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The equity pledge has become a universal practice in the world. Taking Chinese listed companies from 2007 to 2020 as a sample, this paper investigates the influence of controlling shareholders’ equity pledges on M&A behavior. It is found that the probability of M&A of listed companies is greater when the controlling shareholder has an equity pledge (or the proportion of equity pledge of controlling shareholder is higher). M&A activities can raise the stock price and play the role of market value management. Controlling shareholders with margin call pressure have stronger motivation to use M&A to increase their share price. Investors seem to be aware of this behavior and underestimate the potential benefits of M&A under this pressure. Propensity score matching (PSM) and difference in difference (DID) were used to test endogeneity and the results were still robust. Overall, our results reveal the impact of equity pledges by controlling shareholders on M&A. Furthermore, margin call pressure, this organizational psychology promotes this possibility.
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INTRODUCTION

Equity pledge has been widely concerned by media and financial institutions worldwide and has become a global phenomenon in recent years. Equity pledge occurs when equity is used as collateral for personal loans (Chan et al., 2018). According to a survey in the United States, 982 directors or senior managers publicized that they had a high share pledge in the announcement from 2006 to 2009 (Larcker and Tayan, 2010). Press Trust of India (PTI) reported that more than 20% of insiders of listed companies in India pledged part of their shares, and the pledged market value in 2013 was US$ 25.8 billion (Chan et al., 2018). In China, the occurrence and number of equity pledges have been steadily increasing and have become a common practice (Chan et al., 2018). However, insider equity pledges have not been fully explored, especially to controlling shareholders who control a company and make critical corporate decisions (La Porta et al., 1999). The academic literature is basically silent on how the equity pledge affects the controlling shareholder and then the company decision-making. Our paper fills this gap. In particular, our research suggests that when the controlling shareholders are faced with the margin call pressure, they have greater motivation to use their control rights to carry out M&A.

Equity pledge financing is so sought after in China’s listed companies because its market scale is vast, and more than 2/3 of the company’s shareholders have frequent pledges (Li et al., 2019). Compared with the traditional debt and equity financing methods, equity pledge has many advantages: First, it will not dilute the equity and will not cause the change of the company’s controlling shareholders. Second, compared with the direct sale of stocks, shareholders can avoid the corresponding tax burden by financing by pledging equity. At the same time, they can continue to enjoy the right to pay dividends from listed companies. Third, there are fewer approval procedures and faster access to funds. The equity pledge does not need to be approved by China Securities Regulatory Commission or the stock exchange. Still, it only requires the announcement of listed companies and the registration of pledge shareholders (holding more than 5%) in relevant institutions. Compared with other financing methods, equity pledge funds are in place faster. Fourth, the regulatory authorities have fewer regulations on the scale and use of funds, which is helpful for listed companies to supplement the sources of funds when the financing environment deteriorates. Therefore, China provides a natural experimental site for the study of controlling shareholder’s equity pledges.

A considerable number of scholars have made contributions to the controlling shareholders’ field. La Porta et al. (2000) found that listed companies in most countries globally have the characteristics of concentrated ownership, especially in countries with weak legal protection for investors. Faccio and Lang (2002) also found that the equity in some Western European countries was quite concentrated. In these countries where shares are concentrated, controlling shareholders will take advantage of their controlling position to make decisions beneficial to themselves (Faccio and Lang, 2002). In view of this, the pledge behavior of the controlling shareholder may have a material impact on the company’s activities. Also, our paper has implications for other economies.

Our motivation to study the impact of equity pledges mainly comes from the forced selling cases that caused negative publicity in the media. For example, in 2018, Yueting Jia, the controlling shareholder of LeTV, was forced to pay the margin call of its stock mortgage loan. As the stock price continues to fall, he faces the risk of control transfer and forced sale of shares. He has since been stepped down and left the company. And LetV had to be delisted after defaulting on loans. A high proportion of pledges can give the controlling shareholder enough cash, bringing significant risks after the collapse. Because of the terrible consequences of the compulsory sale of pledged shares, the controlling shareholder may have a strong incentive to use the company’s resources and try to avoid additional margin.

Although the controlling shareholders can prevent the transfer of control rights and be forced to sell their pledged shares in various ways, the company can provide price support or prevent the price from falling further by initiating mergers and acquisitions. M&A has long been regarded as an important way for enterprise merger and development (Yaghoubi et al., 2016). M&A can increase enterprise value and enable enterprises to obtain synergies (Ficery et al., 2007). In order to gain a greater competitive advantage, enterprises can also choose to acquire competitors to increase the advantages of the company (Ferrer et al., 2013). The implementation of M&A becomes a clear growth signal (Gaur et al., 2013). M&A news of listed companies as acquirers has a significant boost to their short-term stock prices (Reed et al., 2007). The reason is that, on the one hand, M&A is one of the important ways for the company to achieve exogenous growth, which will help the company to achieve the expansion of asset scale, the rapid growth of sales revenue and profits, and then bring the growth of market value to the company. On the other hand, it is difficult for small and medium-sized investors to judge the economic essence of M&A transactions of listed companies and identify potential opportunistic behaviors, such as interest transfer or hollowing out (Murray et al., 2017), and they can only respond positively to M&A news habitually or in conformity. Considering that the controlling shareholder of the pledged shares is most concerned about raising the stock price to avoid the potential transfer of control caused by margin calls and forced sale of shares, we suggest that the equity pledge of the controlling shareholder may encourage enterprises to seek value-added investment opportunities and actively participate in M&A activities. Therefore, the influence of controlling shareholders’ equity pledges on M&A decisions is an empirical problem worth studying.

This paper takes Chinese A-share listed companies as samples from 2007 to 2020 and investigates the influence of controlling shareholders’ equity pledges on M&A decisions. Our results indicate that under the pressure of margin calls, companies are more likely to conduct mergers and acquisitions when the controlling shareholders are forced to sell their shares. Moreover, when faced with great pressure, the controlling shareholder’s motivation to use M&A to raise the stock price is stronger. The results of our study have significant statistical and economic significance. In addition, to ensure the robustness of the results, we conducted additional tests to eliminate potential endogenous problems. First, we used the matching method to match the treat and control groups, and then logistic regression was performed on the samples after PSM. Our results are unaltered. Second, we used an exogenous policy in 2018 as a shock to test our results. The results by Difference In Difference (DID) still prove that our results are robust.

Our paper contributes to at least three aspects of literature. First, we link the personal behavior of insiders with that of the company. Our research contributes to this paper by adding that the personal share pledge of the controlling shareholder will affect the company’s M&A decision. Second, as far as we know, we are the first to quantify the margin call pressure of pledge in the Chinese market. We use the common standards1 in the market to calculate the warning line. The more equity pledges that exceed the warning line, the more pressure the controlling shareholders will face. Third, we studied the influence of controlling shareholders on M&A decision-making under pressure pledge and without pressure.

The rest of the paper framework is as follows. Section 2 reviews the literature and makes the assumptions. Section 3 describes the data and empirical approaches. Section 4 presents the main results of our research. Section 5 mainly discusses the endogeneity of our model and Section 6 concludes.



LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

More and more literature has paid attention to the consequences of stock pledge from companies’ perspective in recent years. Chan et al. (2018) and Ouyang et al. (2019) believe that the equity pledge of insiders is related to the agency problem. They believe that companies with controlling shareholders are more likely to expropriate at the expense of minority shareholders, bringing additional shareholder risks and reducing the company’s value. Previous studies have provided empirical support for this view (Anderson and Puleo, 2020). In contrast, Li et al. (2019) argue that the threat of margin calls prevents controlling shareholders from doing bad things. Therefore, equity pledges are beneficial to increase the value of the company.

In addition, some scholars study the relationship between equity pledges and financial reporting quality. These studies show that pledge companies have the motivation to exaggerate accrual-based earnings and stabilize stock prices to avoid the pressure of additional margin (Deren and Ke, 2018). However, discretionary accruals cannot always produce positive results and eventually need to be reversed (Asija et al., 2014). In other words, share pledge companies may attract more attention from different parties, so earnings management behavior may be restricted and easy to identify (Xu et al., 2020).

Equity pledges also aggravate the separation between control rights and cash flow rights of controlling shareholders, resulting in a more serious second kind of agency problem. Therefore, the controlling shareholders with equity pledges will use their control rights to seek interests for themselves, which will endanger the interests of minority shareholders (Xiao et al., 2020). Cai (2019) showed that the pledge of major shareholders’ equity was negatively correlated with corporate performance. Chen et al. (2007) found that equity pledges by controlling shareholders increase agency costs and moral hazard issues, including earnings management, direct stock price manipulation, and venture capital project selection. Wang and Chou (2018) believe that after regulatory changes reduce the supply and incentive of equity pledges, the stock returns of companies with director pledges will increase significantly.

M&A is one of the most important ways for enterprises to develop and grow (Trichterborn et al., 2016). M&A activities will send various signals to the capital market and affect the market’s re-evaluation of the potential market value of the target enterprise. Bradley (1980) through empirical research shows that even if the company’s acquisition activity is not successful in the end, the target company’s stock will be revalued in the acquisition activity. Given this effect, Bradley et al. (1983) think that the information of M&A will revalue the listed companies and that the information of tender offer or acquisition negotiation will be passed to the managers of the target enterprises, and encourage them to adopt more effective business strategies and management activities to avoid the fate of being acquired. M&A can obtain operational synergies, which can increase corporate value, stabilize stock prices, and reduce the pledge risk of controlling shareholders. Generally, mergers and acquisitions can achieve economies of scale and scope (Devos et al., 2009) and reduce distribution costs (Alptekinoğlu and Tang, 2005). As a result, their operating efficiency and performance are improved (Healy et al., 1992). Synergies generated through acquisitions also provide a steady stream of motivation for enterprises (Ferrer et al., 2013). Since stock prices always fluctuate around the real company’s value, the M&A can stimulate the stock price, and a certain degree of mortgage can solve people’s concerns about the decline of stock price. Therefore, for enterprises with equity pledges by controlling shareholders, M&A can not only restrain the negative impact of controlling shareholders’ equity pledges but also increase the value of listed companies. As a result, controlling shareholders with equity pledges may prefer M&A to alleviate margin call pressure.

Furthermore, signals are an important channel for disseminating information to the market and reducing information asymmetry (Connelly et al., 2011), especially in the regulatory environment with a high information asymmetry and low transparency (Huang et al., 2019). We believe that the share pledge by major shareholders provides a strong signal of their personal confidence in the company’s prospects. Suppose a controlling shareholder uses stock as collateral to obtain financing. In this case, this represents a favorable assessment of the company’s future valuation relative to its current valuation, supported by private information from the controlling shareholder. Controlling shareholders’ confidence in the future sustainability of the company’s share price provides a positive signal to the market and is expected to add value to the company. In addition, investors generally pay more attention to fast-growing companies (DeGennaro, 2010) and respond positively to Acquisition announcements in China (Yang et al., 2019). M&A also serves as a signal sent by enterprises to investors. Investors seem to be aware of this behavior and underestimate the potential benefits of M&A under this pressure. Therefore, M&A is not an abuse of capital, but an important means for enterprises to explore opportunities, enhance market competitiveness and predict strong growth in the future. Thus, as investors generally have a positive attitude toward mergers and acquisitions, pledge companies may be intent on initiating mergers and acquisitions to signal growth opportunities and future value improvement. Therefore, we make a hypothesis:


H1: Equity pledge of controlling shareholders positively affects M&A.
 

Although equity pledge is a good strategy for controlling shareholder financing, if the proportion of equity pledge is too high, the controlling shareholder may lose control. In a typical stock pledge agreement, the lender specifies a maintenance condition that the market value of the pledged stock cannot decline. If the stock price falls sharply and the maintenance condition is not met the loan defaults. When this happens, the lender can sell the pledged shares. The sale of pledged shares will put more price pressure on the stock. Controlling shareholders who fail to meet margin requirements will lose their shares and control. If the market price falls to a level that violates loan maintenance requirements, the controlling shareholder can use all its powers to support the share price. Therefore, we believe that when controlling shareholders pledge a significant number of shares, they face greater margin call pressure, and they are more concerned about maintaining margin satisfaction, so they are more likely to seek mergers and acquisitions to support the share price. If share prices fall and margin calls increase, the pledge–merger relationship becomes stronger.

M&A is subtler and less risky during the pledge period. The controlling shareholder has ample incentive to issue a merger plan to prevent the share price from falling. However, the existing literature fails to mention how equity pledge affects controlling shareholders’ behavior under the pressure of margin calls, thus involving the M&A of companies. This paper fills this gap by studying the influence of equity pledge on M&A. Based on this, this paper makes the following assumption:


H2: As margin call pressure increases, the relationship between pledge and M&A becomes stronger.
 



DATA AND EMPIRICAL APPROACH


Data Sources

Our sample includes all Chinese A-share listed companies from 2007 to 2020. We obtained data from China Stock Market and Accounting Research (CSMAR) and WIND financial databases. These two databases are the most commonly used databases to study listed companies in China. The data of equity pledge are mainly from the WIND database, cross-verified with the iFinD2 database, and finally, the biased samples are removed. M&A data and control variables are from the CSMAR database. Since the main body of our study is the controlling shareholder,3 we excluded the sample of listed companies without controlling shareholders. Since a company may have multiple shareholders pledging at the same time in a year, we only keep the sample of controlling shareholders pledging. The reason we do this is to ensure that they have enough ownership and care about their control rights. To eliminate the concern for outliers, we winsorize all contiguous variables at 1 and 99% levels.



Model Specification

We use the following logistic regression model to study how the equity pledge of controlling shareholders affects the decision-making of M&A:

[image: image]

Among them, the dependent variable M&A is a dummy variable. One is a company i that has M&A transactions in year t, otherwise 0. Pledge is a dummy variable that equals 1 if the controlling shareholder of the firm i have equity pledged in year t. According to previous studies (Chan et al., 2018; Li and Li, 2022), We control for profitability (ROA), age of listed company (Age), firm size (Size), leverage ratio (Leverage), cash ratio (Cash), Shareholding ratio of controlling shareholder (Holding_ratio), price to book value (PB), and free cash flow (FCF). The model also includes year fixed effect and industry fixed effect. In addition, the industry fixed effect in the two models is controlled by a two-digit industry classification code published by China Securities Regulatory Commission (CSRC). A more detailed explanation of variables is presented in Appendix A.

In order to study hypothesis 2, we add margin call pressure and its interaction term into Eq. (1). In the following model, we are concerned with the coefficient of β1. The margin call pressure is expressed by the proportion of the stock price below the warning line. During the equity pledge period, the more the stock price falls below the warning line, the greater the margin call pressure of controlling shareholders. In Eq. (2), we also control the industry fixed effect and year fixed effect.

[image: image]



Summary Statistics

Table 1 gives basic descriptive statistics of the main variables used in our analysis. Statistics show that 25% of listed companies have controlling shareholder pledges. In the entire sample of pledges, 73% of listed companies had mergers and acquisitions in that year. The pledge of the controlling shareholder accounts for 18.18% of the shareholding ratio on average. The average age of listed companies in the sample is 10.89 years old, which is in line with the development stage of listed companies. The average margin call pressure is close to zero, meaning that about half of the controlling shareholders did not experience a fall into the warning zone, most likely because they made acquisitions immediately after the pledge to boost the stock price.



TABLE 1. Descriptive statistics.
[image: Table1]

Table 2 reports the univariate differences between the pledge and non-pledge groups of controlling shareholders. In the whole sample of pledges, the probability of M&A of controlling shareholders is significantly higher than that of non-controlling shareholders. This is a preliminary test of our hypothesis. The average size of companies pledged by controlling shareholders is more significant than that of non-controlling shareholders. In addition, the FCF of controlling shareholders in the pledge sample is also more significant than that of non-controlling shareholders, which is likely due to the financing generated after the equity pledge.



TABLE 2. Test for differences between univariate groups.
[image: Table2]

Table 3 is the correlation coefficient matrix between variables. It can be concluded that basically all variable relations are less than 0.5, so there is no need to worry too much about possible multicollinearity.



TABLE 3. Pairwise correlations.
[image: Table3]




EMPIRICAL RESULTS


Controlling Shareholders Pledge and M&A

Firstly, this paper makes an empirical analysis on the influence of controlling shareholder’s equity pledges on M&A decisions. Logistic regression is used to run our baseline model of Eq. (1). The coefficients of logistic regression reported by column (1) and column (3), column (2), and column (4) are their average bias effect, respectively, for interpretation. In column (1), the coefficient of Pledge is 0.956, which means that pledge by controlling shareholders plays a positive role in M&A, and it was statistically significant at the 1% level. For the sake of explanation, we present the average partial effect in column (2). The results show that the probability of pledged M&A is 17.3% higher than that of non-pledged M&A. In order to explain the impact of pledge on M&A in more detail, we use pledge_ratio instead of the pledge. Column (3) and column (4) are also positive and significant in the economic sense. The results show that each unit increase in pledge rate increases the probability of M&A by 0.2%.

Taken together, these results indicate that controlling shareholders’ equity pledge is more correlated with M&A, supporting controlling shareholders’ strong motivation to prevent control transfer through M&A (Table 4).



TABLE 4. Logistic regression and average partial effect.
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Margin Call Pressure, Pledge, and M&A

Margin call pressure is a massive problem in the research of pledges and M&A. We use a common standard in the market, namely, pledge rate (40%), margin line (130%), and warning line (150%) to calculate margin call pressure. When the stock price is lower than the warning line price, the controlling shareholder faces greater pressure of margin payment, and when it is close to the close position, it may be forced to sell shares and lose control. We can draw a conclusion from the coefficient of interaction terms. Table 5 proves our hypothesis that the greater the margin call pressure faced by the controlling shareholder, the higher the possibility of using M&A to raise the stock price.



TABLE 5. Margin call pressure, pledge, and M&A.
[image: Table5]




ADDRESSING ENDOGENEITY CONCERNS


Propensity Score Matching

Since we are not clear about the use of funds after the equity pledge, one might suspect that there is a sample selection problem. That is, the funds pledged may be used for M&A, or for other purposes. To solve this problem, we used propensity score matching (PSM) to alleviate the endogenous problems. This method can create corresponding research conditions for treat group and control group. The controlling shareholder pledge group is the treat group in this study, otherwise is the control group. We use the following covariates to match. ROA, Age, Leverage, Cash, Size (standardized), PB, FCF (standardized), and Shareholding_ratio. After the PSM process, 12,940 observations were left after 1:1 matching. Results are shown in Table 6. The coefficients are still significantly positive. In general, the controlling shareholder pledge promotes the possibility of M&A.



TABLE 6. The logistic regression after Propensity score matching (PSM).
[image: Table6]



Difference in Difference

On March 12, 2018, the Measures for Stock Pledge Repurchase Transactions, Registration, and Settlement Business officially came into effect, standardizing the stock pledge market from the aspects of financing threshold, concentration, pledge rate, financing purposes, and so on, and putting forward stricter requirements on the business behaviors of securities brokers. In order to alleviate people’s endogenous concerns, we chose this policy as an exogenous shock. Considering the possible influence of other policies, samples of plus or minus 2 years in 2018 are selected. To capture the time-trend effect, we constructed a variable Post, where 1 represents after the implementation of the policy in 2018 and 0 represents before 2018. The key variable we are interested in is the interaction term between Treat and Post, which captures the net effect of exogenous changes in controlling shareholder equity pledge on M&A propensity (Table 7).



TABLE 7. Difference in difference (DID) analysis.
[image: Table7]




CONCLUSION

Insider pledge of stocks is common all over the world. Although scandals are often involved in the equity pledge of controlling shareholders in the market, there is still an incomplete understanding of the economic consequences of pledges and whether and how the individual pledge behavior affects the company’s decision-making. We fill this gap by studying the influence of controlling shareholders’ share pledges on M&A. We put forward a margin call pressure hypothesis, that is, controlling shareholders can take advantage of their own advantages to initiate M&A, so as to reduce the potential margin call pressure when they pledge stocks for personal loans. Our hypothesis predicts that when the controlling shareholders have pledged a considerable part of the equity and there is great pressure to recover the deposit, they are more likely to start the M&A scheme. In order to prevent the loss of control rights, we find that when the controlling shareholder pledges a higher proportion of shares, the company is more likely to start the M&A plan. The possibility of M&A is particularly high when the company has experienced a sharp drop in stock price recently and is about to ask for additional margin. In addition, our endogenous test is also very robust.

The limitation of this study is that we mainly focus on domestic M&A and have not considered cross-border M&A. The main reason is that the sample of cross-border M&A is too small. In the future, we will continue to expand the research on this issue, including the different effects on the time series before, during, and after the equity pledge.

Generally speaking, our findings are consistent with the explanation of control rights, that is, the controlling shareholders use M&A to relieve the pressure of additional margin, and their motivation is to protect their control of company resources and gain private interests. External regulatory policies strengthen this relationship. This paper helps to deepen the understanding of investors and regulators on the economic consequences of controlling shareholders’ equity pledges. We provide an important policy basis for the governance of the share pledge. In the future, we should deepen the policy supervision of controlling shareholders’ equity pledge to prevent controlling shareholders’ self-interest behavior.
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FOOTNOTES

1Pledge rate 40%, close position 130%, warning line 150%.

2iFinD financial data terminal is a software system owned by Tonghuashun Company that provides research and investment decision services for institutional customers. Its core functions include multi-dimensional information of different financial varieties, several macro industry databases, and research tools such as asset management systems and valuation models. Institutional clients include securities companies, fund companies, banks, futures, investment consulting, media, universities, governments, listed companies, etc.

3Controlling shareholders are defined as those who have more than 50% of the voting rights or who have the right to make decisions.
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