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Nature of Controlling Interest, Tax Shield of
Debts and Equity Financing Preference in China

ZHU Kai', YU Weifeng®

(1 Institute of A ceounting and Finance, Shanghai University of Finance and
Economics, Shanghoi 200434, Chinag; 2. Scheol of A ccounting and Finance,
TheH ong K ong Polytechnic University, Hong Kong, China)

Abstract: This paper investigates the institutional factors of equity fx
nancing preference of listed companies under tax sharing system in China. A
higher share of corporate income tax enjoyed by the controlling shareholders
whose objective is to maximize the sum of corporate profits and taxes will re-
sult in a lower net tax shield of debt financing and a higher level of equity f+
nancing. And the lower level of the separation between profits and taxes of
shareholders will lead to companies’ preference for equity financing. The
empirical results show that the private listed companies have the highest
debt ratios, and listed companies controlled by the central government have
the lowest debt ratios while listed companies controlled by local governments
have the moderate debt ratios. With the higher income tax rate, private lis-
ted companies and listed companies controlled by local governments are more
apt 1o select debt financing.

Key words: nature of controlling interest; tax shield of deht financing;
equity financing preference
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