 

Variables Model 2 

C 
(

3.377 
1.840)* 

NTSR_Dummy 
(- * 

lnAsset 
(

LR 

IG 
-

-0.674 
3.228)**

-0.191 
-2.278)* 

0.008 
(0.063) 

1.38E-05 
(0.457) 

 
 summary, the preceding results support ou

po

odel to empirically examine the 
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