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Function of Financial Markets

* Perform the essential function of channeling
funds from economic players (households, firms
and governments) that have saved surplus funds
to those that have a shortage of funds

* Promotes economic efficiency by producing an
efficient allocation of capital, which increases
production

* Improve the well-being of consumers by allowing
them to time purchases better

Source : Mishkin, Frederic S., 2022, The Economics of Money, Banking and Financial Markets, 13th Editions, Pearson, Addison Wesley
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Flows of Funds Through the Financial System

Lender-Savers

1. Households

2. Business firms
3. Government
4. Foreigners

-

-

Borrower-Spenders
1. Business firms
2. Government

3. Households

4. Foreigners

Source : Mishkin, Frederic S., 2022, The Economics of Money, Banking and Financial Markets, 13th Editions, Pearson, Addison Wesle\
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Financial development and Economic growth

* The economic analysis of financial structure
helps explain how an underdeveloped financial
system leads to a low state of economic
development and economic growth.

* The Institutional environment of a poor legal system,
weak accounting standards, inadequate government
regulation, and government intervention through
directed credit programs and state ownership of banks
all help explain why many countries stay poor while
others grow richer.

Source : Mishkin, Frederic S., 2022, The Economics of Money, Banking and Financial Markets, 13th Editions, Pearson, Addison e
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Abstract

China is an important counterexample to the findings in the law, institutions, finance, and
growth literature: Neither its legal nor financial system is well developed, yet it has one of the
fastest growing economies. While the law—finance-growth nexus applies to the State Sector
and the Listed Sector, with arguably poorer applicable legal and financial mechanisms, the
Private Sector grows much faster than the others and provides most of the economy’s growth.
The imbalance among the three sectors suggests that alternative financing channels and

governance mechanisms, such as those based on reputation and relationships, support the
growth of the Private Sector.




Law, finance, and economic growth in China

* China is an important counterexample to the findings in
the law, institutions, finance, and growth literature:
Neither its legal nor financial system is well developed,
yet it has one of the fastest growing economies.

°* While the law—finance—growth nexus applies to the State
Sector and the Listed Sector, with arguably poorer
applicable legal and financial mechanisms, the Private
Sector grows much faster than the others and provides
most of the economy’s growth. The imbalance among

the three sectors suggests that alternative financing
channels and governance mechanisms, such as those
based on reputation and relationships, support the
Kgrowth of the Private Sector. Y
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Financial reﬁression created by an institutional

environment c
1.

aracterized by:

Poor system of property rights (unable to use
collateral efficiently)

Poor legal system (difficult for lenders to enforce
restrictive covenants)

Weak accounting standards (less access to good
Information)

Government intervention through directed credit
programs and state owned banks (less incentive
to proper channel funds to its most productive

Source : Mishkin, Frederic S., 2022, The Economics of Money, Banking and Financial Markets, 13th Editions, Pearson, Addison Wesley. a



Is China a counter-example to the importance
of financial development?

* How has China been able to grow so rapidly
given its low level of financial development?

1. Extremely high savings rate, around 40%
2. Rapidly build up its capital stock

3. Shift a massive pool of underutilized labor
from the subsistence-agriculture sector into
higher-productively most productive
capital.

Source : Mishkin, Frederic S., 2022, The Economics of Money, Banking and Financial Markets, 13th Editions, Pearson, Addisor@
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* To move into the next stage of development, China
will need to allocate its capital more efficiently,
which requires that it must improve its financial
system.

1. The government has announced that state-owned
banks are being put on the path to privatization.

2. The government is engaged in legal reform to
make financial contracts more enforceable.

3. New bankruptcy law Is being developed so
lenders have the ability to take over the assets
that default on their loan contracts.

Source : Mishkin, Frederic S., 2022, The Economics of Money, Banking and Financial Markets, 13th Editions, Pearson, Addison@/
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A Review of China’s Financial Markets

» The fast growth of China’s economy has brought it not
only to the center of the global economy but also to a
transition point in its growth model, a transition from
scale to efficiency, speed to sustainability, input

driven to innovation led. How its financial markets can
drive this new growth model and facilitate the transition are
pressing challenges, for China and for the world.

» We provide a review of China’s financial markets,
Including government bonds, corporate/credit bonds,
stocks, ..., investment management, and currency,
focusing on their growth paths, distinct characteristics,
and unigue opportunities.

15%/7/R © Annual Review Financial Economic. 2022.14:465-507. Downloaded from www.annualreviews.org



A Review of China’s Financial Markets()

» Despite fast expansion at times, their development is
often lagging behind market needs, uneven over
time, and unbalanced across markets.

» This developmental pattern is driven mostly by the
government’s Immediate policy objectives rather
than by the markets’ ultimate efficiency In serving
their key functions, including liquidity provision,
price discovery, and risk allocation.

& & : Annual Review Financial Economic. 2022.14:465-507. Downloaded from www.annualreviews.org
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» Accompanying China’s phenomenal economic growth, its
financial markets have also grown significantly, especially
In recent years.

» Figure l1a, 1b, andlc plots the growth of China’s domestic
government bond, credit/corporate bond, and stock markets
over the past 20 years, measured by market size and the
number of securities traded. For comparison, each panel also
shows GDP.

» While the overall size of China’s economy, as measured by
GDP, has been growing at a fairly fast rate, the three major
markets have experienced different growth phases, relatively
slow in the 2000s but faster in recent years.

17X/R * Annual Review Financial Economic. 2022.14:465-507. Downloaded from www.annualreviews.org
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(spuesnoy}) JoquinpnN

Growth of the Chinese government bond market (2000-2020), showing (#) the total issuance volume and () the total year-end
outstanding amount. The red lines represent the total number of securities outstanding at year end. Data are from Wind Financial
Terminal.

24 ‘ X & © Annu. Rev. Financ. Econ. 2022.14:465-507. Downloaded from www.annualreviews.org
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Growth of the Chinese stock market (1990-2020). (#) Number of stocks listed on the two major Chinese stock exchanges. (5) Floating

market capitalization of the two exchanges. Data are from the authors’ own calculations, based on data from Wind Data Feed.
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ARTICLE INFO ABSTRACT

Article history: This discussion makes several observations regarding the past 25 years of China-related
Received 17 August 2022 accounting research reviewed in Lennox and Wu (2022). First, we discuss factors of sup-
Accepted 18 August 2022 ply and demand that led to the rise of China-related studies and how this growth has
Available online xxx contributed to the internationalization of accounting research. We note that the taxonomy
of the literature by geographic region rather than topic or methodology is unusual and
makes it difficult to formulate a common framework that would help organize the many

JEL classification:

E;? contributions. Next, we distill distinct patterns in authorship, choice of topics, and asserted
F30 contributions of China-related studies. Studies are increasingly shaped by the availability
G15 of new data and regulatory reforms. These features should be interpreted carefully, as most
G30 reforms are interconnected and reflect the purposeful outcome of a tightly controlled
H70 economy. As a result, issues of generalizability arise. Alternatively, researchers could

embrace the China setting and strive to identify the local institutional forces that make it
g}ef::lords: special. We see such a more institutional, context-specific view of China-related—or

Emerging markets better—international research as an opportunity for the field. We close by presenting five
Cratemuned enternricac broad themes we view as promising areas for future China-related research.



The past, present, and future of

China-related accounting research

- This discussion makes several observations regarding the
past 25 years of China-related accounting research reviewed
In Lennox and Wu (2022).

- First, we discuss factors of supply and demand that led to the rise of China-related
studies and how this growth has contributed to the internationalization of accounting
research. We note that the taxonomy of the literature by geographic region rather than
topic or methodology is unusual and makes it difficult to formulate a common
framework that would help organize the many contributions.

- Next, we distill distinct patterns in authorship, choice of topics, and asserted
contributions of China-related studies. Studies are increasingly shaped by the availability
ofnew data and regulatory reforms. These features should be interpreted carefully, as
most reforms are interconnected and reflect the purposeful outcome of a tightly
controlled economy. As a result, issues of generalizability arise.

- Alternatively, researchers could embrace the China setting and strive to identify the local
Institutional forces that make it special. We see such a more institutional, context-specific
view of China-relatedd or better dinternational research as an opportunity for the field.
We close by presenting five broad themes we view as promising areas for future China-
related research.

Source:Cheng, Q., Hail, L., & Yu, G. 2022. The past, present, and future of China-related accounting research. Journal of Accounting a 29
Economics. https://doi.org/10.1016/j.jaccec0.2022.101544 = 5|65k 5 82 % K ih 4R 4o &_-




Number of China-related studies published In
top-tier accounting outlets from 2000 to 2021
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Fig. 1. Number of China-related studies published in top-tier accounting outlets from 2000 to 2021. Notes: The figure plots the number of China-related ac-
counting studies published in The Accounting Review (TAR), Journal of Accounting Research (JAR), Journal of Accounting and Economics (JAE), Contemporary Ac-
counting Research (CAR), and Review of Accounting Studies (RAST) over the period 2000 to 2021 (N = 88). We identify China-related studies through a keyword
search of the paper titles, abstracts, and designated keywords. Specifically, we search for the occurrence of the following terms: “China,” “Chinese,” “Shanghai,”
“Shenzhen,” or “Hong Kong.” For comparison, we also plot the number of international (i.e., non-U.S.-related) studies, including China-related studies, published
in the same outlets over time (N = 531). We identify international studies using a similar keyword search but with a much broader list of search terms (e.g.,
“country,” “IFRS,” “multinational study,” “international,” “foreign,” lists of individual country names such as “Switzerland” or “Swiss,” or names of global financial
centers and exchanges such as “London,” or “Euronext™). In a second step, we manually confirm that the identified articles belong to the respective categories. All
the journal and article data are from Scopus (as of September 2021).



Regional focus of international studies

pu plished In top-tler accountlng outlets from 2000 to 2021.
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Fig. 2. Regional focus of international studies published in top-tier accounting outlets from 2000 to 2021 Notes: The figure plots the composition of international
accounting studies published in TAR, JAR, JAE, CAR, and RAST over the period 2000 to 2021 (N = 531). We assign each international study to one of the following
categories based on its regional or thematical focus: (1) cross-country studies comprise articles that span data from multiple countries (e.g., USA and Canada, or
global samples); (2) IFRS studies examine the introduction or use of International Financial Reporting Standards (IFRS) or its predecessors International Ac-
counting Standards (IAS); (3) Europe-related studies use data from one or multiple European countries (note that multi-country European studies are not
included in cross-country studies above); (4) China-related studies; and (5) studies using data from any other individual country not yet classified (e.g., Canada,
Australia, Japan). For details on the search algorithms that we use to identify international studies and the respective subcategories see the notes to Fig. 1.




High impact papers published
In top-tier accounting outlets from 2000 to 2021

160

140

. * Allstudies O China-related studies A IFRS studies  [] European studies

120

80

60

Number of yearly citations

40

20

Top 500 articles

Fig. 3. High impact papers published in top-tier accounting outlets from 2000 to 2021. Notes: The figure plots the mean numbers of yearly citations (sorted from
highest to lowest) of the top 500 accounting studies published in TAR, JAR, JAE, CAR, and RAST over the period 2000 to 2021 (out of a total of 4846 studies). We
separately indicate (1) China-related studies, (2) IFRS studies, and (3) Europe-related studies among the highly cited accounting articles. For details on how we
define these three categories see the notes to Fig. 2. The citation data are from Scopus (as of September 2021).



Composition of authors and citations
of China-related accounting studies

Panel A: Who writes China-related studies? Panel B: Who cites China-related studies?

U.S. studies
17.5%

. Other China studies
international
studies 54 8%
27.7%
Sin- Hong Kong ’
gapore 30.5%

Fig. 4. Composition of authors and citations of China-related accounting studies. Notes: In Panel A, we plot the regional distribution of authors home affiliations
for China-related accounting studies published in TAR, JAR, JAE, CAR, and RAST over the period 2000 to 2021 (N = 88). We distinguish between authors domiciled
in (1) mainland China, (2) Hong Kong, (3) Singapore, (4) USA, and (5) the rest of the world. In Panel B, we plot the geographical distribution of articles citing a
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Topical areas and asserted contributions of
China-related accounting studies (1)

Panel A: What are the topics of China-related studies?

Compensation (2.4%)
Managerial (3.6%)

Corporate social
responsibility (2.4%)

Corporate
governance
Audit /
Tax audit quality

Financial

analysts 7" Capital markets /

earnings mgt.



Topical areas and asserted contributions
of China-related accounting studies (2)

Panel B: How do China-related studies motivate their contributions?

New economic
insight

Unique setting /
unique data

China is important /

China is different Regulatory change /

better identification

Fig. 5. Topical areas and asserted contributions of China-related accounting studies. Notes: In Panel A, we plot the distribution of topical areas for China-related
accounting studies published in TAR, JAR, JAE, CAR, and RAST over the period 2000 to 2021 (N = 88). In Panel B, we plot the distribution of asserted contributions
for a randomly selected sample of 15 of these studies. We manually assign each article to one topical area (Panel A) and one or multiple contribution categories
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ARTICLE INFO ABSTRACT

Article history: The past 25 years have seen an exponential growth in the number of China studies in the
Received 10 August 2022 leading accounting journals. The rise in China-related research mirrors the country's
Accepted 10 August 2022 increased importance on the global stage and a growing appreciation of the economic
Available online xxx importance of Chinese institutions. We organize our review of the China literature around
three central themes: 1) political and regulatory institutions, 2) China's relationships with

Ke},’ words foreign investors, and 3) the availability of novel data and regulatory shocks. The former
China . . . . .
Accounting two themes address research questions that are more China-centric, while the third ex-
Institutions ploits the China setting to examine questions that are more universal. We highlight the
Politics contributions that China studies have made to the broader accounting literature, the
State ownership limitations of the current literature, and we offer suggestions for future research
Foreign investment directions.



A review of China-related accounting research
In the past 25 years

- The past 25 years have seen an exponential growth in the number of
China studies In the leading accounting journals. The rise in China-
related research mirrors the country’s increased importance on the
global stage and a growing appreciation of the economic importance
of Chinese institutions.

- We organize our review of the China literature around three
central themes:

1) political and regulatory institutions,

2) China's relationships with foreign investors, and

3) the availability of novel data and regulatory shocks.

The former two themes address research questions that are more
China-centric, while the third exploits the China setting to
examine questions that are more universal.

We highlight the contributions that China studies have made to the
broader accounting literature, the limitations of the current Iiteratu
and we offer suggestions for future research directions. S/




China‘s GDP growth relative to benchmark countries

Fig. 1. China‘s GDP growth relative to benchmark countries,

Panel A. China versus major developed economies in North America and
Europe, This panel compares China with major developed economies in
North America and Europe (Canada, France, Germany, United
Kingdom and United States) in GDP growth from 1990 to 2020.

Panel B. China versus other major countries in East and Southeast Asia,
This panel compares China with other major countries in East and
Southeast Asia (Indonesia, Japan, Malaysia, South Korea, Thailand) in
GDP growth from 1990 to 2020.

Panel C. China versus other major countries with a history of socialism,
This (Bulgaria, Poland, Romania, Russia, Vietnam) in GDP growth
from 1990 to 2020.

Panel D. China versus other major developing countries, This panel
compares China with other major developing countries (Brazil, India,
Mexico, Pakistan, South Africa) in GDP growth from 1990 to 2020.
par]ell_compares China with other major countries with a history of
socialism

Source: Lennox, C., and Wu, J. S. 2022. A review of China-related accounting research in the past 25 yeaisga
Journal of Accounting and Economics. https://doi.org/10.1016/j.jaccec0.2022.101539 y.




China versus major developed economies
In North America and Europe

Real GDP Growth Rate (%)
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Source: Lennox, C., and Wu, J. S. 2022. A review of China-related accounting research in the past 25 years.
Journal of Accounting and Economics. https://doi.org/10.1016/j.jacceco.2022.101539



China versus other major countries
In East and Southeast Asia

Panel B
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China versus other countries with a history of socialism

Panel C
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China versus other major developing countries

Panel D

Real GDP Growth Rate (%)

Vo)
‘T 1l | 1 | I 1 1 ]
1990 1995 2000 2005 2010 2015 2020
Year
China - Brazil — ATVCUE
Mexico — - Pakistan ~— South Africa
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Enforcement actions and accounting lawsuits involving publicly
listed companies (1999~2020)

Table 1

Enforcement actions and accounting lawsuits involving publicly listed companies.
Year A-share companies Public enforcement Accounting lawsuits
1999 923 13 1
2000 1,060 17 0
2001 1,136 128 0
2002 1,200 108 5
2003 1,263 97 1
2004 1,353 86 4
2005 1,357 77 2
2006 1,411 61 3
2007 1,527 60 3
2008 1,602 49 5
2009 1,696 79 6
2010 2,041 93 3
2011 2,320 157 5
2012 2472 306 3
2013 2,468 351 74
2014 2,592 297 14
2015 2,808 303 33
2016 3,034 488 62
2017 3,467 505 58
2018 3,567 621 38
2019 3,760 702 105
2020 4,140 764 22

Variable definitions.

Public enforcement = public enforcement actions by regulatory agencies alleging financial misreporting. When a case of alleged misreporting results i
multiple enforcement actions, we count the case once only.

Accounting lawsuits = civil lawsuits filed by plaintiffs alleging financial misreporting. When a case of alleged misreporting results in multiple lawsuits b
different plaintiffs, we count the case once only.

Data source for the above variables: CSMAR.

Source: Lennox, C., and Wu, J. S. 2022. A review of China-related accounting research in the past 25 Jeeis
Journal of Accounting and Economics. https://doi.org/10.1016/j.jacceco.2022.101539




Publicly listed companies: A, B, and H shares (1992~2020)

Table 2
Publicly listed companies: A, B, and H shares.

Year A-share B-share H-share B-Share H-share A/B return A/H return
companies companies companies discount discount correlation correlation
1992 53 16 1 —52.50% n.a. 2931% n.a.
1993 177 37 6 —76.90% n.a. 16.66% —2.89%
1994 287 50 10 —54.10% 1.50% 6.90% 5.90%
1995 311 58 11 —68.90% —39.00% 8.23% 4.14%
1996 514 71 16 —66.10% —66.20% 21.70% 2.72%
1997 720 31 29 —65.60% —72.90% 30.51% 4.13%
1998 826 83 31 —81.70% —8720% 12.00% 1039%
1999 923 84 32 —83.20% —86.80% 34.47% 11.61%
2000 1,060 84 34 —80.40% —90.20% 38.98% 4.99%
2001 1,136 84 35 —46.70% —84.80% 46.15% 14.39%
2002 1,200 84 37 —48.30% —80.50% 71.28% 9.72%
2003 1,263 84 42 —47.40% —7330% 57.53% 12.09%
2004 1,353 84 47 —44.80% —61.50% 63.91% 23.63%
2005 1,357 83 52 —46.20% —A6.00% 66.11% 24.61%
2006 1,411 83 58 —38.70% —40.20% 58.25% 3221%
2007 1,527 83 64 —39.60% —51.10% 64.30% 28.07%
2008 1,602 83 67 —51.60% —53.50% 79.61% 48.24%
2009 1,696 82 71 —56.60% —53.50% 78.87% 45.83%
2010 2,041 82 77 —52.90% —3920% T7.27% 45.50%
2011 2,320 83 81 —52.10% —38.30% 72.18% 45.19%
2012 2,472 83 88 —49.90% —34.10% 69.48% 44.14%
2013 2,468 82 91 —40.10% —26.00% 69.62% 50.74%
2014 2,592 81 99 —44.70% —22.50% 70.63% 47 .46%
2015 2,808 80 109 —51.90% —47.00% T7.21% 5391%
2016 3,034 79 115 —46.10% —41.80% F7.57% 51.38%
2017 3,467 78 116 —46.70% —38.00% 67.28% 45.99%
2018 3,567 79 119 —42.80% —35.50% 73.99% 59.11%
2019 3,760 77 119 —46.86% —39.46% 7211% 55.99%
2020 4,140 78 128 —56.56% —A5.67% 68.81% 60.29%

There are three types of shares in China: A, B, and H. A-shares are purchased using RMB and are generally restricted to domestic investors. B-shares and H-
shares are purchased using foreign currencies and are generally restricted to foreign investors.

Variable definitions.

A-Share companies = Number of Chinese companies issuing A shares in mainland China.

B-Share companies = Number of A-share Chinese companies issuing B shares to foreign investors in mainland China.

H-Share companies = Number of Chinese companies issuing H shares to foreign investors in Hong Kong.

B-Share discount = Median value of (B-share price — A-share price)/A-share price, where the B share price and A share price are both stated in RMB.
H-Share discount = Median value of (H-share price — A-share price)/A-share price, where the H share price and A share price are both stated in RMB.
A[B return correlation = Mean value of correlation between a firm's A-share daily returns and the same firm's B-share daily returns within a year.
A[H return correlation = Mean value of correlation between a firm's A-share daily returns and the same firm's H-share daily returns within a year.
Data source for the above variables: CSMAR.

Source: Lennox, C., and Wu, J. S. 2022. A review of China-related accounting research in the past 25 [€érs
Journal of Accounting and Economics. https://doi.org/10.1016/j.jacceco.2022.101539




The Chinese auditing profession (1992~2020).

Table 3
The Chinese auditing profession (1992—2020).
Year A-share companies CPA firms licensed to audit public companies
1992 53 42
1993 177 53
1994 287 70
1995 311 28
1996 514 105
1997 720 102
1998 826 103
1999 923 106
2000 1,060 78
2001 1,136 72
2002 1,200 72
2003 1,263 73
2004 1,353 73
2005 1,357 73
2006 1,411 73
2007 1,527 67
2008 1,602 G0
2009 1,696 G0
2010 2,041 54
2011 2,320 50
2012 2,472 45
2013 2,468 40
2014 2,592 40
2015 2,808 40
2016 3,034 40
2017 3,467 40
2018 3,567 40
2019 3,760 40
2020 4,140 54

Data source for individual CPAs: The Accounting Yearbook of China.

Data source for CPA firms: The Accounting Yearbook of China.

Data source for A-share companies: CSMAR.

Data source for CPA firms licensed to audit public companies: The Accounting Yearbook of China (for data before 2020) and the CSRC website (for data of
2020).

Source: Lennox, C., and Wu, J. S. 2022. A review of China-related accounting research in the past 25 yeé
Journal of Accounting and Economics. https://doi.org/10.1016/j.jacceco.2022.101539
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Financial analysts (2002~2020).

Table 4
Financial analysts.

Year A-share companies A-share companies A-share companies Number of analysts at A-
share companies with at
least one analyst

Followed by at least Followed by zero Mean Median
one analyst analysts

2002 1,200 307 26% 893 74% 1.2 1
2003 1,263 432 34% 831 66% 24 2
2004 1,353 440 33% 913 67% 25 2
2005 1,357 616 45% 741 55% 5.1 3
2006 1411 811 57% 600 43% 54 -
2007 1,527 873 57% 654 43% 5.8 -
2008 1,602 1,071 67% 531 33% 104 7
2009 1,696 1,304 77% 392 23% 11.1 7
2010 2,041 1,656 81% 385 19% 124 10
2011 2,320 1,961 85% 359 15% 10.9 8
2012 2472 1,928 78% 544 22% 11.1 8
2013 2,468 1,754 71% 714 29% 104 7
2014 2,592 1,936 75% 656 25% 9 6
2015 2,808 2,246 80% 562 20% 76 6
2016 3,034 2,499 82% 535 18% 8.5 6
2017 3,467 2,651 76% 816 24% 99 6
2018 3,567 2,154 60% 1413 40% 10.9 6
2019 3,760 2,201 59% 1559 41% 109 6
2020 4,140 2,292 55% 1848 45% 10.8 6

Data source: CSMAR.

Source: Lennox, C., and Wu, J. S. 2022. A review of China-related accounting research in the past 25 s
Journal of Accounting and Economics. https://doi.org/10.1016/j.jacceco.2022.101539




A relative decline in SOEs and
an increase in information intermediaries(1999~2020).

A relative decline in SOEs and an increase in information intermediaries.

Year A-share companies SOE% (number) SOE% (market value) No. of individual CPAs No. of CPA firms No. of Lawyers No. of law firms

1999 923 81% 84% 60,391 4,805 111,433 9,144
2000 1,060 80% 83% 51,349 4,674 117,260 9,541
2001 1,136 80% 84% 55,897 4,287 122,585 10,225
2002 1,200 78% 84% 56,940 4,538 136,684 10,873
2003 1,263 73% 85% 61,255 4,627 142,534 11,593
2004 1,353 T0% 82% 66,598 5,155 145,196 11,823
2005 1,357 69% 84% 69,000 5,350 153,846 12,988
2006 1,411 65% 88% 71,596 5,800 164,516 13,096
2007 1,527 62% 86% 74,412 6,801 143,967 13,593
2008 1,602 61% 85% 85,855 7,284 156,710 14,467
2009 1,696 58% 81% 91,149 7,605 173,327 15,888
2010 2,041 50% 73% 96,498 7,785 195,170 17,230
2011 2,320 44% 72% 97,472 8,023 214,968 18,235
2012 2,472 42% 66% 99,085 8,128 232,384 19,361
2013 2,468 41% 59% 98,707 8,209 248,623 20,609
2014 2,592 39% 61% 99,045 8,295 271,452 22,166
2015 2,808 36% 50% 101,376 8374 297,175 24,425
2016 3,034 34% 48% 103,801 8,460 325,540 26,150
2017 3,467 31% 45% 105,570 8,605 357,193 28,382
2018 3,567 30% 46% 106,798 9,005 423,758 30,647
2019 3,760 31% 45% 107,654 9,393 473,036 32,621
2020 4,140 29% 41% 111,113 8,628 522,510 34,441

Data source for A-share companies: CSMAR.

Data source for SOEs: Annual reports of listed companies (CSMAR). A company is defined as an S0E if it is ultimately controlled by the state.

Data source for individual CPAs and CPA firms: The Accounting Yearbook of China (for data before 2020) and the MOF website (for data of 2020). The
Accounting Yearbook of China provides a combined number of unique CPA firms and their registered branch offices (in more recent years the Yearbook also
reports these numbers separately). For example, there are 8,219 unique CPA firms and 1,174 registered branch offices by the end of 2019, resulting in a total
o0f 9,393 CPA firms. As the MOF website shows, there are 8,628 unique CPA firms by the end of 2020, not including registered branch offices (the number of
which is not yet available).

Data source for lawyers and law firms: China Statistical Yearbook.

Source: Lennox, C., and Wu, J. S. 2022. A review of China-related accounting research in the past 25
Tno1irnal of Acentintina and Econnomice httne//dor nra/10 101A71 1acrecn 2022 101520
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ARTICLE INFO ABSTRACT

Article history: Models of political risk predict that increases in political uncertainty cause stock prices
Received 29 September 2015 to fall, especially for politically sensitive firms. We use the event of the Bo Xilai political
iewsecldlzmﬁggust 2316 S016 scandal in 2012 in China as an exogenous shock to identify the impact of political un-
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stock prices, especially for firms that are more politically sensitive. Further analysis shows
JEL classification: that the stock pric'e drop is rn.ainly drirv:en b5:- a change in discount rate, providing strong
G11 support for the existence of priced political risk.




The impacts of political uncertainty on asset
prices. Evidence from the Bo scandal in China

« Models of political risk predict that increases in
political uncertainty cause stock prices to fall,
especially for politically sensitive firms.

* We use the event of the Bo Xilai political scandal in
2012 In China as an exogenous shock to identify the
Impact of political uncertainty on asset prices. We
document that the Bo scandal caused a significant
drop In stock prices, especially for firms that are
more politically sensitive.

 Further analysis shows that the stock price drop Is
malinly driven by a change in discount rate, providing
strong support for the existence of priced political risk.
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similar income and demographics, but their accounts experience a significantly higher like-
lihood of delinquency and debt forgiveness. Regions associated with greater credit provi-
sion to bureaucrats open more branches and receive more deposits from the local gov-
JEL classification: ernment, After staggered corruption crackdowns of provincial-level political officials, the
D73 new credit cards originated to bureaucrats in exposed regions do not enjoy a credit line
G21 premium, and bureaucrats’ delinquency and reinstatement rates are similar to those of




Disguised corruption:

Evidence from consumer credit in China
* Using a comprehensive sample of credit card data from a

leading Chinese bank, we show that government
bureaucrats receive 16% higher credit lines than non-
bureaucrats with similar income and demographics, but
their accounts experience a significantly higher likelihood
of delinquency and debt forgiveness.

* Regions associated with greater credit provision to
bureaucrats open more branches and receive more deposits
from the local government.

» After staggered corruption crackdowns of provincial-level

political officials, the new credit cards originated to

pureaucrats in exposed regions do not enjoy a credit line
premium, and bureaucrats’ delinquency and reinstatement
rates are similar to those of non-bureaucrats.
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Am’de history: We provide direct evidence that governments selectively default on debt when they can
Received 16 November 2019 identify creditors. Analyzing a comprehensive data set of subnational debt, we show that
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Chinese local governments choose to default on banks with weaker political power. A re-
duction in a bank’s political power relative to other banks increases the likelihood of se-
lective default by local governments. Such default selections are driven by banks’ influence

JEL codes: over politician promotion. When local politicians are highly ranked or connected to na-
D72 tional leaders, they engage less in selective default as their promotion is less affected by
G21 bank loan defaults. Our findings suggest a politics-finance nexus through which govern-
G32 ment defaults are restrained.
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Subnational debt of China: The politics-finance nexus

* We provide direct evidence that governments selectively
default on debt when they can identify creditors.
Analyzing a comprehensive data set of subnational debt,
we show that Chinese local governments choose to
default on banks with weaker political power. A
reduction in a bank’s political power relative to other
banks increases the likelihood of selective default by
local governments. Such default selections are driven by
banks’ influence over politician

* promotion. When local politicians are highly ranked or
connected to national leaders, they engage less in
selective default as their promotion is less affected by
bank loan defaults. Our findings suggest a politics-
finance nexus through which government defaults are

\_ restrained. é -
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How Do Individual Politicians Affect
Privatization? Evidence from China
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Abstract

This paper examines the role of local politicians’ patronage connections to top polit-
ical leaders (i.e., the Central Committee of the Communist Party of China) in privat-
ization outcomes. We find that connected local politicians are more likely to sell
state-owned enterprises (SOEs) to corrupt buyers at substantially discounted prices.
The SOEs purchased by corrupt buyers engage in significantly more fraudulent and
corrupt activities following privatization and thus perform worse. For identification,
we use the mandatory retirement ages of Central Committee members in a fuzzy re-
gression discontinuity design. When local politicians lose their connections because
Central Committee members step down after reaching mandatory retirement ages,
we find a 14.4 percentage point drop in the likelihood of choosing corrupt buyers
and a 90.13% drop in price discounts for privatization sales. Consequently, the priva-
tized SOEs experience jumps in efficiency gains after the age cut-offs for mandatory



How Do Individual Politicians Affect
Privatization? Evidence from China

® This paper examines the role of local politicians’ patronage
connections to top political leaders (i.e., the Central Committee of
the Communist Party of China) in privatization outcomes.

® We find that connected local politicians are more likely to sell state-
owned enterprises (SOEs) to corrupt buyers at substantially
discounted prices. The SOEs purchased by corrupt buyers engage
in significantly more fraudulent and corrupt activities following
privatization and thus perform worse.

® For identification, we use the mandatory retitement ages of
Central Committee members in a fuzzy regression discontinuity
design. When local politicians lose their connections because
Central Committee members step down after reaching mandatory
retirement ages, we find a 14.4 percentage point drop in the
likelihood of choosing corrupt buyers and a 90.13% drop in price
discounts for privatization sales.

® Consequently, the privatized SOEs experience jumps in efficiency
gains after the age cut-offs for mandatory retirement ° p
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The Political Dynamics of Corporate Tax Avoidance:
The Chinese Experience

Hanwen Chen
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ABSTRACT: In China’s political selection system, officials capable of growing local economies are rewarded with
promotions. Eager to demonstrate economic achievements, newly appointed local leaders may raise tax revenues to
expand fiscal expenditures on infrastructure projects. Against this backdrop, we study how political appointments
influence local firms’ tax planning. Based on a sample of locally administered state-owned enterprises (SOEs), we
find that firms decrease their tax avoidance after new leaders take office. The political-turnover effect on these firms’
tax positions is more evident when the incoming leaders have more political clout over SOE managers, the incentives
to divert resources are stronger, or politician-manager networks are present, and subsides following the launch of the
anticorruption campaign. Furthermore, firms with higher post-turnover tax payments subsequently receive more
government contracts or subsidies. Overall, our findings suggest political incentives shape the tax-planning activities
of SOE managers in a “two-way favor exchange” manner.



kactivities of SOE managers in a “two-way favor exchange’ mann

The Political Dynamics of Corporate lax
Avoidance: Chinese Experience

In China’s political selection system, officials capable of growing local
economies are rewarded with promotions. Eager to demonstrate
economic achievements, newly appointed local leaders may raise tax
revenues to expand fiscal expenditures on infrastructure projects. Against
this backdrop, we study how political appointments influence local firms’
tax planning.

Based on a sample of locally administered state-owned enterprises
(SOEs), we find that firms decrease their tax avoidance after new leaders
take office. The political-turnover effect on these firms’ tax positions is
more evident when the incoming leaders have more political clout over
SOE managers, the incentives to divert resources are stronger, ot
politician-manager networks are present, and subsides following the
launch of the anticorruption campaign. Furthermore, firms with higher
post-turnover tax payments subsequently receive more government
contracts or subsidies.

Overall, our findings suggest political incentives shape the tax-planning
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Import Competition and Household Debt
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ABSTRACT

We analyze the effect of import competition on household balance sheets using
individual data on consumer finances. We exploit variation in local industry exposure
to foreign competition to study households’ response to the income shock triggered by
China’s accession to the World Trade Organization. We show that household debt in-
creases significantly in regions where manufacturing industries are more exposed to
import competition. The effects are driven by home equity extraction and are concen-
trated in areas with strong house price growth. Our results highlight the role played
by mortgage markets in absorbing displacement shocks triggered by globalization.



Import Competition and Household Debt

* \We analyze the effect of import competition on
household balance sheets using individual data on
consumer finances.

* \We exploit variation in local industry exposure to
foreign competition to study households’ response to
the income shock triggered by China’s accession to
the World Trade Organization.

* We show that household debt increases
significantly in regions where manufacturing
Industries are more exposed to Import competition
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The Brain GGain of Corporate Boards: Evidence
from China
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ABSTRACT

We study the impact of directors with foreign experience on firm performance in
emerging markets. Using a unique data set from China, we exploit the introduction
of policies to attract talented emigrants and increase the supply of individuals with
foreign experience in different provinces at different times. We document that per-
formance increases after firms hire directors with foreign experience and identify
the channels through which the emigration of talent may lead to a brain gain. Our
findings provide evidence on how directors transmit knowledge about management
practices and corporate governance to firms in emerging markets.



Import Competition and Household Debt

* \We study the impact of directors with foreign experience
on firm performance in emerging markets. Using a unique
data set from China, we exploit the introduction of policies
to attract talented emigrants and increase the supply of
Individuals with foreign experience in different provinces
at different times.

* We document that performance increases after firms
hire directors with foreign experience and identify the
channels through which the emigration of talent may
lead to a brain gain.

 Our findings provide evidence on how directors transmit
knowledge about management practices and corporate
aovernance to firms in emeraina markets.
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Article history: We investigate how a shock to corporate demand for experienced directors (i.e., U.S.
Received 26 August 2019 Congress’ grant of Permanent Normal Trade Relations status to China in 2000) affects U.S.
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firms’ board structure and board advisory role. We find that firms appoint more outside
directors with China-related experience after the grant. Firms with such directors realize
higher returns around announcements of investments involving Chinese firms and bet-
JEL classification: ter post-deal operating performance, particularly when these directors reside in the U.S.
G14 The appointment of directors with China experience is also greeted more positively by the
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Board structure, director expertise,
and advisory role of outside directors

* \We Investigate how a shock to corporate demand for
experienced directors (1.e., U.S. Congress’ grant of
Permanent Normal Trade Relations status to China in 2000)
affects U.S. firms’ board structure and board advisory role.

* We find that firms appoint more outside directors with
China-related experience after the grant. Firms with sucl
directors realize higher returns around announcements o
Investments involving Chinese firms and better post-deal
operating performance, particularly when these directors
reside in the U.S.

* The appointment of directors with China experience is also
greeted more positively by the stock market and they gain
more board seats after the grant.
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The Misallocation of Finance
TONI M. WHITED and JAKE ZHAO

ABSTRACT

We estimate real losses arising from the cross-sectional misallocation of financial
liabilities. Extending a production-based framework of misallocation measurement
to the liabilities side of the balance sheet and using manufacturing firm data from
the United States and China, we find significant misallocation of debt and equity in
China but not the United States. Reallocating liabilities of firms in China to mimic
U.S. efficiency would produce gains of 51% to 69% in real value-added, with only 17%
to 21% stemming from inefficient debt-equity combinations. For Chinese firms that
are large or in developed cities, we estimate lower distortionary financing costs.



The Misallocation of Finance

* We estimate real losses arising from the cross-sectiona
misallocation of financial liabilities. Extending
production-based framework  of  misallocatior
measurement to the liabilities side of the balance shee
and using manufacturing firm data from the Unitec
States and China

« We find significant misallocation of debt and equity Ir
China but not the United States. Reallocating liabilitie:
of firms In China to mimic U.S. efficiency woulc
produce gains of 51% to 69% in real value-added. Fo
Chinese firms that are large or in developed cities, W
estimate lower distortionary financing costs.
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Evidence from the China Foreign
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ABSTRACT

We examine the effect of information asymmetry on equity prices in the local A- and
foreign B-share market in China. We construct measures of information asymmetry
based on market microstructure models, and find that they explain a significant por-
tion of cross-sectional variation in B-share discounts, even after controlling for other
factors. On a univariate basis, the price impact measure and the adverse selection
component of the bid-ask spread in the A- and B-share markets explains 44% and
46% of the variation in B-share discounts. On a multivariate basis, both measures are
far more statisticallv siegnificant than anv of the control variables.



Information Asymmetry and Asset Prices:
Evidence from the China Foreign Share Discount

-We examine the effect of Information asymmetry on
equity prices in the local A- and foreign B-share market
In China.

- We construct measures of information asymmetry based
on market microstructure models, and find that they
explain a significant portion of cross-sectional variation
In B-share discounts, even after controlling for other
factors.

- On a univariate basis, the price impact measure and the
adverse selection component of the bid-ask spread in the
A- and B-share markets explains 44% and 46% of the
variation in B-share discounts. On a multivariate basis,
both measures are far more statistically significant than
any of the control variables. 69
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The Role of Private Disclosures in Markets with Weak
Institutions: Evidence from Market Liberalization in China

Aaron S. Yoon
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ABSTRACT: | use the announcement of a market liberalization pilot program in China as a shock to firms’ disclosure
environment and examine how Chinese firms, foreign investors, and foreign brokers respond. Using a proprietary
dataset, | find that affected firms respond to the announcement by significantly increasing the number of selective
private meetings hosted by major foreign brokers, but do not use public disclosure channels. | find this increase in
private disclosure to be stronger among firms that had strong public disclosure track records and are in need of
capital. Firms that increased private disclosure experience improvements in speed of price discovery and liquidity. In
addition, they also experience an increase in foreign holdings and raise capital abroad through foreign brokers after
the pilot program’s implementation. Overall, this paper takes a yet-to-mature economy, presents evidence on
dynamic shaping of disclosure, and highlights private disclosure as an important positive channel of communication.



The Role of Private Disclosures in Markets with Weak
Institutions: Evidence from Market Liberalization in China

- | use the announcement of a market liberalization pilot program in China as a
shock to firms’ disclosure environment and examine how Chinese firms,
foreign investors, and foreign brokers respond. Using a proprietary dataset,

- | find that affected firms respond to the announcement by significantly
Increasing the number of selective private meetings hosted by major foreign
brokers, but do not use public disclosure channels. I find this increase in
private disclosure to be stronger among firms that had strong public disclosure
track records and are in need of capital.

- Firms that increased private disclosure experience improvements in speed of
price discovery and liquidity. In addition, they also experience an increase in
foreign holdings and raise capital abroad through foreign brokers after the pilot
program’s implementation

- Overall, this paper takes a yet-to-mature economy, presents evidence on
dynamic shaping of disclosure, and highlights private disclosure as an
Important positive channel of communication
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Government Credit, a Double-Edged Sword:
Evidence from the China Development Bank

HONG RU*

ABSTRACT

Using proprietary data from the China Development Bank (CDB), this paper exam-
ines the effects of government credit on firm activities. Tracing the effects of govern-
ment credit across different levels of the supply chain, I find that CDB industrial loans
to state-owned enterprises (SOEs) crowd out private firms in the same industry but
crowd in private firms in downstream industries. On average, a $1 increase in CDB
SOE loans leads to a $0.20 decrease in private firms’ assets. Moreover, CDB infras-
tructure loans crowd in private firms. I use exogenous timing of municipal politicians’
turnover as an instrument for CDB credit flows.




Government Credit, a Double-Edged Sword:
Evidence from the China Development Bank

e Using proprietary data from the China Development
Bank (CDB), this paper examines the effects of
government credit on firm activities. Tracing the effects
of government credit across different levels of the
supply chain,

* I find that CDB industrial loans to state-owned
enterprises (SOEs) crowd out private firms in the same
industry but crowd in private firms in downstream
industries. On average, a $1 increase in CDB SOE loans
leads to a $0.20 decrease in private firms’ assets.
Moreover, CDB infrastructure loans crowd in private
firms.
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ARTICLE INFO ABSTRACT
Article history: The Split-Share Structure Reform granted legitimate trading rights to the state-owned
Received 23 November 2012 shares of listed state-owned enterprises (SOEs), opening up the gate to China's secondary

Received in revised form
24 September 2013
Accepted 23 October 2013

privatization. The expectation of privatization quickly boosted SOE output, profits, and
employment, but did not change their operating efficiency and corporate governance. The

Available online 27 May 2014 lI'l'l_pl‘D_'u'E‘nleI'ltS tq SOE_ perfo_rmanc:_z are positively correlated to governmept gger_ns

privatization-led incentive of increasing state-owned share value. In terms of privatization
JEL classification: methodology, the reform adopted a market mechanism that played an effective informa-
G18

tion discovery role in aligning the interests of the government and public investors.

G28 2014 Elsevier B.V. All rights reserved.
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China‘s secondary privatization:
Perspectives from the Split-Share Structure Reform

- The Split-Share Structure Reform granted legitimate
trading rights to the state-owned shares of listed state-
owned enterprises (SOEs), opening up the gate to
China‘s secondary privatization.

- The expectation of privatization quickly boosted SOE
output, profits, and employment, but did not change their
operating efficiency and corporate governance. The
Improvements to SOE performance are positively
correlated to government agents’ privatization-led
Incentive of increasing state-owned share value.

-In terms of privatization methodology, the reform
adopted a market mechanism that played an effective
Information discovery role in aligning the interests of the
government and public investors.
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The real value of China’s stock market™ 1)

Jennifer N. Carpenter®*, Fangzhou Lu® Robert F. Whitelaw ¢

4 New York University Stern School of Business, 44 W. 4th St., New York, NY 10012, USA
b HKU Business School, The University of Hong Kong, Pokfulam, Hong Kong
©NBER, 1050 Massachusetts Ave., Cambridge, MA 02138, USA

ARTICLE INFO

Article history:

Received 8 August 2018

Revised 5 February 2020
Accepted 5 February 2020
Available online 18 August 2020

ABSTRACT

What capital allocation role can China’s stock market play? Counter to perception, stock
prices in China have become as informative about future profits as they are in the US.
This rise in stock price informativeness has coincided with an increase in investment ef-
ficiency among privately owned firms, suggesting the market is aggregating information
and providing useful signals to managers. However, price informativeness and investment

JEL classification:
E02

G12
~14

efficiency for state-owned enterprises fell below that of privately owned firms after the
postcrisis stimulus, perhaps reflecting unpredictable subsidies and state-directed invest-
ment policy. Finally, evidence from realized returns suggests Chinese firms face a higher
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The real value of China’s stock market

- What capital allocation role can China’s stock market play?
Counter to perception, stock prices in China have become as
Informative about future profits as they are in the US. This rise
In stock price informativeness has coincided with an increase in
Investment efficiency among privately owned firms, suggesting
the market is aggregating information and providing useful
signals to managers.

- However, price informativeness and investment efficiency for
state-owned enterprises fell below that of privately owned firms
after the post crisis stimulus, perhaps reflecting unpredictable
subsidies and state-directed investment policy. Finally,
evidence from realized returns suggests Chinese firms fa

higher cost of equity capital than US firms. %
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Shall we talk? The role of interactive investor platforms in
corporate communication™

Charles M.C. Lee *°, Qinlin Zhong ©"
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ARTICLE INFO ABSTRACT
Article history: Between 2010 and 2017, Chinese investors used an investor interactive platform (IIP) to ask
Received 29 April 2021 public companies around 2.5 million questions, the vast majority of which received a reply

Received in revised form 7 March 2022
Accepted 21 July 2022
Available online xxx

within two weeks. We analyze these IIP dialogues using a BERT-based algorithm and
provide preliminary evidence on their causes and consequences. Our analyses show most
questions reflect investors’ difficulties in processing information already in the public
domain. Controlling for other news, higher IIP activity is associated with increases in
trading volume, return volatility, market liquidity, and price informativeness as well as

JEL classification Codes
M41

MA45 decreases in bid-ask spread. Financial statement-related postings increase around the
G14 adoption of new accounting standards. Collectively, our results show that investors face
G15 significant information processing costs but that IIP activities help reduce these costs,

G39 leading to improvements in stock price formation.



Shall we talk? The role of interactive investor
platforms In corporate communication

- Between 2010 and 2017, Chinese investors used an investor
Interactive platform (11P) to ask public companies around
2.5 million questions, the vast majority of which received a
reply within two weeks.

- Controlling for other news, higher 1P activity is associated
with increases In trading volume, return volatility, market
liguidity, and price informativeness as well as decreases in
bid-ask spread. Financial statement-related postings
Increase around the adoption of new accounting standards.

- Collectively, our results show that investors face significant
Information processing costs but that I1P activities help
reduce these costs, leading to improvements in stock prﬁ
formation.
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ARTICLE INFO ABSTRACT
Aﬂ‘fc{'f history: ' We add to the emerging literature on empirical asset pricing in the Chinese stock mar-
Received 7 April 2021 ket by building and analyzing a comprehensive set of return prediction factors using var-

Revised 23 June 2021
Accepted 23 June 2021
Available online 27 August 2021

ious machine learning algorithms. Contrasting previous studies for the US market, liquid-
ity emerges as the most important predictor, leading us to closely examine the impact of
transaction costs. The retail investors’ dominating presence positively affects short-term
JEL classification: predictability, particularly for small stocks. Another feature that distinguishes the Chinese
C52 market from the US market is the high predictability of large stocks and state-owned en-
C55 terprises over longer horizons. The out-of-sample performance remains economically sig-
C58 nificant after transaction costs.




Machine learning in the Chinese stock market

- We add to the emerging literature on empirical asset pricing In
the Chinese stock market by building and analyzing a
comprehensive set of return prediction factors using various
machine learning algorithms.

- Contrasting previous studies for the US market, liquidity
emerges as the most important predictor, leading us to closely
examine the impact of transaction costs. The retail investors’
dominating presence positively affects short-term predictability,
particularly for small stocks.

- Another feature that distinguishes the Chinese market from the
US market is the high predictability of large stocks and state-
owned enterprises over longer horizons..
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ARTICLE INFO ABSTRACT
Article history: We document issuance overpricing of corporate debt securities in China, which is robust
Received 29 January 2020 across subsamples with different credit ratings, maturities, and issuers. This phenomenon

Revised 19 April 2021
Accepted 14 May 2021
Available online 15 June 2021

contrasts with underpricing of equity and debt securities in Western countries and reflects
China’s distinct institutional environment. The average overpricing dropped from 7.44 ba-
sis points to 2.41 basis points after the government prohibited underwriters from using
JEL classifications: rebates in issuances in October 2017. By analyzing overpricing before and after the rebate
G12 ban and across different issuers and underwriters, we uncover two channels for under-
G14 writers, who compete for future underwriting business, to drive up overpricing: rebates
G24 and self-purchases.




Issuance overpricing of China's corporate debt securities

- We document issuance overpricing of corporate debt
securities in China, which is robust across subsamples
with different credit ratings, maturities, and Issuers.
This phenomenon contrasts with underpricing of
equity and debt securities in Western countries and
reflects China’s distinct institutional environment.

- The average overpricing dropped from 7.44 basis
points to 2.41 basis points after the government
prohibited underwriters from using rebates In
Issuances In October 2017.
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Dividend Taxes, Investor Horizon, and Idiosyncratic
Volatility

Oliver Zhen Li
Shanghai Lixin University of Accounting and Finance
National University of Singapore

Hang Liu
Dongbei University of Finance and Economics

Chenkai Ni
Fudan University

ABSTRACT: We examine whether dividend tax induced lock-in reduces idiosyncratic volatility. The 2012 Dividend
Tax Reform in China tied individual investors’ dividend tax to the length of their shareholding period, with short-term
individual investors entering into higher tax brackets. We find that high dividend firms experience a reduction in
idiosyncratic volatility, relative to low dividend firms, after the reform. The effect is more pronounced when high
dividend firms have more retail investors and exhibit greater uncertainty. High dividend firms also experience a
reduction in stock price crashes. Finally, with reduced trading by individual investors who are likely less informed,
earnings announcements of high dividend firms trigger less trading volume during the event window post-reform, but
enable more complete price reactions. We conclude that dividend tax induced lock-in, through discouraging short-
term individual investors’ trading, stabilizes the market and improves share price informativeness.
L4



Dividend Taxes, Investor Horizon, and Idiosyncratic Volatility

« The 2012 Dividend Tax Reform in China tied individual investors’
dividend tax to the length of their shareholding period, with short-term
Individual investors entering into higher tax brackets.

- We find that high dividend firms experience a reduction in idiosyncratic
volatility, relative to low dividend firms, after the reform. The effect is
more pronounced when high dividend firms have more retail investors
and exhibit greater uncertainty. High dividend firms also experience a
reduction in stock price crashes. Finally, with reduced trading by
Individual investors who are likely less informed, earnings announcements
of high dividend firms trigger less trading volume during the event
window post-reform, but enable more complete price reactions.

- We conclude that dividend tax induced lock-in, through discouraging
short-term individual investors’ trading, stabilizes the market and
Improves share price informativeness. @
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ARTICLE INFO ABSTRACT
Article history: The success of behavioral economics has led to a new challenge: many biases offer ob-
Received 5 February 2021 servationally similar predictions for a targeted financial anomaly. To tame this bias zoo,

Accepted 17 March 2021

- : we combine subjective survey responses with observational data to propose a new ap-
Available online 8 June 2021

proach, one that is robust to question-specific biases introduced through surveys. We il-
lustrate this approach by administering a nationwide survey of Chinese retail investors to

JEL classification code:

c11 elicit their trading motives. In cross-sectional regressions of respondents’ actual turnover
G41 on survey-based trading motives, perceived information advantage and gambling prefer-
G50 ence dominate other motives, though they are not the most prevalent biases based on

survey responses.
FFmceccmaada.



Taming the bias zoo

The success of behavioral economics has led to a new
challenge: many biases offer observationally similar
predictions for a targeted financial anomaly. To tame this bias
Z00, Wwe combine subjective survey responses with
observational data to propose a new approach, one that IS
robust to question-specific biases introduced through surveys.

We illustrate this approach by administering a nationwide
survey of Chinese retail investors to elicit their trading motives.
In cross-sectional regressions of respondents’ actual turnover
on survey-based trading motives, perceived information
advantage and gambling preference dominate other

motives
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ARTICLE INFO

ABSTRACT

Article history:

Received 24 September 2020
Revised 7 June 2021

Accepted 4 August 2021

Available online 24 September 2021

We identify a group of “suspicious” firms that use stock splits, perhaps along with other
activities, to artificially inflate their share prices. Following the initiation of suspicious
splits, share prices temporarily increase, and subsequently decline below their presplit lev-
els. Using account level data, we find that small retail investors acquire shares in firms
initiating suspicious splits, while more sophisticated investors accumulate positions before

JEL Classification:
G12
G14

suspicious split announcements and sell in the postsplit period. We also find that insiders
sell large blocks of shares and obtain loans using company stock as collateral around the
initiation of suspicious splits.



Corporate actions and the manipulation of retail
Investors in China: An analysis of stock splits

- We 1dentify a group of “suspicious” firms that use stock splits,
perhaps along with other activities, to artificially inflate their
share prices.

- Following the Initiation of suspicious splits, share prices
temporarily increase, and subsequently decline below their
presplit levels. Using account level data, we find that small retail
Investors acquire shares in firms initiating suspicious splits,
while more sophisticated investors accumulate positions before
suspicious split announcements and sell in the post split period.
We also find that insiders sell large blocks of shares and obtain
loans using company stock as collateral around the initiation of

suspicious splits. -
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ARTICLE INFO ABSTRACT

Article history: Inspired by the recent health science findings that air pollution affects mental health and
Received 16 May 2018 cognition, we examine whether air pollution can intensify the cognitive bias observed
Revised 30 January 2019 in the financial markets. Based on a proprietary data set obtained from a large Chinese
Accepted 31 January 2019 . .. S .

. . mutual fund family consisting of complete trading information for more than 773,198 ac-
Available online 15 October 2019 . .. , . .7 . . . g .

counts in 247 cities, we find that air pollution significantly increases investors’ disposition

JEL codes: effe.cts. Anglysns ba;ed on two plausible exogenous varlatlops in air q.uallry (the vast dissi-
Co2 pation of air pollution caused by strong winds and the Huai River policy) supports a causal
G10 interpretation. Mood regulation provides a potential mechanism.




Alr pollution, behavioral bias,
and the disposition effect in China

- Inspired by the recent health science findings that air
pollution affects mental health and cognition, we
examine whether air pollution can intensify the
cognitive bias observed in the financial markets.

- Based on a proprietary data set obtained from a large
Chinese mutual fund family consisting of complete
trading information for more than 773,198 accounts In
247 cities, we find that air pollution significantly

increases investors’ disposition effects.
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ABSTRACT

We document a negative relation between air pollution during corporate site visits by in-
vestment analysts and subsequent earnings forecasts. After accounting for analyst, weather,
and firm characteristics, an extreme worsening of air quality from “good/excellent” to
“severely polluted” is associated with a more than 1 percentage point lower profit fore-
cast, relative to realized profits. We explore heterogeneity in the pollution-forecast relation
to understand better the underlying mechanism. Pollution only affects forecasts that are
announced in the weeks immediately following a visit, indicating that mood likely plays a
role, and the effect of pollution is less pronounced when analysts from different brokerages
visit on the same date, suggesting a debiasing effect of multiple perspectives. Finally, there
is suggestive evidence of adaptability to environmental circumstances - forecasts from an-
alysts based in high pollution cities are relatively unaffected by site visit pollution.



AIr pollution, affect, and forecasting bias:
Evidence from Chinese financial analysts.

- We document a negative relation between air pollution during
corporate site visits by investment analysts and subsequent earnings
forecasts. After accounting for analyst, weather, and firm
characteristics, an extreme worsening of air quality from
“good/excellent” to “severely polluted” Is associated with a more
than 1 percentage point lower profit forecast, relative to realized
profits.

- We explore heterogeneity in the pollution-forecast relation to understand better the
underlying mechanism. Pollution only affects forecasts that are announced in the
weeks immediately following a visit, indicating that mood likely plays a role, and the
effect of pollution is less pronounced when analysts from different brokerages visit on
the same date, suggesting a debiasing effect of multiple perspectives. Finally, there is
suggestive evidence of adaptability to environmental circumstances —forecasts from

analysts based in high pollution cities are relatively unaffected by site visit poIIu
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pp- 645—665

Earnings Management and
Capital Resource Allocation:
Evidence from China’s Accounting-
Based Regulation of Rights Issues

Kevin C. W. Chen
Hong Kong University of Science and Technology

Hongqi Yuan
Shanghai University of Finance and Economics

ABSTRACT: From 1996 to 1998, listed companies in China were required to achieve
a minimum return on equity (ROE) of 10 percent in each of the previous three years
before they could apply for permission to issue additional shares. As a result of this
rule, there was a heavy concentration of ROEs in the area just above 10 percent. We
show that the Chinese regulators appear to have scrutinized firms using excess
amounts of nonoperating income to reach the 10 percent hurdle. In addition, their ability
to do so seems to have improved over time, which allows them to be better able to
identify firms that subsequently performed better. However, many firms were still able
to gain rights issue approval through excess nonoperating income. We show that these
firms subsequently underperformed other approved firms that did not use the same
practice, indicating that the Chinese regulators’ objective of guiding capital resources
toward the well-performing sectors is partially compromised by earnings management.



Earnings Management and Capital Resource
Allocation: Evidence from China’s Accounting
Based Regulation of Rights Issues

- From 1996 to 1998, listed companies in China were required to achieve a
minimum return on equity (ROE) of 10 percent in each of the previous
three years before they could apply for permission to issue additional
shares. As a result of this rule, there was a heavy concentration of ROEs
In the area just above 10 percent.

- We show that the Chinese regulators appear to have scrutinized firms
using excess amounts of nonoperating income to reach the 10 percent
hurdle. In addition, their ability to do so seems to have improved over
time, which allows them to be better able to identify firms that
subsequently performed better. However, many firms were still able to
gain rights issue approval through excess nonoperating income.

- We show that these firms subsequently underperformed other approved
firms that did not use the same practice, indicating that the Chinese
regulators’ objective of guiding capital resources toward the well- 6

performing sectors is partially compromised by earnings managemera

-
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Corporate Social Responsibility and Risk:
Evidence from China
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Abstract

The empirical findings in this paper show that CSR mitigates the firm-specific risk of
Chinese firms, but exacerbates the market risk since CSR is associated with higher market
risk. In addition, the returns of CSR-minded firms rise faster than those of less CSR-minded
firms when the stock market return is positive, indicating that Chinese investors value firms’
CSR performance when the stock market is up. The ‘upside’ effect is driven by the positive
news effect and reliability effect, especially pronounced for firms with a lower level of i
government ownership and firms whose CSR policies are less driven by agency problems.
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Corporate Social rResponsibility and RISK:

- Evidence from China
The empirical findings In this paper show that CSR

mitigates the firm-specific risk of Chinese firms, but
exacerbates the market risk since CSR Is associated
with higher market risk. In addition, the returns of
CSR-minded firms rise faster than those of less CSR-
minded firms when the stock market return Is positive,
indicating that Chinese investors value firms’ CSR
performance when the stock market Is up.

The ‘upside’ effect 1s driven by the positive news
effect and reliability effect, especially pronounced for
firms with a lower level of government ownership and
firms whose CSR policies are less driven by agency

problems. iﬁ
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Does State Ownership Hinder the Positive
Impact of Corporate Social Responsibility on
Financial Performance and Stock Prices?
Evidence from China

Chun-Kuei Hsieh”
Department of International Business, Tunghai University

Chang Chan™
Department of Finance and Cooperative Management, National Taipei University

Abstract

This paper explores how state ownership and policy reform affect the internal efficiency
of corporate social responsibility (CSR) in Chinese firms. Empirical results show that CSR
improves financial and stock price performance for both private and state-owned firms.
Before the CSR policy reform, state ownership weakens CSR’s positive effect on financial
performance while strengthening that on stock prices. After the government tightened the
CSR requirements further in early 2013, state ownership simultaneously weakens CSR’s
positive impact on financial performance and stock prices, implying that state-owned firms
pay excessive internal costs to follow the government’s stricter CSR requirements for external

benefits.



Does State Ownership Hinder the Positive
Impact of CSR on Financial Performance and
Stock Prices? Evidence from China

»This paper explores how state ownership and policy reform affect
the internal efficiency of corporate social responsibility (CSR) iIn
Chinese firms.

»Empirical results show that CSR improves financial and stock
price performance for both private and state-owned firms.

»Before the CSR policy reform, state ownership weakens CSRS
positive effect on financial performance while strengthening that
on stock prices.

»After the government tightened the CSR requirements further in
early 2013, state ownership simultaneously weakens CSRS positive
Impact on financial performance and stock prices, implying that
state-owned firms pay excessive internal costs to follow  the
governments stricter CSR requirements for external benefits. ﬁ
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