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Abstract 

Asymmetric information has crucial implications for various market participants in financial 

markets, including investors (local and foreign), firms, and governments. The information 

asymmetry problem is especially severe in emerging markets. My dissertation attempts to address 

a few information-related questions that interest both academicians and practitioners. The first 

study adds some new evidence to the on-going debate of whether local or foreign investors are 

better informed. I offer a new perspective to the issue by examining two market segments within 

one country but separated by the relevance of local knowledge measured by state ownership. I 

find that state ownership has a dramatic asymmetric effect on local and foreign institutional 

investors in China’s stock market. Local (foreign) institutional investors have an informational 

advantage in state-owned enterprises (SOEs), while foreign institutional investors have an 

informational advantage in non-state-owned enterprises (non-SOEs). Moreover, the informational 

advantage of local institutional investors is less evident in SOEs with high board independence 

and better audit quality. Building on these results, the second study further uses local and foreign 

institutional ownership as a measure of private information and examines whether firm-specific 

return volatility proxies for price informativeness. I find firm-specific return volatility is 

positively related to private information. Therefore the results support the notion that firm-

specific return volatility measures the rate of private information impounded into stock prices. 

My research contributes to the literature in at least four important ways. My findings reconcile the 

two opposing views on local and foreign investors in the literature and suggest that the 

informational advantages of local and foreign investors vary with the relevance of local 

knowledge. Examining only the whole market in past research masks important variation in the 

relative advantages of local and foreign investors in market segments within a country. My study 
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also suggests that taking into account firm-level characteristics, especially corporate governance 

measures, can enhance our understanding of the behavior of institutional investors. Additionally I 

provide some of the first evidence to show that local political institutions can create barriers faced 

by international investors. Finally, my research confirms the merit of firm-specific return 

volatility as a measure of price informativeness. Together, these studies provide new insights into 

research on asymmetric information in emerging markets and have important implications for 

local and foreign investors, firms, and governments. 
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Chapter 1 

Introduction 

The past three decades have witnessed a rapid growth of emerging markets. The burgeoning 

and drastic amount of research in emerging market finance has been fruitful, yet our 

understanding of emerging markets is still limited. Emerging market finance is an intriguing area. 

It offers a unique opportunity to examine many different disciplines that bridge investments and 

corporate finance with international economics, development economics, law, demographics and 

political science. It presents a greater challenge to researchers than ever, because the conventional 

wisdom that has been invented and applied in developed countries may not work in emerging 

markets.  

Early work in emerging markets finance tried to tackle it from a macro perspective. Most 

studies focused on effects of market liberalization and market integration. Work in the 1990s was 

mostly conducted at the country level while very little work had focused on the individual 

companies. It was probably due to the fairly short histories and poor quality firm-level data 

available in the standard databases at that time. With the drastic improvement on data availability 

and quality on emerging market from the beginning of the 21st century, numerous studies have 

been devoted to research at firm level, which allow us to microscope emerging markets and thus 

achieve a profound understating about these markets. 

An especially pivotal issue in emerging markets is the potentially extreme information 

asymmetry problem. Information asymmetry has crucial implications for various market 

participants. From the perspective of investors in developed countries, how does information 

asymmetry affect their investment decision and outcome? Although emerging markets provide 

international investors with attractive investment and diversification opportunities, their 
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investment decisions are drastically complicated by the severe information asymmetry problems. 

From the perspective of the developing countries themselves, what are the effects of information 

asymmetry on domestic investors and firms, on financial market development, and eventually on 

economic growth? Ideally, the financial liberalization process in emerging markets should bring 

about integration with the global capital market, stimulate foreign investment, and lower the cost 

of equity, which may increase investment and ultimately increase economic wealth. However, the 

relatively poor information environment constitutes one of the major impediments for foreign 

investors to invest in these markets, and thus may attenuate the potential benefits of market 

liberalization. Poor corporate governance in emerging capital markets is another impediment. 

Emerging markets are characterized by weak legal protection of outside investors, highly 

concentrated ownership, and ineffective corporate governance mechanisms. These imperfections 

may also deter foreign investment and have adverse effects on the success of market 

liberalization. It is noteworthy that information asymmetry and corporate governance are not two 

independent issues. The fact that they are tightly entangled with each other calls for the attention 

that researches on one of the issues have to take into account the other.  

My dissertation is devoted to analyzing some important information-related issues in 

emerging markets that have intrigued both researchers and practitioners for a long time. For 

instance, what is the information environment faced by foreign investors? Can foreign investors 

outperform local investors? What obstacles do foreign investors face when acquiring 

information? How do we measure a firm’s or a country’s quality of information environment? Of 

course, all these questions have to be addressed with the corporate governance issue in mind. The 

answers to these questions not only have important implications for foreign investors who wish to 

maximize their profit and effectively diversify their portfolios, but also have significant meaning 

for policy making of governments in emerging markets, because, in order to make the local 
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market appealing to foreign investors, the government must endeavor to provide a relatively fair 

information environment. 

The first study adds some new evidence to the on-going debate of whether local or foreign 

investors are better informed. I offer a new perspective to the issue by examining two market 

segments within one country but separated by the relevance of local knowledge measured by state 

ownership. Prior literature has documented that state ownership is associated with higher 

information asymmetry due to lower governance transparency and poorer financial transparency; 

thus, investing in firms with state ownership requires more local knowledge and experience. I 

find that state ownership has a dramatic asymmetric effect on local and foreign institutional 

investors in China’s stock market. Local (foreign) institutional investors have an informational 

advantage in state-owned enterprises (SOEs), while foreign institutional investors have an 

informational advantage in non-state-owned enterprises (non-SOEs).Moreover, the informational 

advantage of local institutional investors is less evident in SOEs with high board independence 

and better audit quality.  

Building on these results, the second study further uses local and foreign institutional 

ownership as a measure of private information and examines whether firm-specific return 

volatility proxies for price informativeness. If firm-specific return volatility is a measure of 

private information incorporated into stock prices, the more private information the institutional 

investors have, the stronger the correlation between the institutional ownership and firm-specific 

return volatility we should observe. Consistent with the findings on the private information of 

local and foreign investors in the first study, foreign institutional ownership should have a closer 

relationship with firm-specific return volatility than local institutional investors in the whole 

market. Moreover, local (foreign) institutional ownership should be more closely related to firm-
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specific return volatility in SOEs (non-SOEs). The results support the notion that firm-specific 

return volatility measures the rate of private information impounded into stock prices. 

My research makes contributions both to academics and to industry in many ways. 

Academically, my findings reconcile the two opposing views on local and foreign investors in the 

literature and suggest that the informational advantages of local and foreign investors vary with 

the relevance of local knowledge. Examining only the whole market in past research masks 

important variation in the relative advantages of local and foreign investors in market segments 

within a country. My study also suggests that taking into account firm-level characteristics, 

especially corporate governance measures, can enhance our understanding of the behavior of 

institutional investors. Additionally I provide some of the first evidence to show that local 

political institutions can create barriers for international investors. Finally, my research confirms 

the merit of firm-specific return volatility as a measure of price informativeness.  

Though my research is based on data from China, my findings can be broadly applied to 

other markets and have profound implications for investors, firms, and governments. For foreign 

investors, in order to achieve superior investment performance, they have to combine their 

investment expertise with a good understanding of local markets. This is particularly important 

when investing in firms with high information asymmetry. The lesson for local firms, especially 

for those in emerging markets, is that the attractiveness of a firm’s stocks to foreign investors is 

closely associated with its information environment. Efforts to reduce information asymmetry can 

lead to an increase in foreign ownership, which may in turn reduce the cost of capital and enhance 

firm value. The implication for governments is likewise evident: creating a fair information 

environment for investors is one of the foremost issues for governments that endeavor to improve 

the efficiency of capital markets through market liberalization. Besides emphasizing the 

importance of a fair information environment, my research also suggests solutions to alleviate the 
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information asymmetry problem via better corporate governance both at the firm level and at the 

country level. 

The rest of the dissertation proceeds as follows. In Chapter 2, I give a brief introduction to the 

Chinese stock market. Chapter 3 examines whether local or foreign investors are better informed. 

I provide empirical evidence on the asymmetric impact of state ownership on the informational 

advantages of local and foreign institutional investors. Chapter 4 investigates whether firm-

specific return volatility proxies for price informativeness. Finally, I present my summary, 

concluding remarks, and future research in Chapter 5.   
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Chapter 2 

Background of the Chinese Stock Market 

Being the largest emerging market, China’s equity market is of incontrovertible importance to 

international investors. By the end of 2009, it was ranked the world second largest for its 

aggregate market capitalization of 24.27 trillion RMB (3.57 trillion U.S. dollars) and had over 

1,600 listed firms.
1
In this chapter, I give a brief introduction of the background of the Chinese 

stock market, focusing on two aspects relevant to my research: the ownership structure and the 

institutional investor development. 

 

2.1 Ownership Structure 

To understand the ownership structure of listed firms in China, a review of China’s stock 

market system is worthwhile. The two stock exchanges, the Shanghai Stock Exchange (SHSE) 

and Shenzhen Stock Exchange (SZHE), were set up in 1990 and 1991, respectively. The 

government’s intention in developing the stock market was to facilitate economic reform, 

especially to improve the efficiency of its SOEs. Therefore, nearly all listed firms in the 1990s on 

the Chinese stock market came from SOEs. These SOEs went public through a partial 

privatization process: to put it simply, they issue a minority allocation of shares to private 

investors, while the government retains its controlling stake. Hence, SOE’s ownership structure is 

comprised of two components, common shares and government-owned shares. While common 

shares are freely traded in the market and available to all investors, government-owned shares are 

fundamentally different from the former in the sense that they are non-tradable and represent 

control by the government that will not be transferred to the private sector. As a result, these 

                                                   

1 Report from China Center for Market Value Management, available at 

http://www.ccmvm.org/body_text.jsp?frameid=53637&docid=3813 
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listed SOEs have a substantial portion of state ownership and continue to have close connections 

with the central or local government. It is noteworthy that the existence of state ownership has 

important implications for China in preserving its socialist structure while it is implementing a 

market economy reform.  

 

2.2 Institutional Investor Development 

Local institutional investors in China are largely comprised of mutual funds, insurance 

companies and the National Social Security Fund (NSSF). After being introduced into the 

Chinese stock market in September 2001, mutual funds have become the fastest growing and 

largest institutional investors in China. By the end of October 2009, there were 60 mutual fund 

management companies, managing 532 funds, and accounting for 76% of total (both local and 

foreign) institutional ownership in China.
2
 In addition to 532 of their own funds, they also 

manage funds for other institutional investors such as enterprise annuities. Insurance companies 

were not allowed to enter the stock market until 2005.In order to control risk, the China Insurance 

Regulatory Committee restricts insurance companies from investing in certain types of high risk 

stocks, such as ST
3
 stocks, stocks with poor performance or loss; and they cannot hold more than 

10% of the tradable shares in one stock. NSSF is the only pension fund that is allowed to directly 

invest in stocks in China. NSSF always gets preferential treatments in the stock market such as 

guaranteed shares in IPO auctions and tax waivers. In fact, NSSF has been called “National 

Team” in the Chinese stock market for the privileges granted by the government. Many critics 

                                                   

2 Report from China News, China’s official news agency, available at: http://estate.chinanews.com.cn/cj/cj-
jggc/news/2009/12-02/1996622.shtml 
3In the Chinese stock market, a stock is categorized as Special Treatment (ST) when it has negative net 

profit for two consecutive fiscal years, or the net asset value per share is lower than the book value of the 

stock at the end of last fiscal year.  ST stocks are subject to some restrictions by CSRC, such as the daily 

price change of an ST stock cannot exceed 5%, the stock name has to be prefixed “ST”, and the mid-year 

financial reports of the current year have to be audited.   
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have questioned this, and one piece of evidence they point out is that “NSSF short their positions 

before the market crashes every time since its market participation in 2003”.
4
 In contrast with the 

U.S., banks and trust companies are prohibited from entering the stock market in China. 

Besides domestic institutional investors, Qualified Foreign Institutional Investors (QFIIs) also 

hold a significant stake in the Chinese stock market. The QFII program was implemented by the 

China Securities Regulatory Commission (CSRC) in 2002 in order to relax the strict restrictions 

on foreign investors. The QFII scheme allows qualified foreign institutional investors to invest in 

the Chinese market within a specified quota upon approval from CSRC. By the end of September 

2009, the number of QFIIs had reached 88, which had been issued an aggregate quota of 15.72 

billion U.S. dollars by the Chinese government. 
5
 

I define local institutional ownership as the shares held by local institutional investors and 

foreign institutional ownership as the shares held by QFIIs. Though some mutual funds have 

foreign ownership, following Chinese convention, I still classify them as local institutional 

investors for the following reasons. First, before their ownership reconstruction, these joint-

owned mutual funds were fully domestically owned. Second, the main purpose of seeking foreign 

ownership of mutual funds is to invest abroad through Qualified Domestic Institutional Investors 

(QDII) with the help of foreign owners and to use the glamour brand of a foreign partner to attract 

customers in China.
6
Third, there are strong conflicts between foreign and local owners of these 

joint-owned mutual funds. The Chinese ownership has to be the majority, as the limit on foreign 

ownership of the mutual funds in China was 33% before 2005 and 49% after 2005. As a result, 

                                                   

4  For example, one article is “Signal from NSSF: buy at the bottom of 2000, and sell at the peak of 6000” 

from Chinese Securities, available at http://finance.jrj.com.cn/2008/12/0801202983479.shtml 
5 List of Foreign Qualified Institutional Investors on CSRC’s official website, available at: 

http://www.csrc.gov.cn/pub/zjhpublic/G00306208/200911/t20091109_167642.htm 
6The importance of fund name in attracting customers has been documented in the prior literature. For 

example, Cooper, Gulen, and Rau (2005)find that the year after a fund changes its name to reflect a current 

hot style, the fund experiences an average cumulative abnormal flow of 28%, with no improvement in 

performance 
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the mutual funds are usually locally run and operated, while foreign owners can only appoint the 

CFOs. Not satisfied with this control structure, nearly all foreign owners of the mutual funds have 

applied for the QFII licenses, in order to secure full control. Fourth, the regulations for mutual 

funds in China are totally different from those for QFIIs.
7
  

                                                   

7 For some references, please check Competing for controlling, March 13, 2006, Chinese Journal of 

International Finance, and Difficulties faced by China-foreign joint mutual fund, Securities Times, July 15, 

2009. 
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Chapter 3 

Local and Foreign Institutional Investors, Information Asymmetries, 

and State Ownership
8
 

Abstract 

Evidence is mixed on whether local investors or foreign investors are better informed. I offer 

a new perspective by examining two market segments within one country but separated by the 

relevance of local knowledge. Prior literature has documented that state ownership is associated 

with higher information asymmetry due to lower governance transparency and poorer financial 

transparency; thus, investing in firms with state ownership requires more local knowledge and 

experience. This paper examines how the state ownership of listed firms affects the information 

role of local and foreign institutional investors in China. I find that state ownership has a dramatic 

asymmetric effect on local and foreign institutional investors. In state-owned enterprises (SOEs), 

local institutional ownership has strong forecasting power for future stock returns, while foreign 

institutional ownership has no such ability. In non-state-owned enterprises (non-SOEs), foreign 

institutional ownership strongly predicts future stock returns, whereas local institutional 

ownership does not. Moreover, the return predictive ability of local institutional investors is less 

evident in SOEs with high board independence and better audit quality.  My results indicate that 

local (foreign) institutional investors have an informational advantage in SOEs (non-SOEs). My 

findings reconcile the two opposing views in the literature and suggest that the relative 

advantages of local and foreign investors vary with the relevance of local knowledge. My paper 

also suggests that taking into account firm-level characteristics, especially corporate governance 

measures, can enhance our understanding of the behaviour of institutional investors. Additionally 

                                                   

8 An earlier version of this chapter was co-authored with Ni Yang. 
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I provide some of the first evidence to show that local political institutions can create barriers for 

international investors. 

 

“But for all the big Chinese telecom outfits, the management shifts show that a company's leaders 

are accountable to the [Communist] Party, ultimately. That might not be a reassuring message 

for foreign investors trying to judge the companies based on their growth prospects and 

profitability. The logic of the management changes escapes me, really." 

Duncan Clark, the Wall Street Journal Asia, November 2, 2004 

Can you imagine the anger from investors and the impact on share prices if the CEOs of GM, 

Ford and Daimler-Chrysler swapped their jobs without any justification? Of course, this would be 

a preposterous suggestion in the United States. However, on the other side of the world, it could 

be a different story. On November 1, 2004, the Chinese government switched around the CEOs of 

China Mobile, China Telecom and China Unicom, its three biggest state-owned telecom 

companies, all publicly traded as New York ADRs. Compared with the calmness of the Chinese 

investors to the announcement, the agitations among foreign investors are in sharp contrast. 

Besides Mr. Clark’s comments in the Wall Street Journal Asia,  Dr. Donald Straszheim, the 

former Chief Economist for Merrill Lynch & Co and now the Chairman and CEO of Straszheim 

Global Advisor, a research firm that has a specialization in China, criticizes that “The #1 person 

at Telecom retired. The #1 at Mobile went to become #1 at Telecom. The #1 at Unicom (the worst 

performing) went to #1 at Mobile (the best performing). The #2 at Unicom became #1 at Unicom. 

Consider. Such bureaucratic shuffles still occur in the government, but the SOE (State-Owned-
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Enterprises)carve-outs are supposed to be different. The lesson: Investing in SOEs isn’t worth it. 

We are not interested in these SOEs at this time." 
9
 

3.1 Introduction 

This paper studies how the state ownership of listed firms affects the information environment 

faced by local and foreign institutional investors in China. Using a comprehensive dataset of over 

1,300 firms in the Chinese stock market for the period 2004-2008, I examine the predictive power 

of local and foreign institutional investors for future stock returns across state-owned enterprises 

(SOEs) and non-state-owned enterprises (non-SOEs). I document a dramatic asymmetric impact 

of state ownership on local and foreign institutional investors and my findings shed new light on 

the ongoing debate of whether local or foreign investors are better informed. This paper is 

motivated by the increasing controversy on the informational role of foreign and local investors 

(e.g., Dvorak (2005), and Froot and Ramadorai (2008)) and by a growing body of research that 

examines the role of political institutions on firm behavior (e.g., Chaney, Faccio, and Parsley 

(2008)). 

The question of whether local investors are better informed than foreign investors about firm 

values in their home country has been increasingly controversial among finance academics and 

practitioners. The literature is divided with arguments for both sides of the issue. For a long time, 

many believed that local investors had an advantage in trading stocks over foreign investors. A 

leading explanation for this argument is that local investors have superior information by being 

physically closer to local firms, being more familiar with the local environment, and sharing the 

same linguistic and cultural origin as local firms. As a result, local investors have better access to 

information related to firm fundamentals than foreign investors do. Substantial empirical 

evidence seems to support the local advantage argument. For instance, Shukla and van Inwegen 

                                                   

9 Straszheim Global Advisors, November 10, 2004, available at 

http://www.siliconbeat.com/entries/20041110-China-Telecom-Mgmt-Reshuffle-2.pdf 
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(1995) show that U.K. managers underperform their U.S. counterparts when picking U.S. stocks. 

Brennan and Cao (1997) use equity portfolio flows and show that local investors are more 

informed than foreign investors in the U.S. Kang and Stulz (1997) find that foreign investors in 

Japan tend to invest more in firms that they have more information about and avoid firms that 

have higher informational asymmetry. Studies on Korean, German, and Indonesian markets 

provide similar results (e.g., Choe, Kho, and Stulz (1999),  Hau (2001), and Dvorak (2005)). 

In contrast to the view that local investors are better informed, a number of articles have 

provided contrary evidence that foreign investors have more information about the local market. 

Their argument is that foreign investors have superior investment experience and expertise. They 

perceive relevant company fundamentals better than local investors, and effectively translate their 

financial savvy into profits. Therefore their holdings and trading have stronger predictive power 

on stock price movement than that of local investors. Furthermore, this effect should be stronger 

in emerging markets, where local institutional investors are less sophisticated or dominant. 

Grinblatt and Keloharju (2000) find that foreigners are better able to pick winning Finnish stocks 

than are domestic individuals. Froot, O'Connell, and Seasholes (2001) and Seasholes (2004) 

provide evidence that international portfolio inflows have positive and significant forecasting 

power for future equity returns in emerging markets. Froot and Ramadorai (2008) also find that 

institutional cross-border flows predict both the NAV returns and price returns of close-end 

country funds. Huang and Shiu (2009) show that foreign investors have a long-run informational 

advantage over local investors in Taiwan. 

This article adds new evidence to the debate of whether local or foreign investors are better 

informed by investigating the role of state ownership on local and foreign institutional investors 

in the Chinese Stock Market. I expect that state ownership has an asymmetric impact on the 

information environment faced by local and foreign institutional investors. There are at least three 

explanations to why state ownership may affect local and foreign institutional investors in 
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different ways. First of all, because SOEs usually have highly concentrated ownership and a great 

deal of government intervention, they are characterized by lower governance transparency and by 

less effective corporate governance mechanisms (e.g., Shleifer and Vishny (1997), La Porta, 

Lopez-de-Silanes, and Shleifer (1999), and Johnson, La Porta, Lopez-de-Silanes, and Shleifer 

(2000)). Local investors are accustomed to government involvement in corporate affairs as well 

as its complexity, whereas foreign investors from market-oriented economies are at a great 

disadvantage in understanding it. Second, SOEs have lower financial transparency (e.g., 

Bushman, Piotroski, and Smith (2004), Wang, Wong, and Xia (2008), and Chaney, Faccio, and 

Parsley (2008)) and hence higher information asymmetry. The government preferential treatments 

associated with state ownership and potentially higher degree of expropriations of minority 

shareholders reduce SOEs’ incentives to disclose more information to outside shareholders. 

Compared with foreign investors, local institutional investor are likely to have an advantage in 

acquiring private information via closer connections and better communication with the managers 

of SOEs. Third, SOEs might have a preference for local investors, and an aversion to foreign 

investors in terms of information disclosure for patriotic or ideological reasons. As I will discuss 

in the section on hypothesis development, prior literature has provided considerable evidence on 

how state ownership is related to more government intervention, poorer corporate governance, 

and lower financial transparency both in China and internationally.  Building on the literature, my 

hypothesis is that local institutional investors have an informational advantage over foreign 

institutional investors in SOEs. The primary objective of my paper is to examine “how” instead of 

“why” state ownership imposes a positive effect on local investors while an adverse effect on 

foreign investors. Nevertheless, I attempt to provide some evidence to support the corporate 

governance and financial transparency arguments. If these arguments hold, I would expect that, in 

the SOEs that have relatively better governance and financial transparency compared to the 

average SOEs, the extent to which local institutional investors outperform foreign institutional 

investors should be less. The proxy I use for corporate governance is board independence 
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(e.g.,Durnev and Kim (2005), , Dahya, Dimitrov, and McConnell (2008), and Aggarwal, Erel, 

Stulz, and Williamson (2010)), and the proxy for financial transparency is Big 4 auditors (e.g., 

Fan and Wong (2004), Choi and Wong (2007), and Gul, Kim, and Qiu (2009)).
10

I expect that the 

information advantage of local institutional investors may be less evident in SOEs with high 

board independence or Big 4 auditors. 

I follow the prior literature to measure informational advantage by the return predictive ability 

of institutional investors, i.e. stronger return predictive ability means greater informational 

advantage of local or foreign institutional investors. Here and following, the phrase 

“informational advantage” is used as a comprehensive term for any abilities to achieve better 

performance; it comprises advantageous access to private information as well as advantage in 

processing collected information. I find strong evidence to support my hypothesis. In SOEs, local 

institutional investors have strong forecasting power on future stock returns, while foreign 

institutional ownership has no such ability. This result shows that local institutional investors are 

better informed with SOEs than foreign institutional investors are. In contrast, in non-SOEs, 

foreign institutional investors outperform local institutional investors. Foreign institutional 

ownership is positively and significantly associated with future stock returns, whereas the relation 

is positive but weak for local institutional ownership. This result shows that foreign institutional 

investors have an advantage over local institutional investors in non-SOEs. Moreover, consistent 

with my prediction, the informational advantage of local institutional investors is less significant 

in SOEs with high board independence or Big 4 auditors. Further tests show that the state 

ownership effect cannot be explained by other information asymmetry measures such as size, age, 

or analysts. Finally, my results are robust to various sensitivity tests, such as employing different 

                                                   

10 The choice of board independence and audit quality can be endogenously determined (e.g. Bhagat and 

Black (2002), Bhagat and Bolton (2008), and Guedhami, Pittman, and Saffar (2009)). However, my goal 

here is just to examine if the informational advantage of local institutional is less evident in SOEs with 

better corporate governance using proxies of board independence and audit quality, no matter whether it is 

endogenously or exogenously determined. 
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econometric methodologies and portfolio approach, using quarterly data, and excluding index 

funds.  

My paper contributes to the existing literature in three important ways. First, it contributes to 

the growing debate over whether local investors or foreign investors are more informed. By 

looking at two different market segments of SOEs and non-SOEs, my results reconcile the two 

opposing views in the current literature. A surprising variety of data and approaches has been 

used in the prior literature and the evidence is mixed. Most studies take the market as a whole. 

Brennan and Cao (1997), Froot, O'Connell, and Seasholes (2001), and Froot and Ramadorai 

(2008) use international portfolio flows. Choe, Kho, and Stulz (1999) and Hau (2001) use high 

frequency transaction data, and Grinblatt and Keloharju (2000) and Dvorak (2005) have focused 

on the most liquid firms. Although Kang and Stulz (1997) and Seasholes (2004) identify that 

information asymmetry may have an impact on the informational advantage of foreign investors, 

they use size to measure information asymmetry. However, size also proxies for information 

asymmetry among local investors. Actually, my results show that both local and foreign investors 

have more private information in small firms than in large firms. My paper is also distinct from 

Chan, Menkveld, and Yang (2007) and Chan, Menkveld, and Yang (2008). They examine the 

price discovery of A-share market (for local investors) and B-share market (for foreign investors) 

when A-share market was not yet opened to foreign investors. I focus on A-share market and 

directly compare the informational advantages of local and foreign investors. In this paper, I put 

an emphasis on the role of the relevance of local knowledge and I identify state ownership as the 

factor that mainly drives the information asymmetry between local and foreign investors. I thus 

offer a new perspective to analyze the informational role of local and foreign investors. In 

markets (stocks) where local knowledge and information are more relevant, local investors 

outperform foreign investors, while in markets (stocks) where local knowledge and information 

are less relevant, experienced investors (usually foreign investors in emerging markets) 
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outperform less experienced investors. Examining only the whole market as in past research, thus, 

masks important variation in the relative advantages of local and foreign investors in market 

segments within a country. Though my study is based on data from China, my findings have 

implications for future research on local and foreign investors in other markets and suggest that 

local political institutions and ownership structure may have a potential role in explaining the 

difference in performance between locals and foreigners. 

My paper also contributes to the literature on institutional investors. The vast majority of 

research in this strand of literature tests how the institutional investment performance is related to 

the characteristics of institutional investors, such as institutional type, investment style, and more 

recently investment horizon and investor locality (e.g.,Daniel, Grinblatt, Titman, and Wermers 

(1997),Wermers (1999), Wermers (2000), Chen, Jegadeesh, and Wermers (2000), Yan and Zhang 

(2009), and Baik, Kang, and Kim (2009)). Not following the conventional approach, Bushee and 

Goodman (2007) examine firm-level characteristics and find that informed trading of institutional 

investors is concentrated in firms where they have large positions, especially in small firms with 

relatively poor pubic information environment. They suggest that incorporating firm-level 

measures provides even more powerful and direct tests for the influence and behaviour of 

institutional investors than measures based solely on institution-level characteristics. By 

documenting that the informational advantage of local institutional investors over foreign 

institutional investors is the most evident in poorly governed state-owned firms measured by 

board independence and audit quality, my paper further suggests that taking into account firm-

level characteristics, especially corporate governance measures, can enhance our understanding of 

the behaviour of institutional investors
11

. 

                                                   

11
My result is also consistent with the finding of Ravina and Sapienza (2009), which shows that the trading 

of executives and independent directors makes higher returns in firms with the weakest governance in the 

U.S. 
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Finally, my paper contributes to the growing literature that examines the role of political 

institutions on firm behaviour. Research in finance focuses on how the political institutions affect 

corporate governance (e.g., Shleifer and Vishny (1994), Shleifer (1998), and Johnson and Mitton 

(2003)) and firm valuation (e.g., Faccio (2006)). Many studies in accounting study the role of 

political institutions on corporate reporting incentives and accounting quality (e.g., Ball, Robin, 

and Wu (2003), Fan and Wong (2002), Bushman, Piotroski, and Smith (2004), Leuz and 

Oberholzer-Gee (2006), Wang, Wong, and Xia (2008), and Chaney, Faccio, and Parsley (2008)). 

However, the extant literature only looks at how political institutions affect domestic investors. 

To my knowledge, this paper is the first to provide empirical evidence that domestic political 

institutions also have significant effects on foreign investors, and fills a void in the literature on 

political institutions. 

The rest of the chapter proceeds as follows. In Section 2, I develop my hypotheses. Section 3 

describes the data and summary statistics. In Section 4, I provide empirical evidence on the 

asymmetric impact of state ownership on local and foreign institutional investors. Section 5 

presents the results from robustness tests. Finally, I present my summary and concluding remarks 

in Section 6.   

 

3.2 Hypothesis Development 

In this section, I develop my hypothesis. My hypothesis examines the relation between state 

ownership and the predictive power of local and foreign institutional investors for future stock 

returns. I offer three potential arguments to explain why state ownership may have an asymmetric 

impact on local and foreign institutional investors, namely, (1) the governance transparency 

argument, (2) the financial transparency argument, and (3) the patriotism and ideology argument. 
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3.2.1 Governance Transparency and Understanding 

To a large extent SOEs are still following the model of a centrally planned economy, with 

considerable government intervention involved. Foreign investors from market-oriented 

economies are at a great disadvantage in understanding SOEs. Fan, Wong, and Zhang (2007) find 

that, in China, the CEOs of SOEs are appointed by the government, and many of them are former 

or current government bureaucrats. The story that the Chinese government switched around the 

chiefs in its three biggest state-owned telecom companies is a typical example of government 

intervention in management appointments. Foreign investors from market-oriented economies are 

confused with such management reshuffles,
12

 while locals are more accustomed to this kind of 

political interventions. In fact, most local institutional investors in China are also state-owned. 

Consequently, their mangers may have personal experience with political intervention. SOEs are 

also more likely to be subject to expropriation by politicians compared with non-SOEs. Locals 

are more familiar with this political culture and have better ability to detect and gauge 

expropriation. Foreign investors from market-oriented economies, on the other hand, have 

difficulties understanding this. 

I give another example of how these Chinese characteristics may confuse foreign investors. 

For instance, there has been a large amount of evidence showing that privatization improves 

operating performance of government-owned enterprises around the world (e.g., Megginson and 

Netter (2001)).However, China’s privatization is different. Sun and Tong (2003) show that while 

share issue privatization improves output in China, it is also associated with significantly lower 

                                                   

12
One purpose of the management reshuffle by the Chinese government is that they believe rotation among 

different positions or companies is an effective mechanism to find the best candidate. Another purpose of 
the management reshuffle is that they believe swapping chiefs between firms can effectively decrease 

vicious competition among SOEs. The CEO swap among the three telecom companies was part of the 

Chinese government's efforts to prepare the telecom industry for the upcoming introduction of the third-

generation services. The government intended to shift around top managers among the telecom giants to 

promote understanding, enhance business interconnections, and reduce competition before the official 

launch of 3G services in 2005.  
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operating performance. Deng, Gan, and He (2006) document that privatized firms with 

concentrated ownership typically have significantly lower operating performance. 

3.2.2 Financial Transparency and Private Information Acquisition 

SOEs have lower financial transparency and higher information asymmetries. Compared with 

foreign investors, local institutional investor are likely to have an advantage in acquiring private 

information via closer connections and better communication with the managers of SOEs, thus 

mitigating the information asymmetry. SOEs disclose less, and upon disclosure, their financial 

reporting is of poorer quality compared with non-SOEs. There are two explanations for this lower 

financial transparency. One is that SOEs have less need to disclose information to the public. 

Firms characterized by the tight connections with the central or local government may receive 

preferential treatment by the government and state banks, such as government political and 

financial support, lower bank loan rates and government bailout in the times of financial distress. 

As a result, SOEs’ preferential access to capital reduces their incentives to provide high quality 

accounting reports to outside shareholders.Chaney, Faccio, and Parsley (2008) examine the 

quality of financial disclosure of politically connected firms across the world. They find the 

quality of earnings reported by politically connected firms is significantly poorer than that of 

similar non-connected companies. In addition, these firms are not penalized by a higher cost of 

debt for their poor quality of information, as other non-politically-connected firms are, suggesting 

that managers of connected firms are less sensitive to market pressures to increase the quality of 

financial disclosure. 

The other explanation is that SOEs may suppress information to hide expropriation by the 

management, politicians, and their cronies. A large literature  (e.g., Shleifer and Vishny (1997), 

La Porta, Lopez-de-Silanes, and Shleifer (1999), and Johnson, La Porta, Lopez-de-Silanes, and 

Shleifer (2000)) documents that expropriation of minority shareholders takes place where the 
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property rights protection is weak and when there is no effective corporate governance 

mechanism. In SOEs, ownership is highly concentrated and political connections are common, so 

expropriation is more likely than in non-SOEs. Fan, Wong, and Zhang (2007) find evidence that 

listed firms with politically connected CEOs significantly underperform those without politically 

connected CEOs based on three-year post-IPO stock returns and operating performance in China. 

They attribute this result to government intervention in the forms of rent seeking and extraction. 

Deng, Gan, and He (2006) document that expropriation is more common in SOEs, and firms with 

expropriating shareholders have significantly lower operating performance.The incentives to 

expropriate minority shareholders are negatively related to the quality of earnings reporting. 

Both the preferential government treatment and higher probability of expropriation of SOEs 

suggest that SOEs have lower quality of financial reporting and thus less financial transparency. 

Wang, Wong, and Xia (2008) compare the auditor choice of SOEs with non-SOEs in China. They 

find SOEs that are controlled by local government, or controlled by the central government in 

less-developed regions, are more likely to hire small auditors within the same region. They 

propose three possible arguments for this auditor choice pattern: SOEs have less demand for high 

quality disclosure as they have preferential access to capital and government bailout in financial 

distress; local auditors have superior information about the firm; or SOEs do this to hide 

collusion. Bushman, Piotroski, and Smith (2004) investigate country-level corporate 

transparency. They find governance transparency is associated with countries' legal/judicial 

regimes, while financial transparency is primarily related to political economy. Gul, Kim, and Qiu 

(2009) find state ownership is negatively related to the amount of firm-specific information 

incorporated into share prices, as measured by stock price synchronicity, which indicates that the 

information environment of SOEs is poorer than that of non-SOEs. In sum, all the above 

literature emphasizes that a firm’s financial transparency is negatively associated with state 

ownership and political connections.  
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Therefore, the lower financial transparency of SOEs suggests that they are associated with 

greater financial information asymmetry. Local investors have an advantage over foreign 

investors with respect to acquiring private information of these firms. Managers of local 

institutional investors may have relatives and friends working in SOEs. In most cases, the 

manager or chairman of local institutional investors and SOEs are all Party members or even 

appointed by the same local or central government.
13

A rich body of literature has documented 

that social networks provide an important channel to acquire information. Hong, Kubik, and Stein 

(2004) find that social individual investors invest substantially more than non-social individual 

investors. Hong, Kubik, and Stein (2005) find that in the U.S. mutual fund managers tend to buy 

(sell) the same stocks as other managers in the same city buy (sell) in the same quarter, 

suggesting managers spread information about stocks to one another by word of mouth. Cohen, 

Frazzini, and Malloy (2008) focus on connections between mutual fund managers and corporate 

board members via shared education networks. They find that portfolio managers place larger 

bets on connected firms and perform significantly better on these holdings relative to their non-

connected holdings. Social interaction also plays a key role in the Chinese economy and culture. 

Park and Luo (2001) and Batjargal (2007) find that social networks can enhance firm 

performance in China. Bruton and Ahlstrom (2003) and Batjargal and Liu (2004) find that 

Chinese venture capitalists rely heavily on interpersonal trust to reduce uncertainties  when 

making investment decisions. Thus, compared with foreign investors, local institutional investors 

that have closer connections and better communications with the management of SOEs are likely 

to have an informational advantage in SOEs. 

                                                   

13 One example of the connections between fund managers and CEOs of SOEs through politics is the case 
of “Price Manipulation of Haixin” in Shanghai in 2007. The manager of Hua’an Fund Family and the CEO 

of the listing firm Haixin were both appointed by the government and are close friends of the Secretary of 

Shanghai Municipal Committee of the Communist Party of China. The fund manager and the CEO 

colluded to manipulate Haixin’s stock price in the stock market. Their misconduct was uncovered during 

the investigation of “Misuse of Money in Shanghai's Social Security Fund by the Secretary of Shanghai 

Municipal Committee of the Communist Party of China”. 
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3.2.3 Patriotism and Ideology 

As SOEs have important implications for China in preserving its socialist structure, the 

involvement of foreign investors in SOEs is a very sensitive issue. Huang and Shiu (2009) 

document that foreign institutional ownership is positively associated with firm valuation and that 

firms actively seek foreign investment in Taiwan. Although this might be true for non-SOEs in 

China, it cannot be the story for SOEs. SOEs are less concerned about the valuation effect of 

foreign ownership because they can get preferential treatment from the government. On the 

contrary, SOEs may even have an aversion to foreign ownership for strategic considerations to 

retain their state-owned nature intact. Whereas, it is possible that SOEs have a preference for 

local investors and they are more willing to disclose information to local investors. As a result, 

local investors have an advantage in getting information from SOEs. At the same time, as many 

institutional investors in China are also state-owned, disclosing inside information to the local 

institutional investors by SOEs can be “for the interests of the country”, while disclosing 

information to foreigners can attract political opposition for the reason of “national security”. One 

example is Carlyle Group’s failed bid to take over Xugong Group Construction Machinery. In 

October 2005, U.S. private-equity firm Carlyle Group signed an agreement to take an 85% stake 

in Chinese construction equipment maker Xugong Group for US$375 million. The deal not only 

encountered difficulties in obtaining approval from the government, but also provoked strong 

nation-wide opposition. A rival firm, Sany Heavy Industry’s executive, stroked nationalist 

sentiment against the deal. Even though Carlyle and Xugong revised the terms to acquire a 

smaller stake of 45%, the deal was never approved, and was abandoned in June 2008.
14

 

Put together, my three arguments suggest that local institutional investors have a significant 

informational advantage in SOEs. On the contrary, in non-SOEs, local investors’ advantage might 

                                                   

14The Wall Street Journal（Chinese version）, July 23, 2008， 

http://chinese.wsj.com/gb/20080723/bch071450.asp?source=article 
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be much weaker. Compared with SOEs, non-SOEs have less government intervention, higher 

level of financial transparency, and have no ideological concerns. Moreover, non-SOEs might 

even want to attract foreign investors as foreign ownership has a positive valuation effect (e.g., 

Huang and Shiu (2009)). It is possible that foreign institutional investors have an advantage over 

local institutional investors in non-SOEs because non-SOEs offer a relatively fair information 

environment to local and foreign institutional investors. It is, therefore, a purely empirical issue 

whether local or foreign institutional investors are better informed with non-SOEs. 

 

3.3 Data Description and Methodology 

3.3.1 Data 

The data for this study come from four sources. I obtain semi-annual institutional holdings, 

price information, accounting data, and state ownership for all stocks traded on SHSE and SZSE 

from Wind Financial Database.
15

Mutual funds in China are required by CSRC to report all their 

equity positions at the end of each half-year, but only need to report the top ten holdings by value 

at the end of each quarter. In contrast, QFIIs are required to report all their holdings at the end of 

each quarter. Therefore, I can get complete mutual fund portfolio data every half-year, but 

relatively less complete mutual fund portfolio data by quarter.  

For accuracy, I perform my entire main tests using semi-annual data. My six-month horizon is 

also consistent with Grinblatt and Keloharju (2000). For a robustness check, I test my hypothesis 

using quarterly data in Table 3-10.  Institutional ownership for each stock is computed as the 

number of shares held by institutional investors divided by the number of tradable shares 

                                                   

15
Wind Financial Database is from Shanghai Wind Information Co., Ltd. (WIND), a firm that specializes in 

providing data on China’s securities market since 1992. Previous literature that has used this database 

includes Chang and Wong (2004), Wong, Opper, and Hu (2004), Poon and Chan (2008) etc. 
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outstanding. The number of tradable shares outstanding has been adjusted for split, stock 

dividend, and SEO (Seasoned Equity Offering). Director information is obtained from GTA 

China Corporate Governance Database.
16

Auditor information is manually collected from the 

official website of the CSRC.
17

Analyst coverage data are obtained from I/B/E/S.
18

Analyst 

coverage is defined as the number of analysts reporting current year earnings estimates in the 

current period. Firms without any I/B/E/S coverage are assigned a value of zero analysts. 

My initial sample begins with all the listed firms on SHSE and SZSE for the period from Jan 

1, 2004 to Dec 31, 2008. I choose 2004 to start because it was not until May 23, 2003 that the 

first QFII License in China was issued to UBS. Thus QFII ownership data starts from the second 

half-year of 2003, and I need one lagged QFII ownership data as a control variable. I exclude B-

share stocks and focus on A-share stocks. A-shares are traded in Chinese RMB and exclusively 

available to Chinese citizens, domestic institutions and QFIIs, while B-shares, issued by a very 

limited number of firms, are open to foreign investors and denominated in U.S. dollars in SHEX 

and in H.K. dollars in SSEX. A-share and B-share markets were totally segmented until February 

2001, and since then Chinese residents have been allowed to invest in B shares using foreign 

currency. Compared with A-shares, B-share markets are small, illiquid, and very sensitive to the 

exchange rate and the changes in regulations. I also exclude firms that have been categorized as 

PT (Particular Transfer) stocks by the stock exchange for their poor profit performance.
19

 The 

                                                   

16GTA China Corporate Governance Database specializes in data on corporate governance of public firms 

in China and is provided by GTA Information Technology.GTA Information Technology is also the provider 

o f China Stock Market & Accounting Research Database through Wharton Research Data Service. 
17http://www.csrc.gov.cn/ 
18 I need to be cautious about using analyst data from I/B/E/S in a Chinese study because I/B/E/S only 

includes analysts that reside outside of China and has no data on local analysts (Table 1 of Bae, Stulz, and 

Tan (2008). This lack of accuracy restrains us from performing some tests that require accurate analyst 

estimate data, such as examining if institutional trading is related to earnings surprise as Yan and Zhang 

(2009). 
19

A stock is categorized as Particular Transfer (PT) when it has three consecutive fiscal years’ negative 

profits. When this happens, a PT stock is no longer regularly traded on the exchange. They only can be 

traded on Friday, have a price increase limit of 5% and no price drop limit, and the bidding procedure of PT 

stocks is different from other stocks. In my reported results, I exclude all the PT stocks since these stocks 
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poor profit performance makes PT stocks attract only a certain type of high risk-chasing 

investors. Moreover, PT stocks only can be traded on Friday. I follow the literature on the 

convention of excluding firms in the financial and regulated utilities industries based on the 

industry classification by CSRC. Finally, my sample requires a stock to have data available to 

calculate various firm characteristics, including size, book-to-market ratio, turnover, return 

volatility, dividend yield, age, state ownership, and cumulative market-adjusted returns over the 

past 12 months. My final sample comprises 11,394 firm-half-years.  

My central dependent variable is six-month-ahead stock returns. My main variables are local 

and foreign institutional ownership. I investigate whether the predictive ability of institutional 

ownership on future returns is different across local and foreign institutional investors in the 

Chinese stock market. More importantly, I want to examine whether a firm’s state ownership has 

an asymmetric impact on the stock price information environment for local and foreign 

institutional investors in China.  I hypothesize that the level of and change in local institutional 

ownership are better predictors for future stock returns for SOEs, whereas the level of and change 

in foreign institutional ownership are better predictors for future stock returns for non-SOEs. 

Following Baik, Kang, and Kim (2009) and Yan and Zhang (2009), I use a variety of firm 

characteristics to explain the cross-section of institutional ownership and future stock returns, 

including size, market-to-book ratio, average turnover, return volatility, dividend yield, age, price, 

and cumulative market-adjusted past returns of            and             .
20

 Market 

capitalization is calculated as share price times tradable shares outstanding.
21

 Market-to-book 

                                                                                                                                                        

are not regular listing stocks. I also test my results by excluding all the ST stocks and my results hold the 

same.  
20 Market return is calculated as value-weighted market return. 
21

As the price of tradable share should not be equal to the price of non-tradable share, for a fair comparison, 

I calculate the market capitalization as share price times tradable shares outstanding instead of all shares. I 

also believe market capitalization of tradable shares can better explain stock return than total assets and 

market capitalization of all shares. In an unreported test, I repeat my regressions using total assets and 

market capitalization of all shares and my results remain robust. 
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ratio is computed as the ratio of the market capitalization to the book value of equity for the 

current half-year. Return volatility is defined as the standard deviation of monthly returns over the 

past six months. Average turnover is estimated as the average monthly volume to the numbers of 

shares outstanding over the past six months. Dividend yield is calculated as cash dividend divided 

by stock price. Firm age is defined as the number of months since a firm’s first stock return 

appears in Wind Financial Database, and price is share price from Wind Financial 

Database.           is the preceding six-month cumulative market-adjusted return and 

             is the penultimate six-month cumulative market-adjusted return. In addition, I 

include state ownership. State ownership is calculated as the number of state-owned shares 

divided by the total shares outstanding. To draw a clear line between SOEs and non-SOEs, I 

define a firm to be an SOE if its state ownership is greater than 50%, and a firm to be a non-SOE 

if it has no state ownership. The rest of the firms in my sample are classified as firms with mixed 

ownership. Thus in my sample of 11,394 firm-half-year observations, 6,232 (55%) are non-SOEs, 

3,094 (27%) are SOEs, and 2,068 (18%) are firms with mixed ownership. I also provide the 

results using alternative definitions of SOEs in the section of robustness checks. 

3.3.2 Descriptive Statistics 

Table 3-1 presents the number of firm-half-year observations by time and industry in the 

study. I provide frequency and percentage distribution for the whole sample, the subsample of 

firms with domestic ownership, and the subsample of firms with foreign ownership. My whole 

sample includes 11,394 firm-half-years over the period between 2004 and 2008. About 75.59% 

(8,613 out of 11,394) of firm-half-years have local institutional ownership and 9.30% (1,059 out 

of 11,394) have foreign institutional ownership. Panel A shows the distribution of observations 

by time. The number of firms that have local institutional ownership and the number of firms that 

have foreign institutional ownership increase over time until 2006 and reach a peak at the end of  
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Table 3-1 Sample Breakdown by Time and Industry 

 

The table provides number of observations by time and industry in the sample. The sample includes all A-share firms from Wind Financial Database for 2004-

2008 with semi-annual data available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, and state-ownership. The sample 

excludes firms in financial and utilities industries, and firms that have been categorized as PT (ParticularTransfer) by the listing stock exchange.  

 

Panel A 

      Half-year ALL Percentage Local-owned Percentage Foreign-owned Percentage 

2004h1 1,008 8.85% 878 10.19% 15 1.42% 

2004h2 1,040 9.13% 915 10.62% 27 2.55% 

2005h1 1,057 9.28% 933 10.83% 71 6.70% 

2005h2 1,113 9.77% 999 11.60% 106 10.01% 

2006h1 1,131 9.93% 998 11.59% 163 15.39% 

2006h2 1,147 10.07% 999 11.60% 168 15.86% 

2007h1 1,150 10.09% 691 8.02% 153 14.45% 

2007h2 1,195 10.49% 721 8.37% 132 12.46% 

2008h1 1,252 10.99% 736 8.55% 123 11.61% 

2008h2 1,301 11.42% 743 8.63% 101 9.54% 

Total 11,394 100.00% 8,613 100.00% 1,059 100.00% 

 
Panel B 

      Industry ALL Percentage Local-owned Percentage Foreign-owned Percentage 

Mining 228 2.00% 203 2.36% 43 4.06% 

Culture and Media 81 0.71% 74 0.86% 2 0.19% 
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Real Estate 806 7.07% 569 6.61% 54 5.10% 

Building and Construction 242 2.12% 180 2.09% 24 2.27% 

Transportation and Logistics 292 2.56% 246 2.86% 44 4.15% 

Agriculture 231 2.03% 156 1.81% 15 1.42% 

Commerce 804 7.06% 622 7.22% 64 6.04% 

Service 405 3.55% 313 3.63% 52 4.91% 

Information Technology 759 6.66% 537 6.23% 40 3.78% 

Manufacturing 6,839 60.02% 5,266 61.14% 706 66.67% 

Conglomerate 707 6.21% 447 5.19% 15 1.42% 

Total 11,394 100.00% 8,613 100.00% 1,059 100.00% 
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2006. Since 2007, there has been a slight decline in the numbers of firms invested by local 

institutional investors and foreign institutional investors. Panel B provides the distribution of 

observation by industry. Comparing the industry distribution of all firms, firms invested by local 

institutional investor, and firms invested by foreign institutional investors, I find that local 

institutional investors have no preference for particular industries, whereas foreign institutional 

investors prefer the Mining and Manufacturing industries, and have an aversion to the 

Information Technology industry and Conglomerate firms in China. This finding in China is 

consistent with the finding of Kang and Stulz (1997) that the U.S. investors make greater 

investments in Japanese firms that are larger and have more export sales, characteristics that are 

likely to reduce information costs. The Mining and Manufacturing industries have more visible 

assets, while the cost of getting valuable information for the Information Technology industry and 

Conglomerate firms are much higher as finance literature documents those two industries are 

often associated with more information asymmetry (e.g.,Krishnaswami and Subramaniam (1999) 

and Core, Guay, and Buskirk (2003)). 

Table 3-2 reports the mean and median of institutional ownership and other firm 

characteristics for my whole sample and sample breakdown by types of institutional ownership 

and state ownership. For the whole sample, I find that the mean of total institutional ownership is 

20.8%, with a median of 0.4%, suggesting that the distribution of institutional ownership is 

skewed to the right. The mean of local and foreign institutional ownership are 20.4% and 0.4%, 

respectively.
22

 The comparison by types of institutional ownership shows that on average, firms 

with foreign institutional ownership, compared with firms with local institutional ownership, have 

higher future returns, larger market capitalization, higher price-to-book ratio, higher dividend 

                                                   

22 The small magnitude of foreign institutional ownership is unlikely to affect my main conclusion or 

driving our main conclusion. In unreported tests, I conduct tests by restricting the sample to firms with non-

zero foreign ownership. This sample has a mean (median) of 3.88% (2.0%) for foreign ownership, which is 

comparable to the magnitude of local ownership in Baik, Kang, and Kim (2010). They report a mean 

(median) of 3.80% (0.78%). More importantly, all my results hold qualitatively the same. 
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Table 3-2 Descriptive Statistics of Local and Foreign Institutional Ownership, Future Returns, and Other Firm Characteristics 

 

The table provides mean and median values of firm characteristics in the sample. Future return is the six-month-ahead stock return. Total institutional ownership 

is computed as the number of shares held by local and foreign institutional investors divided by the total number of shares outstanding. Local (foreign) 

institutional ownership is computed as the number of shares held by local (foreign) institutional investors divided by the total number of shares outstanding. Size 

is the natural log of market capitalization. Market capitalization is calculated as share price times tradable shares outstanding. Market-to-book ratio is computed 

as the ratio of the market capitalization to the book value of equity for the current half-year. Return volatility is defined as the standard deviation of monthly 

returns over the past six months. Average turnover is estimated as the average monthly volume to the numbers of shares outstanding over the past six months. 

Dividend yield is calculated as cash dividend divided by stock price. State ownership is calculated as the shares held by the state divided by the shares 

outstanding. Firm age is defined as the number of months since a firm’s first stock return appears in Wind Financial Database, and price is share price from Wind 

Financial Database.            is the preceding six-month cumulative market-adjusted return and              is the penultimate six-month cumulative market-

adjusted return. Analyst coverage is defined as the number of analysts reporting current year earnings estimates in current period. Firms without any I/B/E/S 

coverage are assigned a value of zero analysts. The sample includes all A-share firms from Wind Financial Database for 2004-2008 with semi-annual data 

available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, and state-ownership. The sample excludes firms in financial and 

utilities industries, and firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. The number of observations (N) denotes the 

number of firm-half-year observations. P-values are in parenthesis. 

 

  

 

All Firms Local-owned Foreign-owned Local  -  Foreign SOEs Non-SOEs    SOEs  -    

(N=11394) (N=8613) (N=1059) (p-value) (N=3094) (N=6232) Non-SOEs 

            (p-value) 

Variables Mean Median Mean Median Mean Median Mean Median Mean Median Mean Median Mean Median 

Future  return 0.078 0.049 0.079 0.047 0.149 0.192 (0.00) (0.00) 0.002 -0.037 0.133 0.203 (0.00) (0.00) 

Total institutional ownership 0.208 0.004 0.273 0.032 0.426 0.252 (0.00) (0.00) 0.095 0.001 0.298 0.021 (0.00) (0.00) 

Local institutional ownership 0.204 0.003 0.268 0.029 0.388 0.215 (0.00) (0.00) 0.093 0.001 0.294 0.018 (0.00) (0.00) 
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Foreign institutional ownership 0.004 0.000 0.005 0.000 0.039 0.020 (0.00) (0.00) 0.002 0.000 0.004 0.000 (0.00) (0.00) 

Market capitalization (billions) 2.843 1.065 3.258 1.037 5.057 2.412 (0.00) (0.00) 1.153 0.483 4.095 1.975 (0.00) (0.00) 

Price-to-book ratio 4.751 2.668 3.565 2.550 5.150 3.522 (0.00) (0.00) 3.020 2.086 5.305 3.273 (0.00) (0.00) 

Turnover 0.332 0.266 0.317 0.251 0.344 0.259 (0.11) (0.20) 0.291 0.239 0.370 0.293 (0.00) (0.00) 

Return volatility 0.145 0.127 0.133 0.116 0.129 0.117 (0.12) (0.87) 0.118 0.101 0.160 0.149 (0.00) (0.00) 

Dividend yield 0.008 0.002 0.010 0.005 0.013 0.009 (0.00) (0.00) 0.010 0.004 0.008 0.002 (0.00) (0.00) 

State ownership 0.229 0.000 0.257 0.000 0.151 0.000 (0.00) (0.00) 0.632 0.633 0.000 0.000 (0.00) (0.00) 

Age 8.288 8.310 7.816 7.805 8.024 8.019 (0.08) (0.45) 6.927 6.736 8.503 8.836 (0.00) (0.00) 

Price 7.195 5.070 7.516 5.040 10.217 7.670 (0.00) (0.00) 5.050 4.100 8.895 6.590 (0.00) (0.00) 

Mrett-6, t -0.068 -0.077 -0.061 -0.070 -0.030 -0.056 (0.00) (0.08) -0.059 -0.053 -0.065 -0.094 (0.42) (0.00) 

Mrett-12, t-7 -0.061 -0.076 -0.051 -0.064 -0.001 -0.017 (0.00) (0.00) -0.060 -0.060 -0.054 -0.086 (0.34) (0.00) 

Number of analysts 0.388 0.000 0.503 0.000 1.127 0.000 (0.00) (0.00) 0.209 0.000 0.554 0.000 (0.00) (0.00) 
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yield, lower state ownership, higher price, higher past returns, and more analysts coverage. And 

the difference tests of their mean and median are all significant at the 1% level. Higher future 

returns of firms with foreign institutional ownership suggest foreign institutional investors may be 

better informed than local institutional investors. Larger market capitalization, lower state 

ownership, higher dividend yield, and more analyst coverage suggest foreign institutional 

investors like firms characteristics that are likely to reduce information costs. The higher price-to-

book ratio and higher price of firms with foreign institutional ownership show that foreign 

institutional investors favor growth stocks. Of course, I note that these results should be 

interpreted with caution because the comparison does not account for the magnitude of the local 

and foreign ownership. In Table 3-3, I use a multivariate regression analysis to study the 

determinants of both local and foreign institutional ownership. 

I further break down my sample by state ownership. I provide mean, median, and the 

difference tests of mean and median for the subsamples of SOEs and non-SOEs. The comparison 

shows that on average, SOEs have lower future return, less local and foreign institutional 

ownership, smaller market capitalization, lower price-to-book ratio, lower turnover, higher 

dividend yield, lower price, and less analysts coverage. The difference tests of their mean and 

median are all significant at the 1% level. These results are consistent with previous literature. 

3.3.3 Methodology 

Following Gompers and Metrick (2001), Baik, Kang, and Kim (2009), and Yan and Zhang 

(2009), my main methodology for examining  the informational role of institutional investors is 

the regression approach. By regressing future returns on the level of institutional ownership, 

Gompers and Metrick (2001) examine whether institutional investors have informational 

advantages over other investors. Using the same approach, Yan and Zhang (2009) investigate 

whether short-term or long-term institutional investors are more informed, and Baik, Kang, and 
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Kim (2009) compare the informational role of local and non-local institutional investors in stock 

markets. My paper is to examine the informational role of local and foreign institutional investors 

across SOEs and non-SOEs. 

My primary goal is to examine the relation between institutional ownership and future returns. 

I run the following regression of six-month-ahead stock return on institutional holdings and 

various firm characteristics: 

  

                                                                          

                                                 

                                                          

                                    

(1) 

where           is six-month-ahead stock return;             is either total institutional 

ownership, local institutional ownership, or foreign institutional ownership.  

Two possible explanations for the predictive ability of institutional investors have been 

provided by Gompers and Metrick (2001). One is that institutional investors are informed 

investors. The level of institutional ownership, therefore, reflects the accumulated purchases of 

undervalued stocks. The other is that the positive relation between institutional ownership and 

future stock return is caused by the demand shock incurred by institutional investors. To 

distinguish these two effects, they decompose the current institutional ownership into lagged 

institutional ownership and the change in institutional ownership. They argue that the change in 

institutional ownership should be related to future stock returns if institutional investors trade on 

information. Nofsinger and Sias (1999), Chakravarty (2001), and Sias, Starks, and Titman (2006) 
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show similar results that institutional investors are better informed on average and that their 

information is incorporated into security prices when they trade.  

Also following Gompers and Metrick (2001), Baik, Kang, and Kim (2009), and Yan and 

Zhang (2009), I divide the current institutional ownership into the lagged institutional ownership 

and the change in institutional ownership. Specifically, to examine the source of the predictive 

ability of institutions, I estimate the following regression: 

                                                                       

                                                              

        

                                                           

                                    

(2) 

where              is the lagged institutional ownership;              is the change in 

institutional ownership over the most recent six-month period ending at time t. 

3.3.4 Determinants of Local and Foreign Institutional Ownership 

Following previous studies of Gompers and Metrick (2001), Baik, Kang, and Kim (2009), and 

Yan and Zhang (2009), before I conduct the informational advantage analysis, I first examine the 

determinants of local and foreign institutional ownership by regressing local and foreign 

ownership on nine firm characteristics: size, market-to-book ratio, average turnover, return 

volatility, dividend yield, age, price, and cumulative market-adjusted return for the preceding six 

months and the penultimate six months. In addition, I include state ownership as an explanatory 

variable. 
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I run the following regression of institutional ownership on the above firm characteristics: 

                                                               

                                                 

                                                          

                                    

                                                                                                                                                         (3) 

Table 3-3 reports the results of the determinants of local and foreign institutional ownership 

allowing robust standard errors with clustering at the firm level. To control for industry-level 

fixed effects, I include industry dummies. I also include time fixed effects to account for cross-

sectional dependence and time trend of dependent variables. 

Column (1) of Table 3-3 shows that institutional investors as a whole show strong preference 

for stocks with large size, high price-to-book ratio, low return volatility, young age, high price, 

and high past returns. Columns (2) and (3) report the regressions of local and foreign institutional 

ownership separately. I find both similarities and significant differences between local and 

foreign institutions’ preferences for firm characteristics. Both local and foreign institutions prefer 

larger firms and firms with higher market-to-book ratio. These findings are broadly consistent 

with prior studies on institutional preference in the U.S. (e.g., Gompers and Metrick (2001) and 

Yan and Zhang (2009)). Both local and foreign institutional investors prefer stocks with higher 

cumulative market-adjusted return for the preceding six months. This suggests that both local and 

foreign institutional investors in China are momentum investors. In contrast, in the U.S. market, 

Gompers and Metick (2001), Baik, Kang and Kim (2009), and Yan and Zhang (2009)document 

that the coefficient on past returns are significantly negative for all institutional investors. The 

behavior of foreign institutional investors in China is consistent with earlier literature: Choe, Kho, 

and Stulz (1999) document that foreign investors are momentum investors in Korea, and Froot, 

O'Connell, and Seasholes (2001) show that international investors pursue positive feedback 
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Table 3-3 Determinants of Local and Foreign Institutional Ownership 

 

The table presents the results of panel regression where the total, local, and foreign institutional ownership 

is regressed on a set of determinants. Total institutional ownership is computed as the number of shares 

held by local and foreign institutional investors divided by the total number of shares outstanding. Local 

(foreign) institutional ownership is computed as the number of shares held by local (foreign) institutional 

investors divided by the total number of shares outstanding. Size is the natural log of market capitalization. 

Market capitalization is calculated as share price times tradable shares outstanding. Market-to-book ratio is 

computed as the ratio of the market capitalization to the book value of equity for the current half-year. 

Return volatility is defined as the standard deviation of monthly returns over the past six months. Average 

turnover is estimated as the average monthly volume to the numbers of shares outstanding over the past six 

months. Dividend yield is calculated as cash dividend divided by stock price. State ownership is calculated 

as the shares held by the state divided by the shares outstanding. Firm age is defined as the number of 

months since a firm’s first stock return appears in Wind Financial Database, and price is share price from 

Wind Financial Database.          is the preceding six-month cumulative market-adjusted return and 

             is the penultimate six-month cumulative market-adjusted return. The sample includes all A-

share firms from Wind Financial Database for 2004-2008 with semi-annual data available to calculate size, 

market-to-book ratio, turnover, return volatility, dividend yield, age, and state-ownership. The sample 

excludes firms in financial and utilities industries, and firms that have been categorized as PT (Particular 

Transfer) by the listing stock exchange. Time and industry dummies are included but not reported in the 

table. The robust t-statistics in parentheses are based on standard errors that are heteroskedasticity-

consistent and allow clustering at the firm level.  

 

  (1) (2) (3) 

 

Total 

Institutional Ownership 

Local 

Institutional Ownership 

Foreign 

Institutional Ownership 

Size 0.233 0.229 0.003 

 (7.43) (7.34) (4.82) 

Price-to-book ratio 0.000 0.000 0.000 

 (2.17) (2.15) (2.81) 

Turnover 0.190 0.188 0.002 

 (1.54) (1.53) (2.53) 

Return volatility -0.381 -0.373 -0.008 

 (-4.25) (-4.17) (-4.30) 

Dividend yield -1.828 -1.898 0.070 

 (-2.01) (-2.09) (1.87) 
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State ownership 0.014 0.014 0.000 

 (0.42) (0.42) (0.07) 

Age -0.021 -0.021 -0.000 

 (-3.93) (-3.93) (-0.19) 

Price 0.016 0.016 0.000 

 (4.39) (4.39) (1.30) 

Mrett-6, t 0.143 0.142 0.001 

 (5.81) (5.76) (2.17) 

Mrett-12, t-7 -0.012 -0.012 0.001 

 (-0.75) (-0.79) (1.01) 

Constant -4.181 -4.115 -0.066 

 (-6.77) (-6.67) (-4.71) 

 Observations 11394 11394 11394 

    0.23 0.23 0.04 
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trading. The significant and negative coefficient on past return volatility in the local (foreign) 

ownership regression suggests both local and foreign institutional investors avoid risks.The 

negative coefficient on age is only significant in local institutional ownership regression, 

indicating that local institutions have a strong preference for young firms. Results also show that 

foreign institutional investors tend to invest more in firm with higher dividend yield, while local 

institutional ownership is even negatively related to dividend yield, which suggests that foreign 

institutional investors are more prudent in investing in the Chinese market than are local 

institutions.Overall, results in Table 3-3 shows that both local and foreign institutions prefer large 

and high price-to-book ratio stocks, are momentum traders, and dislike risks measured by return 

volatility. In addition, local institutions prefer young stocks, while foreign institutions prefer high 

dividend stocks. 
23

 

 

3.4 Future Stock Returns, Local and Foreign Institutional Ownership, and State 

Ownership 

3.4.1 Future Stock Returns, Local and Foreign Institutional Holdings, and State Ownership 

In this section, I examine the relation between the levels of local and foreign institutional 

ownership and future returns. Table 3-4 shows the informational role of local institutional 

investors and foreign institutional investors by state ownership. Columns (1)-(4) present the 

results for the whole sample. Column (1) shows that future returns are not statistically 

significantly related to the level of total institutional ownership, indicating that the current level of  

                                                   

23 I am aware that, though positive, state ownership is not statistically significant in our regression of local 

institutional ownership. This does not contradict my conclusion that local institutional investors have a 

greater information advantage in SOEs. The reason is that greater information advantage does not 

necessarily lead to higher ownership. For example, if local institutional investors knew that SOEs would 

perform poorly, they would hold even less in SOEs. In the meantime, they could still hold some shares in 

SOEs for diversification reasons. 
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Table 3-4 Regression of Future Returns on Levels of Local and Foreign Institutional Ownership by State Ownership 

 

The table presents the results of panel regression where the future return is regressed on level of institutional ownership and a set of control variables by state 

ownership. Columns (1)-(4) report the results for the whole sample, Columns (5)-(8) report the results for SOEs, and Columns (9)-(12) report the results for non-

SOEs. Total institutional ownership is computed as the number of shares held by local and foreign institutional investors divided by the total number of shares 

outstanding. Local (foreign) institutional ownership is computed as the number of shares held by local (foreign) institutional investors divided by the total 

number of shares outstanding. Size is the natural log of market capitalization. Market capitalization is calculated as share price times tradable shares outstanding. 

Market-to-book ratio is computed as the ratio of the market capitalization to the book value of equity for the current half-year. Return volatility is defined as the 

standard deviation of monthly returns over the past six months. Average turnover is estimated as the average monthly volume to the numbers of shares 

outstanding over the past six months. Dividend yield is calculated as cash dividend divided by stock price. State ownership is calculated as the shares held by the 

state divided by the shares outstanding. Firm age is defined as the number of months since a firm’s first stock return appears in Wind Financial Database, and 

price is share price from Wind Financial Database.          is the preceding six-month cumulative market-adjusted return and              is the penultimate 

six-month cumulative market-adjusted return. The sample includes all A-share firms from Wind Financial Database for 2004-2008 with semi-annual data 

available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, and state-ownership. The sample excludes firms in financial and 

utilities industries, and firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. Time and industry dummies are included but 

not reported in the table. The robust t-statistics in parentheses are based on standard errors that are heteroskedasticity-consistent and allow clustering at the firm 

level.  
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  (1) (2) (3) (4)  (5) (6) (7) (8)  (9) (10) (11) (12) 

 

All Firms  SOEs  Non-SOEs 

Total Institutional 0.005     0.118 

   

 0.003 

   ownership (1.29)     (3.61)     (0.81)    

Local institutional  0.005  0.005  

 

0.118 

 

0.118  

 

0.003 

 

0.003 

ownership  (1.21)  (1.21)   (3.55)  (3.54)   (0.74)  (0.76) 

Foreign institutional   0.272 0.271  

  

0.286 0.221  

  

0.274 0.275 

ownership   (2.19) (2.19)    (1.00) (0.80)    (2.11) (2.12) 

Size -0.009 -0.009 -0.009 -0.010  -0.010 -0.010 0.004 -0.010  -0.020 -0.020 -0.020 -0.021 

 (-2.47) (-2.45) (-2.40) (-2.69)  (-1.49) (-1.44) (0.58) (-1.53)  (-3.80) (-3.79) (-3.76) (-3.94) 

Price-to-book ratio 0.000 0.000 0.000 0.000  -0.001 -0.001 -0.001 -0.001  0.000 0.000 0.000 0.000 

 (1.40) (1.41) (1.41) (1.38)  (-0.99) (-0.99) (-0.88) (-0.99)  (0.12) (0.12) (0.11) (0.10) 

Turnover -0.013 -0.013 -0.013 -0.014  -0.066 -0.066 -0.057 -0.066  -0.006 -0.006 -0.006 -0.006 

 (-1.08) (-1.08) (-1.09) (-1.13)  (-3.26) (-3.25) (-2.73) (-3.26)  (-0.68) (-0.67) (-0.71) (-0.74) 

Return volatility -0.090 -0.090 -0.090 -0.088  0.020 0.020 0.027 0.020  0.025 0.025 0.025 0.028 

 (-2.76) (-2.76) (-2.77) (-2.70)  (0.35) (0.35) (0.47) (0.36)  (0.46) (0.46) (0.47) (0.51) 

Dividend yield 0.527 0.526 0.497 0.507  -0.243 -0.243 -0.317 -0.244  0.529 0.528 0.489 0.497 

 (2.87) (2.87) (2.71) (2.76)  (-0.81) (-0.81) (-1.04) (-0.82)  (2.04) (2.04) (1.87) (1.90) 

State ownership -0.054 -0.054 -0.054 -0.054  0.011 0.011 0.002 0.011  0.000 0.000 0.000 0.000 

 (-3.82) (-3.82) (-3.83) (-3.83)  (0.20) (0.21) (0.03) (0.20)  (.) (.) (.) (.) 

Age -0.001 -0.001 -0.001 -0.001  0.000 -0.000 -0.001 -0.000  0.001 0.001 0.001 0.001 

 (-0.78) (-0.79) (-0.94) (-0.79)  (0.00) (-0.01) (-0.94) (-0.00)  (0.78) (0.77) (0.64) (0.76) 

Price -0.006 -0.006 -0.006 -0.006  -0.010 -0.010 -0.008 -0.010  -0.005 -0.005 -0.005 -0.005 

 (-3.41) (-3.41) (-3.42) (-3.40)  (-2.53) (-2.53) (-1.87) (-2.52)  (-2.59) (-2.59) (-2.59) (-2.58) 
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Mrett-6, t -0.020 -0.020 -0.019 -0.020  0.048 0.048 0.062 0.047  -0.063 -0.063 -0.063 -0.063 

 (-1.95) (-1.95) (-1.90) (-1.97)  (2.26) (2.27) (2.93) (2.25)  (-4.66) (-4.65) (-4.60) (-4.67) 

Mrett-12, t-7 -0.046 -0.046 -0.047 -0.047  0.001 0.001 0.009 0.000  -0.070 -0.070 -0.070 -0.070 

 (-4.72) (-4.72) (-4.74) (-4.73)  (0.02) (0.04) (0.38) (0.02)  (-5.40) (-5.40) (-5.41) (-5.41) 

Constant 0.605 0.604 0.285 0.621  -0.120 -0.128 -0.407 -0.116  0.393 0.391 0.391 0.412 

 (8.12) (8.10) (3.86) (8.37)  (-0.69) (-0.74) (-2.49) (-0.67)  (2.37) (2.36) (2.36) (2.47) 

Observations 11394 11394 11394 11394  3094 3094 3094 3094  6232 6232 6232 6232 

    0.71 0.71 0.71 0.71  0.56 0.56 0.55 0.56  0.76 0.76 0.76 0.76 
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total institutional ownership does not predict future returns.
24

 In columns (2) and (3), I decompose 

total institutional ownership into local and foreign ownership and re-estimate regression (1) on 

local and foreign ownership respectively. Column (4) includes both local and foreign institutional 

ownership as explanatory variables. Comparing the magnitude of the coefficients and t-statistics, 

the holding of foreign institutional investors has a much stronger predictive power for next half-

year’s returns than the holding of local institutional investors. Columns (1)-(4) provide evidence 

that foreign institutional investors seem to have an informational advantage over local 

institutional investors on the whole market.  

Columns (5)-(12) present the results of re-estimating equation (2) separately for SOEs and 

non-SOEs. The separation of SOEs and non-SOEs allows us to examine the asymmetric impact 

of state ownership on the information environment for local and foreign institutional investors in 

the Chinese Stock Market. Columns (5) to (8) report the results for SOEs and columns (9) to(12) 

for non-SOEs. For SOEs, the total institutional ownership has a coefficient of 0.118 and a t-

statistic of 3.61. In contrast, for non-SOEs, the total institutional ownership has a coefficient of 

0.003 and a t-statistic of 0.81. This difference suggests that the level of total institutional 

ownership has stronger predicting power for SOEs than for non-SOEs.  

My primary interest is to compare the local and foreign institutional ownership in SOEs and 

non-SOEs. I find striking differences in local and foreign institutional ownership between the two 

subsamples. In column (8) of SOEs, local institutional ownership has a coefficient of 0.118 with a 

t-statistic of 3.54.Though foreign institutional ownership has a coefficient of 0.221, its t-statistic 

is only 0.88. This shows that the local institutional investor has much more information than 

foreign institutional investors when investing in SOEs. In column (12) of non-SOEs, local 

                                                   

24 One possible explanation for the high R2 values of the regressions of future returns on institutional 

ownership is the strong co-movement of stocks in Chinese market (e.g., Morck, Yeung, and Yu (2000)), 

which means that past returns have high explanatory power for future returns. 
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institutional ownership has a coefficient of 0.003 with a t-statistic of 0.76, whereas foreign 

institutional ownership has a coefficient of 0.275 with a t-statistic of 2.12. This suggests the 

holding of foreign institutional investors better predicts future returns than local institutional 

investors for non-SOEs. More importantly, when I compare the relative advantages between local 

and foreign institutional investors in SOEs and non-SOEs, I find interesting results. The level of 

local institutional ownership has a stronger predictive power for future returns for SOEs, and has 

no such ability for non-SOEs. My results indicate that state ownership has an asymmetric impact 

on local and foreign institutional investors.  

3.4.2 Future Stock Returns, Local and Foreign Institutional Trading, and State Ownership 

Table 3-5 relates future returns to the trading of institutional ownership. Columns (1)-(4) 

present the results for the whole sample. In column (1), I find a positive and significant relation 

between trading of total institutional ownership and future returns, suggesting that institutional 

investors are informed. Then I break total institutional ownership into local and foreign 

ownership, re-estimate the regression separately in columns (2) and (3),and include both local and 

foreign ownership in column (4).The three regressions give similar results. Both changes in local 

and foreign institutional ownership are positive and significant. However, the coefficient on the 

change in foreign institutional ownership is much bigger than that of the change in local 

institutional ownership (0.464 versus 0.025 in column (4) for instance), suggesting trading of 

foreign institutional investors has stronger forecasting power for future returns than does that of 

local institutional investors. Comparing the results here with those in Table 3-4, I find the trading 

of institutional investors better predicts future returns than the holdings, suggesting the trading of 

institutional ownership may contain more information about firm value than their holdings. 

Columns (5) to (8) report the results for SOEs, and columns (9) to (12) report the results for 

non-SOEs. Comparing column (5) and (9), the magnitude of the coefficient on the change in total  
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Table 3-5 Regression of Future Returns on Changes in Local and Foreign Institutional Ownership by State Ownership 

 

The table presents the results of panel regression where the future return is regressed on changes in total, local, and foreign institutional ownership and a set of 

control variables by state ownership. Columns (1)-(4) report the results for the whole sample, Columns (5)-(8) report the results for SOEs, and Columns (9)-(12) 

report the results for non-SOEs. Future return is the six-month-ahead stock return. Total institutional ownership is computed as the number of shares held by local 

and foreign institutional investors divided by the total number of shares outstanding. Local (foreign) institutional ownership is computed as the number of shares 

held by local (foreign) institutional investors divided by the total number of shares outstanding. The current institutional ownership is divided into the lagged 

institutional ownership and the change in institutional ownership. Size is the natural log of market capitalization. Market capitalization is calculated as share price 

times tradable shares outstanding. Market-to-book ratio is computed as the ratio of the market capitalization to the book value of equity for the current half-year. 

Return volatility is defined as the standard deviation of monthly returns over the past six months. Average turnover is estimated as the average monthly volume to 

the numbers of shares outstanding over the past six months. Dividend yield is calculated as cash dividend divided by stock price. State ownership is calculated as 

the shares held by the state divided by the shares outstanding. Firm age is defined as the number of months since a firm’s first stock return appears in Wind 

Financial Database, and price is share price from Wind Financial Database.          is the preceding six-month cumulative market-adjusted return and 

             is the penultimate six-month cumulative market-adjusted return. The sample includes all A-share firms from Wind Financial Database for 2004-2008 

with semi-annual data available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, and state-ownership. The sample excludes 

firms in financial and utilities industries, and firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. Time and industry 

dummies are included but not reported in the table. The robust t-statistics in parentheses are based on standard errors that are heteroskedasticity-consistent and allow 

clustering at the firm level.  
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  (1) (2) (3) (4)  (5) (6) (7) (8)  (9) (10) (11) (12) 

 

All Firms  SOEs  Non-SOEs 

Change in total institutional  0.025     0.137 

   

 0.024 

   ownership (2.14)     (2.72)     (1.91)    

Lagged total institutional  -0.002     0.111 

   

 -0.005 

   ownership (-0.45)     (3.33)     (-0.86)    

Change in local institutional   0.024  0.025  

 

0.137 

 

0.137  

 

0.021 

 

0.024 

ownership  (2.00)  (2.16)   (2.68)  (2.68)   (1.73)  (1.97) 

Lagged local institutional   -0.002  -0.003  

 

0.110 

 

0.110  

 

-0.004 

 

-0.005 

ownership  (-0.41)  (-0.53)   (3.28)  (3.27)   (-0.77)  (-0.92) 

Change in foreign institutional    0.443 0.464  

  

0.188 0.147  

  

0.611 0.639 

ownership   (2.73) (2.80)    (0.55) (0.44)    (3.36) (3.42) 

Lagged foreign institutional    0.168 0.171  

  

0.369 0.294  

  

0.106 0.109 

ownership   (1.16) (1.17)    (1.20) (0.98)    (0.74) (0.76) 

Size -0.009 -0.009 -0.009 -0.009  -0.009 -0.009 0.003 -0.010  -0.019 -0.019 -0.019 -0.019 

 (-2.22) (-2.22) (-2.30) (-2.34)  (-1.39) (-1.34) (0.55) (-1.44)  (-3.57) (-3.59) (-3.60) (-3.54) 

Price-to-book ratio 0.000 0.000 0.000 0.000  -0.001 -0.001 -0.001 -0.001  0.000 0.000 0.000 0.000 

 (1.44) (1.44) (1.39) (1.40)  (-0.98) (-0.98) (-0.88) (-0.98)  (0.16) (0.16) (0.10) (0.12) 

Turnover -0.012 -0.012 -0.011 -0.011  -0.065 -0.065 -0.057 -0.065  -0.005 -0.005 -0.003 -0.003 

 (-1.03) (-1.04) (-0.93) (-0.92)  (-3.13) (-3.12) (-2.73) (-3.13)  (-0.59) (-0.61) (-0.34) (-0.30) 

Return volatility -0.093 -0.093 -0.091 -0.091  0.019 0.019 0.027 0.020  0.022 0.022 0.027 0.027 

 (-2.85) (-2.84) (-2.78) (-2.80)  (0.34) (0.34) (0.48) (0.35)  (0.42) (0.41) (0.50) (0.49) 

Dividend yield 0.520 0.520 0.503 0.505  -0.244 -0.244 -0.317 -0.245  0.516 0.516 0.503 0.497 

 (2.84) (2.84) (2.74) (2.76)  (-0.82) (-0.81) (-1.04) (-0.82)  (2.00) (2.00) (1.94) (1.92) 
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State ownership -0.054 -0.054 -0.054 -0.054  0.011 0.011 0.003 0.011  0.000 0.000 0.000 0.000 

 (-3.81) (-3.81) (-3.82) (-3.81)  (0.20) (0.21) (0.05) (0.21)  (.) (.) (.) (.) 

Age -0.001 -0.001 -0.001 -0.001  -0.000 -0.000 -0.001 -0.000  0.001 0.001 0.001 0.001 

 (-0.78) (-0.79) (-0.94) (-0.78)  (-0.02) (-0.03) (-0.93) (-0.02)  (0.77) (0.77) (0.64) (0.75) 

Price -0.006 -0.006 -0.006 -0.006  -0.010 -0.010 -0.008 -0.010  -0.005 -0.005 -0.005 -0.005 

 (-3.38) (-3.38) (-3.41) (-3.36)  (-2.50) (-2.51) (-1.86) (-2.49)  (-2.56) (-2.57) (-2.58) (-2.54) 

Mrett-6, t -0.022 -0.022 -0.020 -0.023  0.045 0.046 0.062 0.045  -0.066 -0.066 -0.064 -0.068 

 (-2.20) (-2.18) (-1.94) (-2.27)  (2.13) (2.15) (2.93) (2.12)  (-4.88) (-4.85) (-4.67) (-4.96) 

Mrett-12, t-7 -0.047 -0.047 -0.047 -0.047  0.001 0.001 0.009 0.001  -0.070 -0.070 -0.071 -0.072 

 (-4.75) (-4.74) (-4.78) (-4.80)  (0.04) (0.05) (0.40) (0.04)  (-5.43) (-5.43) (-5.48) (-5.51) 

Constant 0.587 0.587 0.277 0.595  -0.135 -0.143 -0.405 -0.130  0.366 0.367 0.373 0.367 

 (7.90) (7.91) (3.73) (7.95)  (-0.78) (-0.82) (-2.48) (-0.75)  (2.21) (2.22) (2.25) (2.20) 

Observations 11394 11394 11394 11394  3094 3094 3094 3094  6232 6232 6232 6232 

    0.71 0.71 0.71 0.71  0.56 0.56 0.55 0.56  0.76 0.76 0.76 0.76 
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institutional ownership of SOEs is much larger than that of non-SOEs (0.137 vs. 0.024), so is the 

t-statistic (2.72 vs. 1.91). This difference suggests that the predictive power of the change in total 

institutional ownership that I find is mainly driven by the subsample of SOEs. In column (8) of 

SOEs, change in local institutional ownership has a coefficient of 0.137 with at-statistic of 2.68, 

whereas change in foreign institutional ownership has a coefficient of 0.147, but a t-statistic of 

only 0.44. This provides further evidence that local institutional investor are much more informed 

about SOEs than are foreign institutional investors.  

On the other hand, the results in column (12) for non-SOEs are totally different from what I 

observed for SOEs. In non-SOEs, change in local institutional ownership has a coefficient of only 

0.024and a t-statistic of 1.97, whereas change in foreign institutional ownership has a coefficient 

of 0.639and a t-statistic of 3.42. Therefore, for the subsample of non-SOEs, the trading of foreign 

institutional investors has much stronger predicting power than the trading of local institutional 

investors for future returns. This finding is economically significant: a 1% buying (selling) of 

foreign institutional investors predicts a 0.639 % increase (decrease) in future returns for non-

SOEs. In contrast, a 1% buying (selling) of local institutional investors only predicts a 0.024 % 

increase (decrease) in future returns. 

In sum, results in Table 3-5 provides evidences that, in the sub-sample of SOEs, the change in 

local institutional ownership is strongly positively related to future returns whereas little evidence 

can be found on the predictive ability of foreign institutional trading. In contrast, in the sub-

sample of non-SOEs, the change in foreign institutional ownership is strongly positively related 

to future returns whereas little evidence can be found on the predictive ability of local 

institutional trading. 

3.4.3 Board Independence and Informational Advantages of Local and Foreign Institutional 

Investors 
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I have found strong evidence to support my hypothesis that state ownership has an 

asymmetric impact on local and foreign institutional investors. As argued in prior sections, poor 

governance transparency and financial transparency in SOEs can potentially explain why local 

institutional investors have an information advantage relative to foreign institutional investors. If 

my arguments hold, I would expect that, in the SOEs that have relatively better governance and 

financial transparency compared to the average SOEs, the extent to which local institutional 

investors outperform foreign institutional investors should be less. I first examine if better 

corporate governance of SOEs is related to less significant informational advantage of local 

investors. The proxy for corporate governance I use is board independence, as measured by the 

ratio of the number of independent directors to the total number of directors.  

The boards of directors of public companies are dominated by independent directors in the 

U.S. Fama (1980)and Fama and Jensen (1983) argue that independent directors are an important 

part of an effective corporate board. Evidence outside of the U.S on the importance of board 

independence is also well documented. Board independence is a crucial component of governance 

indices both at the firm level and country level in international studies, for example, the CLSA 

corporate governance scores (Durnev and Kim (2005), and Klapper and Love (2004)) and the 

firm-level governance index by Aggarwal, Erel, Stulz, and Williamson (2010). Furthermore, 

Dahya, Dimitrov, and McConnell (2008) find a positive relation between corporate value and 

board independence across 22 countries, and this relation is more pronounced in countries with 

weak legal protection for shareholders. Their results suggest that board independence can add to 

firm value via improved corporate governance in emerging markets. Although many studies on 

board choice encounter the endogeneity criticism and the debate on its relationship with firm 

performance, there is much less controversy on the association between board independence and 

corporate governance per se. 



 

50 

 

In China, public companies are required to have at least one third of the board of directors to 

be independent directors. Nearly 40% of firms in my sample voluntarily chose to have more than 

one-third independent directors, and around 32% of SOEs have a ratio of independent directors 

above 1/3. Following my argument that firms with higher board independence have better 

corporate governance, I predict that local institutional investors’ informational advantage is less 

significant in SOEs that have high board independence than in SOEs that have the minimum 

board independence.  

The results are tabulated in Table 3-6 for the four groups divided by state ownership and 

board independence. Local institutional ownership still strongly predicts future stock returns in 

SOEs with minimum board independence. However, in SOEs with high board independence, the 

predictability of local institutional ownership for future returns is much weaker. Specifically, 

although the holding of local institutional investors is positively related to future stock return, the 

economic and statistical significance is much lower compared to SOEs with only minimum board 

independence. Moreover, the trading of local institutional investor is no longer significantly 

related to future stock return in SOEs with high board independence. My results suggest the 

information advantage of local institutional investors is lower in SOEs with high board 

independence than in SOEs with low board independence. Comparing the two groups of non-

SOEs, I find foreign institutional investors still outperform local institutional investors regardless 

of the level of board independence.  

3.4.4 Big 4 Auditors and Informational Advantages of Local and Foreign Institutional 

Investors 

I now examine if the improvement of financial transparency can mitigate the information 

asymmetry problem in SOEs. An interesting question is how the information advantages of local 

and foreign institutional investors in SOEs and non-SOEs are affected by Big 4 auditors. The 

primary role of the auditor is to assure the credibility of accounting reports by detecting and  
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Table 3-6 Regression of Future Returns on Local and Foreign Institutional Ownership by State Ownership and Board Independence 

 

The table presents the results of panel regression where the future return is regressed on changes in total, local, and foreign institutional ownership and a set of 

control variables by the extent of state ownership and independent directors. Future return is the six-month-ahead stock return. Total institutional ownership is 

computed as the number of shares held by local and foreign institutional investors divided by the total number of shares outstanding. Local (foreign) institutional 

ownership is computed as the number of shares held by local (foreign) institutional investors divided by the total number of shares outstanding. The current 

institutional ownership is divided into the lagged institutional ownership and the change in institutional ownership. Size is the natural log of market 

capitalization. Market capitalization is calculated as share price times tradable shares outstanding. Market-to-book ratio is computed as the ratio of the market 

capitalization to the book value of equity for the current half-year. Return volatility is defined as the standard deviation of monthly returns over the past six 

months. Average turnover is estimated as the average monthly volume to the numbers of shares outstanding over the past six months. Dividend yield is 

calculated as cash dividend divided by stock price. State ownership is calculated as the shares held by the state divided by the shares outstanding. Firm age is 

defined as the number of months since a firm’s first stock return appears in Wind Financial Database, and price is share price from Wind Financial 

Database.          is the preceding six-month cumulative market-adjusted return and              is the penultimate six-month cumulative market-adjusted 

return. The sample includes all A-share firms from Wind Financial Database for 2004-2008 with semi-annual data available to calculate size, market-to-book 

ratio, turnover, return volatility, dividend yield, age, and state-ownership. The sample excludes firms in financial and utilities industries, and firms that have been 

categorized as PT (Particular Transfer) by the listing stock exchange. Time and industry dummies are included but not reported in the table. The robust t-

statistics in parentheses are based on standard errors that are heteroskedasticity-consistent and allow clustering at the firm level.  
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(1) (2) (3) (4)  (5) (6) (7) (8) 

 
SOEs by Independent Directors  Non-SOEs by Independent Directors 

 
High High Low Low  High High Low Low 

Local institutional ownership 0.087  0.133   -0.002  0.006 

  (1.82)  (3.19)   (-0.38)  (1.19)  

Foreign institutional ownership 0.181  0.308   0.561  0.085 

  (0.48)  (0.72)   (2.63)  (0.62)  

Change in local institutional 

 

0.080 

 

0.187  

 

0.017 

 

0.026 

ownership  (1.16)  (2.44)   (1.02)  (1.36) 

Lagged local institutional 

 

0.090 

 

0.106  

 

-0.009 

 

-0.005 

ownership  (1.88)  (2.41)   (-1.40)  (-0.48) 

Change in foreign institutional 

 

0.169 

 

0.182  

 

0.937 

 

0.438 

ownership  (0.26)  (0.42)   (3.05)  (2.33) 

Lagged foreign institutional 

 

0.184 

 

0.523  

 

0.359 

 

-0.069 

ownership  (0.46)  (1.17)   (1.31)  (-0.44) 

Size -0.004 -0.004 -0.008 -0.006  -0.021 -0.020 -0.023 -0.021 

 (-0.34) (-0.36) (-0.99) (-0.79)  (-2.72) (-2.49) (-3.20) (-2.84) 

Price-to-book ratio -0.002 -0.002 -0.000 -0.000  0.000 0.000 -0.000 -0.000 

 (-1.05) (-1.05) (-0.35) (-0.33)  (0.24) (0.24) (-0.04) (-0.03) 

Turnover -0.110 -0.111 -0.025 -0.022  -0.002 0.002 -0.081 -0.082 

 (-3.77) (-3.88) (-0.89) (-0.81)  (-0.30) (0.28) (-2.87) (-2.89) 

Return volatility -0.033 -0.032 0.015 0.015  -0.009 -0.007 0.075 0.074 

 (-0.25) (-0.23) (0.23) (0.24)  (-0.11) (-0.10) (1.02) (1.00) 

Dividend yield -0.595 -0.593 -0.205 -0.204  0.305 0.295 0.595 0.593 
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 (-1.24) (-1.23) (-0.53) (-0.53)  (0.78) (0.77) (1.70) (1.72) 

State ownership -0.075 -0.074 0.066 0.068  0.000 0.000 0.000 0.000 

 (-0.79) (-0.79) (0.98) (1.01)  (.) (.) (.) (.) 

Age 0.001 0.001 -0.000 -0.000  0.001 0.000 0.001 0.001 

 (0.41) (0.41) (-0.22) (-0.25)  (0.36) (0.34) (1.05) (1.04) 

Price -0.019 -0.019 -0.007 -0.007  -0.005 -0.005 -0.005 -0.005 

 (-4.71) (-4.65) (-2.19) (-2.01)  (-2.17) (-2.13) (-1.69) (-1.67) 

Mrett-6, t 0.090 0.091 0.021 0.014  -0.089 -0.092 -0.045 -0.049 

 (2.48) (2.46) (0.86) (0.56)  (-4.44) (-4.66) (-2.30) (-2.47) 

Mrett-12, t-7 0.034 0.034 -0.029 -0.027  -0.095 -0.097 -0.054 -0.056 

 (0.96) (0.94) (-1.09) (-1.01)  (-4.94) (-5.00) (-3.12) (-3.20) 

Constant 0.924 0.929 -0.298 -0.345  0.112 0.079 0.533 0.479 

 (3.61) (3.60) (-1.45) (-1.67)  (0.66) (0.46) (2.28) (2.05) 

Observations 1,011 1,011 2,083 2,083  2,524 2,524 3,708 3,708 

    0.547 0.547 0.574 0.575  0.764 0.765 0.759 0.759 
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reporting financial statement errors. There is ample evidence in the accounting literature on the 

relation between auditor quality and auditing effectiveness. Big 4 auditors have international 

reputations and are generally perceived to be more independent and to provide better quality 

service than non-Big 4 auditors. There are numerous studies that provide indirect evidence of the 

superior audit quality of Big 4 auditors in international markets (e.g., Fan and Wong (2004), and 

Choi and Wong (2007)). Gul, Kim, and Qiu (2009) find that Big 4 increase the amount of firm-

specific information incorporated into share prices of China’s listed firms, which suggests that 

Big 4 are associated with higher auditing quality in China. Recent study of Guedhami, Pittman, 

and Saffar (2009) argue that the choice of auditor could be endogenously determined. No matter 

whether it is higher auditing quality that leads to higher financial transparency or higher auditing 

quality is endogenously determined by higher financial transparency, I expect that the information 

advantage of local institutional investors in SOEs may be less significant in SOEs with Big 4. 

Table 3-7 presents the results for the four groups divided by state ownership and auditor. 

Although local institutional ownership still strongly predicts future stock returns in non-Big 4 

audited SOEs, in Big 4 audited SOEs, I find neither the holding nor the trading of local 

institutional ownership is significantly related to future stock return, which suggests Big 4 

auditors decrease the information advantage of local institutional investors in SOEs. On the other 

hand, foreign institutional investors are not better off in Big 4 audited SOEs as I find no evidence 

on the predictive ability of foreign institutional ownership for future stock returns in these firms. 

This result indicates, for foreign institutional investors, the gains from higher financial 

transparency measured by Big 4 auditors are not big enough to offset the negative effects induced 

by the governance and ideological problems they face. 
25

 

                                                   

25 In an unreported test, I match each Big 4 audited SEO with a non-Big 4 audited SOE by size, industry, 

state ownership, and time.  In the matched sample, both the holding and trading of local institutional 

investors have strong predictive power for future stock returns, which suggests my results in Table 3-6 are 

not capturing other firm characteristics that are related to firms’ auditor choice. 
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Table 3-7 Regression of Future Returns on Local and Foreign Institutional Ownership by State Ownership and Big 4 Auditors 

 

The table presents the results of panel regression where the future return is regressed on changes in total, local, and foreign institutional ownership and a set of 

control variables by the extent of state ownership and Big 4 auditors. Future return is the six-month-ahead stock return. Total institutional ownership is computed 

as the number of shares held by local and foreign institutional investors divided by the total number of shares outstanding. Local (foreign) institutional ownership 

is computed as the number of shares held by local (foreign) institutional investors divided by the total number of shares outstanding. The current institutional 

ownership is divided into the lagged institutional ownership and the change in institutional ownership. Size is the natural log of market capitalization. Market 

capitalization is calculated as share price times tradable shares outstanding. Market-to-book ratio is computed as the ratio of the market capitalization to the book 

value of equity for the current half-year. Return volatility is defined as the standard deviation of monthly returns over the past six months. Average turnover is 

estimated as the average monthly volume to the numbers of shares outstanding over the past six months. Dividend yield is calculated as cash dividend divided by 

stock price. State ownership is calculated as the shares held by the state divided by the shares outstanding. Firm age is defined as the number of months since a 

firm’s first stock return appears in Wind Financial Database, and price is share price from Wind Financial Database.          is the preceding six-month 

cumulative market-adjusted return and              is the penultimate six-month cumulative market-adjusted return. The sample includes all A-share firms from 

Wind Financial Database for 2004-2008 with semi-annual data available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, 

and state-ownership. The sample excludes firms in financial and utilities industries, and firms that have been categorized as PT (Particular Transfer) by the 

listing stock exchange. Time and industry dummies are included but not reported in the table. The robust t-statistics in parentheses are based on standard errors 

that are heteroskedasticity-consistent and allow clustering at the firm level.  
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(1) (2) (3) (4)  (5) (6) (7) (8) 

 

SOEs  Non-SOEs 

 

Big4 

 

Big4 Non-Big4 Non-Big4 

 

Big4 Big4 Non-Big4 Non-Big4 

Local institutional ownership -0.005  0.153   0.002  0.004 

  (-0.20)  (4.71)   (0.31)  (0.57)  

Foreign institutional ownership 0.067  0.216   0.128  0.188 

  (0.23)  (0.86)   (0.49)  (1.35)  

Change in local institutional 

 

-0.005  0.217  

 

-0.013 

 

0.041 

ownership  (-0.24)  (4.31)   (-0.76)  (2.77) 

Lagged local institutional 

 

-0.003  0.125  

 

0.006 

 

-0.012 

ownership  (-0.08)  (4.05)   (0.64)  (-1.51) 

Change in foreign institutional 

 

-0.192  0.320  

 

0.539 

 

0.527 

ownership  (-0.58)  (0.99)   (1.65)  (2.65) 

Lagged foreign institutional 

 

0.390  0.196  

 

-0.394 

 

0.046 

ownership  (1.30)  (0.64)   (-0.96)  (0.29) 

Size -0.015 -0.018 -0.013 -0.012  -0.034 -0.035 -0.025 -0.022 

 (-0.64) (-0.70) (-2.49) (-2.20)  (-1.04) (-1.18) (-4.66) (-3.99) 

Price-to-book ratio 0.001 0.001 0.000 0.000  0.010 0.011 -0.000 -0.000 

 (0.15) (0.18) (2.43) (2.44)  (2.65) (2.93) (-0.19) (-0.12) 

Turnover -0.030 -0.032 -0.085 -0.084  0.003 0.009 -0.081 -0.081 

 (-0.79) (-0.76) (-3.77) (-3.73)  (0.56) (1.35) (-4.32) (-4.33) 

Return volatility -0.334 -0.334 -0.050 -0.052  -0.297 -0.241 0.057 0.054 

 (-0.94) (-0.93) (-1.12) (-1.15)  (-0.56) (-0.46) (1.05) (1.01) 
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Dividend yield -0.593 -0.441 0.105 0.124  -1.819 -1.623 0.556 0.530 

 (-0.57) (-0.41) (0.39) (0.46)  (-1.25) (-1.20) (2.09) (2.01) 

State ownership -0.079 -0.075 0.016 0.015  0.000 0.000 0.000 0.000 

 (-0.66) (-0.61) (0.77) (0.74)  (.) (.) (.) (.) 

Age -0.008 -0.008 0.000 0.000  0.002 0.003 0.001 0.001 

 (-1.76) (-1.77) (0.37) (0.33)  (0.47) (0.63) (1.18) (1.14) 

Price -0.001 -0.002 -0.016 -0.016  -0.015 -0.015 -0.005 -0.005 

 (-0.66) (-0.68) (-5.33) (-5.30)  (-3.95) (-4.15) (-2.55) (-2.50) 

Mrett-6, t -0.124 -0.123 0.024 0.020  -0.257 -0.263 -0.056 -0.062 

 (-2.28) (-2.26) (1.49) (1.22)  (-2.82) (-2.70) (-4.00) (-4.40) 

Mrett-12, t-7 -0.140 -0.147 -0.011 -0.010  -0.035 -0.052 -0.068 -0.069 

 (-1.76) (-1.85) (-0.68) (-0.62)  (-0.41) (-0.63) (-5.10) (-5.22) 

Constant -0.064 -0.003 0.051 0.024  1.395 1.400 0.479 0.411 

 (-0.12) (-0.01) (0.33) (0.15)  (2.04) (2.23) (2.88) (2.46) 

Observations 417 417 4815 4815  185 185 6047 6047 

    0.70 0.70 0.58 0.58  0.80 0.80 0.76 0.76 
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3.5 Robustness Checks 

3.5.1 Low State Ownership Firms 

In my primary analysis, in order to draw a clear line between SOEs and non-SOEs, I define a 

firm to be an SOE if its state ownership is greater than 50%, and to be a non-SOE if its state 

ownership is zero. However, it is possible that the Chinese government intervene in a firm in the 

name of “for the interests of the country” even if it only has a very few state-owned shares. For 

this concern and to provide a robustness check for my use of 50% as the threshold to define SOEs, 

I repeat my tests for firms that have state ownership less than 50% but greater than zero (low state 

ownership firms). More importantly, this provides additional evidence on whether state ownership 

explains local institutional investors’ informational advantage in SOEs. I predict that the degree 

of local institutional investors’ informational advantage varies with the level of state ownership. I 

thus expect that the forecasting power of local institutional ownership for this group of firms 

should be less than that of SOEs but greater than that of non-SOEs. The results are tabulated in 

Table 3-8. For comparison, I also include results for SOEs and non-SOEs from previous section. I 

find local institutional investors have an informational advantage in the group of firms, the degree 

of which, as predicted, is less than that in SOEs and greater than  that in non-SOEs. 

3.5.2 Groups by Other Information Asymmetry Variables 

Though I find the evidence that state ownership, has an asymmetric impact on the information 

environment for local and foreign institutional investors in China, it is possible that state 

ownership is capturing other information asymmetry variables such as size, age and analysts. For 

example, Coval and Moskowitz (1999), Ivkovic and Weisbenner (2005), Malloy (2005), and 

Baik, Kang, and Kim (2009) find the effects of private information are particularly pronounced in 

stocks with greater information asymmetry and hence in which value-relevant private information 

is relatively difficult to obtain. In Table 3-2, I find that SOEs are smaller, younger and have less  
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Table 3-8 Regression of Future Returns on Local and Foreign Institutional Ownership of Low State Ownership Firms 

 

The table presents the results of panel regression where the future return is regressed on changes in total, local, and foreign institutional ownership and a set of 

control variables by the level of state ownership. Future return is the six-month-ahead stock return. Total institutional ownership is computed as the number of 

shares held by local and foreign institutional investors divided by the total number of shares outstanding. Local (foreign) institutional ownership is computed as 

the number of shares held by local (foreign) institutional investors divided by the total number of shares outstanding. The current institutional ownership is 

divided into the lagged institutional ownership and the change in institutional ownership. Size is the natural log of market capitalization. Market capitalization is 

calculated as share price times tradable shares outstanding. Market-to-book ratio is computed as the ratio of the market capitalization to the book value of equity 

for the current half-year. Return volatility is defined as the standard deviation of monthly returns over the past six months. Average turnover is estimated as the 

average monthly volume to the numbers of shares outstanding over the past six months. Dividend yield is calculated as cash dividend divided by stock price. 

State ownership is calculated as the shares held by the state divided by the shares outstanding. Firm age is defined as the number of months since a firm’s first 

stock return appears in Wind Financial Database, and price is share price from Wind Financial Database.          is the preceding six-month cumulative 

market-adjusted return and              is the penultimate six-month cumulative market-adjusted return. The sample includes all A-share firms from Wind 

Financial Database for 2004-2008 with semi-annual data available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, and 

state-ownership. The sample excludes firms in financial and utilities industries, and firms that have been categorized as PT (Particular Transfer) by the listing 

stock exchange. Time and industry dummies are included but not reported in the table. The robust t-statistics in parentheses are based on standard errors that are 

heteroskedasticity-consistent and allow clustering at the firm level.  
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  (1) (2) (3) (4) (5) (6) 

  Low State Ownership Firms SOEs Non-SOEs 

Local institutional ownership 0.082  0.118 

 

0.003  

 (2.90)  (3.54)  (0.76)  

Foreign institutional ownership 0.182  0.221 

 

0.275  

 (0.45)  (0.80)  (2.12)  

Change in local institutional 

 

0.100  0.137  0.024 

ownership  (3.69)  (2.68)  (1.97) 

Lagged local institutional 

 

0.074  0.110  -0.005 

ownership  (2.26)  (3.27)  (-0.92) 

Change in foreign institutional 

 

-0.041  0.147  0.639 

ownership  (-0.10)  (0.44)  (3.42) 

Lagged foreign institutional 

 

0.472  0.294  0.109 

ownership  (0.90)  (0.98)  (0.76) 

Size -0.008 -0.008 -0.010 -0.010 -0.021 -0.019 

 (-0.92) (-0.93) (-1.53) (-1.44) (-3.94) (-3.54) 

Price-to-book ratio 0.000 0.000 -0.001 -0.001 0.000 0.000 

 (2.39) (2.40) (-0.99) (-0.98) (0.10) (0.12) 

Turnover -0.115 -0.115 -0.066 -0.065 -0.006 -0.003 

 (-2.99) (-2.99) (-3.26) (-3.13) (-0.74) (-0.30) 

Return volatility -0.170 -0.170 0.020 0.020 0.028 0.027 

 (-2.42) (-2.43) (0.36) (0.35) (0.51) (0.49) 

Dividend yield 0.857 0.863 -0.244 -0.245 0.497 0.497 

 (1.72) (1.73) (-0.82) (-0.82) (1.90) (1.92) 
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State ownership 0.044 0.043 0.011 0.011 0.000 0.000 

 (1.01) (0.97) (0.20) (0.21) (.) (.) 

Age -0.001 -0.001 -0.000 -0.000 0.001 0.001 

 (-0.28) (-0.28) (-0.00) (-0.02) (0.76) (0.75) 

Price -0.012 -0.012 -0.010 -0.010 -0.005 -0.005 

 (-4.60) (-4.60) (-2.52) (-2.49) (-2.58) (-2.54) 

Mrett-6, t -0.015 -0.015 0.047 0.045 -0.063 -0.068 

 (-0.63) (-0.65) (2.25) (2.12) (-4.67) (-4.96) 

Mrett-12, t-7 -0.044 -0.044 0.000 0.001 -0.070 -0.072 

 (-1.94) (-1.92) (0.02) (0.04) (-5.41) (-5.51) 

Constant -0.015 -0.012 -0.116 -0.130 0.412 0.367 

 (-0.07) (-0.05) (-0.67) (-0.75) (2.47) (2.20) 

Observations 2068 2068 3094 3094 6232 6232 

    0.60 0.60 0.56 0.56 0.76 0.76 
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analysts following than non-SOEs. Therefore, it is possible that state ownership is actually 

capturing the effects of size, age, or analysts. The easiest way for us to test this alternative 

explanation is to use those standard information asymmetry variables to divide stocks into those 

with high information asymmetry and those with low information asymmetry based on the 

sample median of each information asymmetry variable and re-estimate my regressions. If state 

ownership is capturing the effects of size, age or analysts, I would get the same pattern for groups 

divided by those variables as the groups divided by state ownership. Otherwise, I can safely 

conclude that state ownership has an asymmetric impact on the information environment for the 

local and foreign institutional investors in China. 

Table 3-9 shows how the informational role of local institutional investors and foreign 

institutional investors varies with information asymmetry variables of size, age, and analysts. 

None of the two groups shows the same patterns as the groups divided by state ownership. It is 

noteworthy that the informational advantage of both local and foreign institutional investors is 

greater for small firms than for large firms. This proves my main regression model can effectively 

measure the ability of institutional investors to acquire private information. The groups divided 

by age and by analysts provide mixed results, showing the informational role of age and analysts 

found in the U.S. may not be consistent in an emerging market like China. Overall, the state 

ownership effect cannot be explained by other information asymmetry variables such as size, age 

and analysts. The results in Table 3-8 support my findings in previous sections.  

3.5.3 Alternative Methodologies 

3.5.3.1 Alternative Econometric Methods 

Time-series and cross-sectional dependence is a potential concern with my panel regression 

results. Panel A of Table 3-10 presents the results using different econometric methodologies. A 

disadvantage of using the Fama-MacBeth procedure in my study is that I only have ten periods
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Table 3-9 Regression of Future Returns on Local and Foreign Institutional Ownership by other Information Asymmetry Variables 

 

The table presents the results of panel regression where the firm-specific return volatility is regressed on institutional ownership and a set of control variables. 

Stocks are divided into those with high information asymmetry and those with low information asymmetry based on the sample median of size, age and number of 

analysts following. Future return is the six-month-ahead stock return. Local (foreign) institutional ownership is computed as the number of shares held by local 

(foreign) institutional investors divided by the total number of shares outstanding. The current institutional ownership is divided into the lagged institutional 

ownership and the change in institutional ownership. Size is the natural log of market capitalization. Market capitalization is calculated as share price times 

tradable shares outstanding. Market-to-book ratio is computed as the ratio of the market capitalization to the book value of equity for the current half-year. Return 

volatility is defined as the standard deviation of monthly returns over the past six months. Average turnover is estimated as the average monthly volume to the 

numbers of shares outstanding over the past six months. Dividend yield is calculated as cash dividend divided by stock price. State ownership is calculated as the 

shares held by the state divided by the shares outstanding. Firm age is defined as the number of months since a firm’s first stock return appears in Wind Financial 

Database, and price is share price from Wind Financial Database.          is the preceding six-month cumulative market-adjusted return and              is the 

penultimate six-month cumulative market-adjusted return. Analyst coverage is defined as the number of analysts reporting current year earnings estimates in 

current period. Firms without any I/B/E/S coverage are assigned a value of zero analysts. The sample includes all A-share firms from Wind Financial Database for 

2004-2008 with semi-annual data available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, and state-ownership. The sample 

excludes firms in financial and utilities industries, and firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. Time and 

industry dummies are included but not reported in the table. The robust t-statistics in parentheses are based on standard errors that are heteroskedasticity-consistent 

and allow clustering at the firm level.  
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  (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

 

Small Large Small Large Young Old Young Old 

No  

Analysts 

With 

Analysts 

No  

Analysts 

With 

Analysts 

Local institutional 0.014 0.003 

  

0.001 0.022 

  

0.023 -0.006 

  ownership (0.85) (0.63)   (0.30) (2.19)   (1.98) (-1.11)   

Foreign institutional 0.638 0.179 

  

0.316 0.208 

  

0.107 0.294 

  ownership (1.66) (1.29)   (1.66) (1.47)   (0.66) (1.87)   

Change in local institutional 

  

0.118 0.015 

  

0.026 0.024 

  

0.039 0.017 

ownership   (2.59) (1.26)   (1.91) (1.27)   (1.66) (0.98) 

Lagged local institutional 

  

-0.009 -0.003 

  

-0.009 0.022 

  

0.016 -0.014 

ownership   (-0.95) (-0.45)   (-1.47) (1.72)   (1.42) (-1.87) 

Change in foreign institutional 

  

0.801 0.350 

  

0.525 0.406 

  

0.404 0.379 

ownership   (2.04) (1.85)   (2.24) (1.80)   (1.43) (1.95) 

Lagged foreign institutional 

  

0.462 0.091 

  

0.167 0.136 

  

-0.034 0.262 

ownership   (0.96) (0.62)   (0.69) (0.92)   (-0.22) (1.19) 

Size -0.026 0.004 -0.027 0.006 -0.009 -0.011 -0.007 -0.011 -0.009 -0.017 -0.008 -0.015 

 (-3.04) (0.57) (-3.11) (0.83) (-1.64) (-2.59) (-1.28) (-2.50) (-2.15) (-1.68) (-1.91) (-1.50) 

Price-to-book ratio 0.000 -0.001 0.000 -0.001 -0.000 0.000 -0.000 0.000 0.000 -0.000 0.000 -0.000 

 (2.82) (-5.23) (2.85) (-5.37) (-0.15) (1.77) (-0.13) (1.74) (2.36) (-3.61) (2.40) (-3.73) 

Turnover -0.013 -0.030 -0.012 -0.028 -0.006 -0.091 -0.003 -0.091 -0.094 0.003 -0.094 0.005 

 (-1.14) (-2.56) (-0.82) (-2.33) (-0.76) (-4.34) (-0.33) (-4.32) (-6.20) (0.99) (-6.11) (1.20) 

Return volatility -0.104 -0.026 -0.107 -0.030 -0.110 -0.064 -0.115 -0.064 -0.051 -0.126 -0.053 -0.126 

 (-2.47) (-0.50) (-2.53) (-0.57) (-1.67) (-1.64) (-1.74) (-1.64) (-1.51) (-1.03) (-1.56) (-1.01) 

Dividend yield 0.560 0.415 0.561 0.412 0.210 0.822 0.195 0.826 0.512 -0.550 0.513 -0.598 
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 (1.69) (1.90) (1.69) (1.89) (0.84) (3.02) (0.79) (3.04) (2.59) (-1.05) (2.59) (-1.14) 

State ownership -0.042 -0.038 -0.041 -0.038 -0.073 -0.049 -0.073 -0.049 -0.039 -0.086 -0.038 -0.088 

 (-2.39) (-1.97) (-2.36) (-1.97) (-3.06) (-2.73) (-3.04) (-2.71) (-2.69) (-2.11) (-2.66) (-2.17) 

Age -0.001 -0.001 -0.001 -0.001 0.000 -0.001 0.001 -0.001 -0.000 -0.001 -0.000 -0.002 

 (-1.28) (-0.79) (-1.27) (-0.82) (0.31) (-0.41) (0.34) (-0.41) (-0.60) (-0.69) (-0.55) (-0.78) 

Price -0.019 -0.004 -0.020 -0.004 -0.004 -0.011 -0.004 -0.011 -0.013 -0.002 -0.013 -0.001 

 (-11.07) (-2.92) (-11.29) (-2.89) (-2.33) (-6.53) (-2.28) (-6.51) (-7.02) (-1.37) (-6.99) (-1.32) 

Mrett-6, t -0.016 -0.002 -0.022 -0.005 -0.017 -0.016 -0.023 -0.016 0.004 -0.092 0.002 -0.104 

 (-1.10) (-0.15) (-1.46) (-0.37) (-1.06) (-1.30) (-1.45) (-1.32) (0.38) (-3.47) (0.20) (-3.75) 

Mrett-12, t-7 -0.031 -0.048 -0.031 -0.049 -0.075 -0.026 -0.077 -0.026 -0.030 -0.128 -0.031 -0.129 

 (-2.29) (-3.71) (-2.29) (-3.76) (-4.45) (-2.08) (-4.52) (-2.11) (-2.84) (-4.97) (-2.90) (-5.01) 

Constant 0.941 0.304 0.945 0.267 -0.071 0.239 -0.115 0.235 0.701 0.311 0.681 0.278 

 (5.52) (2.14) (5.52) (1.85) (-0.58) (2.56) (-0.93) (2.49) (8.39) (1.42) (8.20) (1.27) 

Observations 5693 5701 5693 5701 5686 5708 5686 5708 9874 1520 9874 1520 

    0.72 0.71 0.72 0.72 0.70 0.73 0.70 0.73 0.72 0.73 0.72 0.73 
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Table 3-10 Alternative Methodologies 

 

The table presents robustness checks using alternative econometric methods and portfolio approach. Panel A presents the results of panel regression where the 

firm-specific return volatility is regressed on institutional ownership and a set of control variables using alternative econometric methods. Columns (1)-(4) 

present estimates from random effect method. Columns (5)-(8) present estimates from random effect method. Columns (9)-(12) present estimates from Newey-

West method. Future return is the six-month-ahead stock return. Local (foreign) institutional ownership is computed as the number of shares held by local 

(foreign) institutional investors divided by the total number of shares outstanding. The current institutional ownership is divided into the lagged institutional 

ownership and the change in institutional ownership. Size is the natural log of market capitalization. Market capitalization is calculated as share price times 

tradable shares outstanding. Market-to-book ratio is computed as the ratio of the market capitalization to the book value of equity for the current half-year. 

Return volatility is defined as the standard deviation of monthly returns over the past six months. Average turnover is estimated as the average monthly volume 

to the numbers of shares outstanding over the past six months. Dividend yield is calculated as cash dividend divided by stock price. State ownership is calculated 

as the shares held by the state divided by the shares outstanding. Firm age is defined as the number of months since a firm’s first stock return appears in Wind 

Financial Database, and price is share price from Wind Financial Database.          is the preceding six-month cumulative market-adjusted return and 

             is the penultimate six-month cumulative market-adjusted return. Analyst coverage is defined as the number of analysts reporting current year 

earnings estimates in current period. Firms without any I/B/E/S coverage are assigned a value of zero analysts. The sample includes all A-share firms from Wind 

Financial Database for 2004-2008 with semi-annual data available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, and 

state-ownership. The sample excludes firms in financial and utilities industries, and firms that have been categorized as PT (Particular Transfer) by the listing 

stock exchange. Time and industry dummies are included but not reported in the table. The robust t-statistics in parentheses are based on standard errors that are 

heteroskedasticity-consistent and allow clustering at the firm level.  
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Panel A: Alternative Econometric Methods 

  (1) (2) (3) (4)  (5) (6) (7) (8)  (9) (10) (11) (12) 

 

SOEs 

Non- 

SOEs SOEs 

Non- 

SOEs 

 

SOEs 

Non- 

SOEs SOEs 

Non- 

SOEs 

 

SOEs 

Non- 

SOEs SOEs 

Non- 

SOEs 

 

Fama-MacBeth  Random Effect  Newey-West 

Local institutional 0.156 0.030 

  

 0.118 0.003 

  

 0.118 0.003 

  ownership (3.13) (1.14)    (5.28) (0.66)    (3.30) (0.70)   

Foreign institutional 0.041 0.125 

  

 0.221 0.275 

  

 0.221 0.275 

  ownership (0.04) (1.09)    (0.75) (1.87)    (0.79) (1.99)   

Change in local institutional 

  

0.205 0.057  

  

0.137 0.024  

  

0.137 0.024 

ownership   (2.65) (1.69)    (3.62) (2.14)    (2.69) (1.94) 

Lagged local institutional 

  

0.148 0.011  

  

0.110 -0.005  

  

0.110 -0.005 

ownership   (3.19) (0.38)    (4.28) (-0.85)    (2.99) (-0.87) 

Change in foreign institutional 

  

-3.515 0.506  

  

0.147 0.639  

  

0.147 0.639 

ownership   (-1.55) (2.08)    (0.38) (3.20)    (0.46) (3.29) 

Lagged foreign institutional 

  

-0.335 -0.035  

  

0.294 0.109  

  

0.294 0.109 

ownership   (-0.23) (-0.31)    (0.81) (0.68)    (0.92) (0.76) 

Size -0.022 -0.017 -0.021 -0.014  -0.010 -0.021 -0.010 -0.019  -0.010 -0.021 -0.010 -0.019 

 (-1.93) (-1.30) (-1.76) (-0.99)  (-1.61) (-4.47) (-1.51) (-4.00)  (-1.54) (-3.92) (-1.45) (-3.52) 

Price-to-book ratio -0.002 0.027 -0.002 0.027  -0.001 0.000 -0.001 0.000  -0.001 0.000 -0.001 0.000 

 (-0.91) (1.41) (-0.81) (1.40)  (-1.25) (0.10) (-1.24) (0.14)  (-1.01) (0.10) (-1.00) (0.12) 

Turnover -0.105 -0.020 -0.091 -0.018  -0.066 -0.006 -0.065 -0.003  -0.066 -0.006 -0.065 -0.003 

 (-2.31) (-1.31) (-1.97) (-1.26)  (-2.97) (-1.04) (-2.88) (-0.43)  (-3.25) (-0.72) (-3.14) (-0.29) 

Return volatility 0.416 -0.136 0.421 -0.126  0.020 0.028 0.020 0.027  0.020 0.028 0.020 0.027 
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 (2.15) (-2.94) (2.11) (-2.63)  (0.36) (0.52) (0.35) (0.50)  (0.36) (0.51) (0.35) (0.50) 

Dividend yield 0.281 0.390 0.573 0.410  -0.244 0.497 -0.245 0.497  -0.244 0.497 -0.245 0.497 

 (0.17) (1.10) (0.32) (1.14)  (-0.78) (1.76) (-0.79) (1.76)  (-0.82) (1.93) (-0.83) (1.95) 

State ownership -0.061 0.000 -0.035 0.000  0.011 0.000 0.011 0.000  0.011 0.000 0.011 0.000 

 (-0.85) (.) (-0.43) (.)  (0.19) (.) (0.20) (.)  (0.20) (.) (0.21) (.) 

Age 0.000 0.011 0.001 0.011  -0.000 0.001 -0.000 0.001  -0.000 0.001 -0.000 0.001 

 (0.21) (1.11) (0.68) (1.08)  (-0.00) (0.67) (-0.02) (0.66)  (-0.00) (0.72) (-0.02) (0.72) 

Price -0.010 -0.018 -0.010 -0.017  -0.010 -0.005 -0.010 -0.005  -0.010 -0.005 -0.010 -0.005 

 (-3.46) (-1.46) (-3.54) (-1.42)  (-7.03) (-9.91) (-6.94) (-9.74)  (-2.82) (-2.86) (-2.78) (-2.82) 

Mrett-6, t -0.055 -0.156 -0.065 -0.164  0.047 -0.063 0.045 -0.068  0.047 -0.063 0.045 -0.068 

 (-0.75) (-0.95) (-0.83) (-1.01)  (2.75) (-5.62) (2.58) (-5.93)  (2.22) (-4.73) (2.11) (-5.03) 

Mrett-12, t-7 -0.087 -0.019 -0.092 -0.017  0.000 -0.070 0.001 -0.072  0.000 -0.070 0.001 -0.072 

 (-1.47) (-0.64) (-1.50) (-0.52)  (0.02) (-6.46) (0.05) (-6.61)  (0.01) (-5.45) (0.04) (-5.55) 

Constant 0.647 0.419 0.571 0.355  1.063 1.130 1.051 1.086  -0.116 0.412 -0.130 0.367 

 (3.15) (1.53) (2.84) (1.26)  (7.08) (10.74) (6.91) (10.23)  (-0.66) (.) (-0.74) (3.09) 

Observations 3094 6232 3094 6232  3094 6232 3094 6232  3094 6232 3094 6232 

    0.28 0.43 0.29 0.43  
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Panel B: Portfolio Approach-Returns (%) on Portfolios by State Ownership and Local and Foreign 

Institutional Holdings 

    SOEs 

 

 Non-SOEs 

    

Local institutional 

ownership 

Foreign institutional 

ownership 

 Local institutional 

ownership 

Foreign institutional 

ownership 

      

 

   Low (Q1) 

 

-8.70 

 

-4.10 

 

 -15.78 

 

-11.38 

      

 

   High(Q5) 

 

11.75 

 

8.46 

 

 -4.57 

 

8.38 

      

 

   High-Low 

 

20.45 

 

12.56 

 

 11.21 

 

19.76 

(p-value)  (0.11)  (0.22)   (0.28)  (0.17) 
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for my semi-annual data. Nevertheless, for a robustness check, I replicate my tests by using the 

Fama-MacBeth procedure in Columns (1) to (4). Despite only ten periods, the Fama-MacBeth 

procedure provides similar results as my main method of robust cluster regression. As I have 

controlled for fixed effects in my main econometric methodology, columns (5) to (8) present the 

estimations after controlling for random effects. Another way to obtain serial-autocorrelation-

corrected errors in panel data is the Newey-West test. Specifically, I force the errors of a single 

firm to be correlated in four consecutive half-years. The results of the Newey-West test are 

presented in columns (9) to (12). Again, the results confirm my main findings that firm’s state 

ownership has an asymmetric impact on the information environment for local institutional 

investors and foreign institutional investors in China. Thus, my results are robust using other 

aspects of econometric methodologies. 

3.5.3.2 Portfolio Approach 

Thus far, I have focused on a cross-sectional regression approach to examine the effect of 

state ownership on local and foreign institutional investors. This approach allows us to compare 

my results to previous studies of Gompers and Metrick (2001), Baik, Kang, and Kim (2009), and 

Yan and Zhang (2009). Another method could be a portfolio approach. Portfolio approach has 

many limitations in my case, for example, I only have ten periods, which makes the statistical 

power very weak, the volatility of the whole market in my ten periods is very high,
26

 and short 

selling is not allowed in China. However, to provide a robustness check, I provide the result of 

using a portfolio approach. 

Each half-year, I divide stocks into two categories based on state ownership: SOEs and non-

SOEs, and construct investment portfolios based on local/foreign institutional holdings for each 

                                                   

26 For example, Shanghai (securities) Composite Index rises from 1013.64 on June 3, 2005 to 5903.26 on 

Oct 12, 2007, and falls to 1747.41 on Nov 7, 2008. 
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category. Specifically, at the end of each half-year, I rank all sample stocks based on their current 

half-year local/foreign institutional holdings, and sort them into quintiles. I hold these quintile 

portfolios for six months and report the value-weighted holding period returns on the portfolio of 

stocks with the largest local/foreign institutional holding (Q5) and returns on the portfolio of 

stocks with the smallest local/foreign institutional holding (Q1). I provide the result of forming a 

zero-cost investment (i.e., hedge portfolio (Q5 – Q1)) strategy that is long in portfolio Q5 and 

short in portfolio Q1, and compute the average return on this hedge portfolio, on the assumption 

that short selling is allowed in China. 

Panel B of Table 3-10 reports the time-series averages of half-yearly Daniel, Grinblatt, 

Titman, and Wermers (1997) benchmark-adjusted return on portfolios sorted by local and 

foreign institutional holdings. The portfolio of stocks with the largest local/foreign institutional 

holdings consistently earns higher returns than the portfolio of stocks with the smallest 

local/foreign institutional holdings. Consistent with my earlier results, I find evidence that state 

ownership has an asymmetric impact on the performance of local and foreign investors. In SOEs, 

local institutional investors have better stock-picking ability than foreign investors. The average 

DGTW-adjusted return on the hedge portfolio (Q5-Q1) sorted on local institutional ownership is 

20.45% (p-value = 0.11) over the six-month holding period, while the average DGTW-adjusted 

return on hedge portfolio (Q5-Q1) sorted on foreign institutional ownership is 12.56% (p-value = 

0.22). In contrast, in non-SOEs foreign institutional investors seem to outperform local investors. 

The average DGTW-adjusted return on the hedge portfolio (Q5-Q1) sorted on local institutional 

ownership is 11.21% (p-value = 0.28, while the average DGTW-adjusted return on hedge 

portfolio (Q5-Q1) sorted on foreign institutional ownership is 19.76% (p-value = 0.17).  

Overall, these results provide further support for the view that local institutional investors 

have an informational advantage over foreign institutional investors in SOEs, and foreign 
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institutional investors have an informational advantage over local institutional investors in non-

SOEs. 

3.5.4 Using Quarterly Data 

Although, as I have explained in the data description section, quarterly ownership data are 

less complete compared with semi-annual data, I still report results from quarterly estimations as 

a robustness check. In addition to          , six-month-ahead stock return, I also regress         , 

one-quarter-ahead stock return on the level of and changes in institutional ownership. The results 

are tabulated in Table 3-11. I find that my main conclusion remains unchanged: the level of and 

change in quarterly local institutional ownership has greater predictive power for SOEs, whereas 

the level of and change in quarterly foreign institutional ownership has greater predictive power 

for non-SOEs. 

3.5.5 Index Funds 

In my sample, 22 local institutional investors are index funds. I include their holdings in 

my main regression because many index funds in China are active index funds where fund 

managers set the initial investment proportions according to the benchmark indices, and then add 

stocks that they believe to have higher performance and are unrelated to the underlying 

indices. However, it is still possible that the weak relation between local institutional ownership 

and future returns in the non-SOEs shown in this paper is caused by the local institutional 

investors who mainly specialize in index funds. Since the primary objective of index funds is to 

track the performance of their respective indexes, these fund managers have little incentive to 

collect information about future returns. To address this issue, I exclude institutional investors 

who focus on index funds from my sample of institutional investors and re-estimate the 

regressions in Table 3-12.  I obtain results that are qualitatively similar or even stronger. 

  



 

73 

 

Table 3-11 Quarterly Data 

 

The table presents the results of panel regression where the future return is regressed on level of and changes in institutional ownership and a set of control 

variables using quarterly ownership and return data. Future return is the one-quarter-ahead stock return and six-month-ahead return, respectively. Local (foreign) 

institutional ownership is computed as the number of shares held by local (foreign) institutional investors divided by the total number of shares outstanding. The 

current institutional ownership is divided into the lagged institutional ownership and the change in institutional ownership. Size is the natural log of market 

capitalization. Market capitalization is calculated as share price times tradable shares outstanding. Market-to-book ratio is computed as the ratio of the market 

capitalization to the book value of equity for the current half-year. Return volatility is defined as the standard deviation of monthly returns over the past six 

months. Average turnover is estimated as the average monthly volume to the numbers of shares outstanding over the past six months. Dividend yield is 

calculated as cash dividend divided by stock price. State ownership is calculated as the shares held by the state divided by the shares outstanding. Firm age is 

defined as the number of months since a firm’s first stock return appears in Wind Financial Database, and price is share price from Wind Financial 

Database.          is the preceding six-month cumulative market-adjusted return and              is the penultimate six-month cumulative market-adjusted 

return. The sample includes all A-share firms from Wind Financial Database for 2004-2008 with semi-annual data available to calculate size, market-to-book 

ratio, turnover, return volatility, dividend yield, age, and state-ownership. The sample excludes firms in financial and utilities industries, and firms that have been 

categorized as PT (Particular Transfer) by the listing stock exchange. Time and industry dummies are included but not reported in the table. The robust t-

statistics in parentheses are based on standard errors that are heteroskedasticity-consistent and allow clustering at the firm level.  
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  (1) (2) (3) (4)  (5) (6) (7) (8) 

 

SOEs Non-SOEs SOEs Non-SOEs  SOEs Non-SOEs SOEs Non-SOEs 

 

Three-month-ahead Return  Six-month-ahead Return 

Local institutional ownership 0.123 0.001 

  

 0.179 0.003 

   (3.67) (0.73)    (3.06) (0.93)   

Foreign institutional ownership 0.084 0.123 

  

 0.085 0.198 

   (0.58) (1.85)    (0.39) (1.62)   

Change in local institutional ownership   0.203 0.010  

  

0.232 -0.000 

   (3.87) (1.83)    (2.64) (-0.07) 

Lagged local institutional ownership  

 

0.107 -0.001  

  

0.168 0.004 

   (3.38) (-0.51)    (2.99) (1.05) 

Change in foreign institutional ownership   0.340 0.250  

  

0.405 0.417 

   (0.98) (1.99)    (1.05) (2.79) 

Lagged foreign institutional ownership   0.000 0.092  

  

-0.024 0.142 

   (0.00) (1.26)    (-0.10) (1.04) 

Size -0.003 -0.002 -0.002 -0.002  -0.006 -0.010 -0.005 -0.010 

 (-1.09) (-0.59) (-0.77) (-0.47)  (-1.02) (-1.94) (-0.89) (-1.89) 

Price-to-book ratio -0.000 -0.000 -0.000 -0.000  -0.000 0.000 -0.000 0.000 

 (-0.73) (-0.73) (-0.73) (-0.71)  (-1.02) (0.34) (-1.02) (0.34) 

Turnover -0.058 -0.003 -0.056 -0.002  -0.089 -0.004 -0.087 -0.004 

 (-5.56) (-0.71) (-5.31) (-0.66)  (-4.83) (-0.62) (-4.74) (-0.61) 

Return volatility -0.001 0.037 -0.004 0.038  -0.013 0.083 -0.015 0.083 

 (-0.06) (1.27) (-0.15) (1.29)  (-0.29) (1.79) (-0.34) (1.79) 

Dividend yield -0.144 -0.007 -0.156 -0.006  -0.218 0.256 -0.227 0.266 
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 (-1.02) (-0.05) (-1.11) (-0.04)  (-0.86) (1.06) (-0.90) (1.11) 

State ownership 0.004 0.000 0.005 0.000  0.000 0.000 -0.000 0.000 

 (0.16) (.) (0.17) (.)  (0.01) (.) (-0.00) (.) 

Age -0.000 -0.001 -0.000 -0.001  -0.000 -0.000 -0.000 -0.000 

 (-0.48) (-1.09) (-0.52) (-1.11)  (-0.33) (-0.41) (-0.35) (-0.41) 

Price -0.006 -0.003 -0.006 -0.003  -0.010 -0.005 -0.010 -0.005 

 (-2.74) (-2.81) (-2.70) (-2.80)  (-2.53) (-2.77) (-2.52) (-2.77) 

Mrett-6, t 0.020 -0.025 0.018 -0.026  0.057 -0.052 0.056 -0.052 

 (1.85) (-3.46) (1.71) (-3.51)  (3.19) (-4.43) (3.12) (-4.45) 

Mrett-12, t-7 0.001 -0.026 0.001 -0.027  -0.002 -0.070 -0.003 -0.071 

 (0.06) (-4.02) (0.06) (-4.06)  (-0.13) (-6.31) (-0.13) (-6.34) 

Constant -0.120 -0.161 -0.144 -0.169  -0.054 -0.030 -0.072 -0.035 

 (-1.43) (-2.21) (-1.70) (-2.30)  (-0.38) (-0.27) (-0.49) (-0.32) 

Observations 6514 11854 6514 11854  6514 11854 6514 11854 

    0.47 0.66 0.47 0.66  0.55 0.77 0.55 0.77 
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Table 3-12 Excluding Index Funds 

The table presents the results of panel regression where the firm-specific return volatility is regressed on 

institutional ownership and a set of control variables excluding index funds. Future return is the six-month-

ahead stock return. Local (foreign) institutional ownership is computed as the number of shares held by 

local (foreign) institutional investors divided by the total number of shares outstanding. The current 

institutional ownership is divided into the lagged institutional ownership and the change in institutional 

ownership. Size is the natural log of market capitalization. Market capitalization is calculated as share price 

times tradable shares outstanding. Market-to-book ratio is computed as the ratio of the market capitalization 

to the book value of equity for the current half-year. Return volatility is defined as the standard deviation of 

monthly returns over the past six months. Average turnover is estimated as the average monthly volume to 

the numbers of shares outstanding over the past six months. Dividend yield is calculated as cash dividend 

divided by stock price. State ownership is calculated as the shares held by the state divided by the shares 

outstanding. Firm age is defined as the number of months since a firm’s first stock return appears in Wind 

Financial Database, and price is share price from Wind Financial Database.           is the preceding 

six-month cumulative market-adjusted return and              is the penultimate six-month cumulative 

market-adjusted return. Analyst coverage is defined as the number of analysts reporting current year 

earnings estimates in current period. Firms without any I/B/E/S coverage are assigned a value of zero 

analysts. The sample includes all A-share firms from Wind Financial Database for 2004-2008 with semi-

annual data available to calculate size, market-to-book ratio, turnover, return volatility, dividend yield, age, 

and state-ownership. The sample excludes firms in financial and utilities industries, and firms that have 

been categorized as PT (Particular Transfer) by the listing stock exchange. Time and industry dummies are 

included but not reported in the table. The robust t-statistics in parentheses are based on standard errors that 

are heteroskedasticity-consistent and allow clustering at the firm level.  

 

  (1) (2) (3) (4) 

 

SOEs Non-SOEs SOEs Non-SOEs 

Local institutional ownership 0.356 0.043 

   (7.08) (1.06)   

Foreign institutional ownership 0.000 0.266 

   (0.00) (2.08)   

Change in local institutional ownership 

  

0.393 0.094 

   (4.96) (1.87) 

Lagged local institutional ownership 

  

0.340 0.029 

   (6.14) (0.70) 

Change in foreign institutional ownership 

  

-0.073 0.636 

   (-0.23) (3.47) 
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Lagged foreign institutional ownership 

  

0.094 0.097 

   (0.32) (0.69) 

Size -0.012 -0.023 -0.012 -0.021 

 (-2.01) (-4.69) (-1.87) (-4.11) 

Price-to-book ratio -0.001 0.000 -0.001 0.000 

 (-0.92) (0.08) (-0.91) (0.11) 

Turnover -0.055 -0.005 -0.054 -0.002 

 (-2.71) (-0.70) (-2.62) (-0.29) 

Return volatility -0.003 0.032 -0.003 0.031 

 (-0.06) (0.60) (-0.05) (0.59) 

Dividend yield -0.271 0.508 -0.272 0.501 

 (-0.93) (1.95) (-0.93) (1.94) 

State ownership 0.001 0.000 0.003 0.000 

 (0.03) (.) (0.05) (.) 

Age 0.001 0.001 0.000 0.001 

 (0.40) (0.89) (0.38) (0.77) 

Price -0.011 -0.005 -0.011 -0.005 

 (-2.79) (-2.41) (-2.76) (-2.38) 

Mrett-6, t 0.029 -0.065 0.026 -0.070 

 (1.36) (-5.04) (1.22) (-5.26) 

Mrett-12, t-7 -0.018 -0.070 -0.017 -0.072 

 (-0.76) (-5.47) (-0.71) (-5.55) 

Constant -0.061 0.452 -0.080 0.406 

 (-0.37) (2.77) (-0.48) (2.46) 

Observations 3094 6232 3094 6232 

    0.56 0.76 0.56 0.76 
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3.6 Conclusions 

This paper examines how the state ownership of listed firms affects the information 

environment faced by local and foreign institutional investors in China. Using a comprehensive 

dataset of over 1,300 firms in the Chinese stock market for the period 2004-2008, I examine the 

ability of local and foreign institutional ownership to predict future stock returns across SOEs and 

non-SOEs. I offer three potential arguments to explain why state ownership may have an 

asymmetric impact on local and foreign institutional investors. First, SOEs have more 

government intervention and lower governance transparency. Local investors are accustomed to 

government involvement in corporate affairs as well as its complexity, whereas foreign investors 

are at a great disadvantage in understanding it. Second, SOEs have lower financial transparency 

and hence higher information asymmetry. Local institutional investors are likely to have an 

advantage in acquiring private information over foreign institutional investors. Third, for patriotic 

or ideological reasons, SOEs might have a preference for local investors, and an aversion to 

foreign investors in terms of information disclosure.  

I find strong evidence to support my hypothesis. I document a dramatic asymmetric impact of 

state ownership on local and foreign institutional investors. In SOEs, local institutional ownership 

has strong forecasting power for future stock returns, while foreign institutional ownership has no 

such predictive ability. In contrast, in non-SOEs, foreign institutional ownership is positively and 

significantly associated with future stock returns, whereas the relation is weak for local 

institutional ownership. My results show that local (foreign) institutional investors have an 

informational advantage in SOEs (non-SOEs). Interestingly, the informational advantage of local 

institutional investors is less significant in SOEs with high board independence or Big 4 auditors, 

suggesting that better corporate governance or higher financial transparency can attenuate the 

asymmetric effect of state ownership on local and foreign institutional investors. The state 
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ownership effect cannot be explained by other information asymmetry measures such as size, age, 

or analysts. 

My paper contributes to the existing literature in two important ways. First, it contributes to 

the debate over whether local investors or foreign investors are more informed. I offer a new 

perspective to analyze the informational role of local and foreign investors by examining two 

market segments within one country but separated by the relevance of local knowledge. I identify 

state ownership as the main factor that drives the information asymmetry between local and 

foreign investors and my results reconcile the two opposing views in the current literature. In 

markets (stocks) where local knowledge and information are relatively more important, local 

investors outperform foreign investors, while in markets (stocks) where local knowledge and 

information are less important, experienced investors (usually foreign investors in emerging 

markets) outperform less experienced investors. Examining only the whole market in past 

research masks important variation in the relative advantages of local and foreign investors within 

a country. My paper thus has implications for future research into local and foreign investors in 

other markets. Second, my paper contributes to the literature on institutional investors. The vast 

majority of research in this strand of literature tests how the institutional investment performance 

is related to the characteristics of institutional investors. By documenting that the informational 

advantage of local institutional investors over foreign institutional investors is the most evident in 

poorly governed state-owned firms measured by board independence and audit quality, my paper 

further suggests that taking into account firm-level characteristics, especially corporate 

governance measures, can enhance our understanding of the behaviour of institutional investors. 

Finally, my paper contributes to the growing literature that examines the role of political 

institutions on firm behaviour. The existing literature only looks at how political institutions 

affect domestic investors. I am the first to document that domestic political institutions also have 



 

80 

 

significant effects on foreign investors, and therefore, fill a void in the literature on political 

institutions. 
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Chapter 4  

Firm-specific Return Volatility and Price Informativeness: Evidence 

from China 

Abstract 

This paper provides new international evidence on whether firm-specific return volatility 

proxies for price informativeness. Building on the findings in my earlier paper which examines 

the informational advantages of local and foreign institutional investors in the Chinese stock 

market and using institutional ownership as a proxy for private information, I investigate the 

relation between firm-specific return volatility and price informativeness. I find that firm-specific 

return volatility is positively correlated with private information measured by institutional 

ownership. My primary results are that, in the whole sample, both local and foreign institutional 

ownership are positively associated with firm-specific stock return variation, and the relation 

between foreign institutional ownership and firm-specific return volatility is much stronger than 

that of local institutional ownership. I further decompose the whole sample into subsamples using 

state ownership, which has been documented to have an asymmetric effect on the informational 

advantage of local and foreign institutional investors. I find that only local institutional ownership 

is significantly and positively related to firm-specific return volatility among State-owned firms, 

whereas foreign institutional ownership is more closely correlated with firm-specific return 

volatility in non-State-owned firms. Moreover, the relation of local institutional ownership and 

firm-specific return variation is weaker in SOEs with higher board independence and better audit 

quality. Therefore my findings support the notion that firm-specific return volatility measures the 

private information impounded into stock prices. 
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4.1 Introduction 

There is an ongoing debate over whether idiosyncratic return volatility is a measure of price 

informativeness. The total variation of an individual stock return can be decomposed into 

systematic variation, which is explained by market returns, and idiosyncratic variation, which is 

specific to the stock. French and Roll (1986) and Roll (1988) propose that the unexplained part of 

stock returns could be due to private information incorporation via trading, and first suggest using 

the ratio of firm-specific return volatility to systematic variation as a measure of the relative 

amount of firm-specific information incorporated into the stock prices. Cross-country evidence 

supports the use of firm-specific return variation as a measure of private information about the 

firm. Morck, Yeung, and Yu (2000) and Jin and Myers (2006) find that the average firm-specific 

return volatility is lower in less-developed countries than better-developed countries. Their 

interpretation is that poor governance and opaque accounting in less developed countries impedes 

the capitalization of firm-specific information into stock prices. In the U.S. market, high levels of 

firm-specific return variation are documented to be associated with more efficient capital 

allocation (e.g., Durnev, Morck, and Yeung (2004) and Chen, Goldstein, and Jiang (2007)), and 

with more information about future earnings embedded in stock prices (e.g., Durnev, Morck, 

Yeung, and Zarowin (2003)). 

Although considerable research established that firm-specific return volatility and price 

informativeness is closely related, this is not the whole story. LeRoy and Porter (1981) and 

Shiller (1981) theoretically model return, and present empirical evidence that stock return 

volatility is too high to be justified by new information about future dividends and future 

expected earnings. West (1988) and Campbell, Lettau, Malkiel, and Xu (2001) argue that the 

rapid incorporation of firm-specific information actually reduces volatility. Kelly (2007) contends 

that firm-specific return volatility is not indicative of private information, as firms with high firm-
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specific volatility tend to be smaller and younger with lower institutional ownership, analyst 

coverage, and liquidity. 

The question remains open whether firm-specific return volatility measures the private 

information incorporated into stock prices, or if it just reflects noises that cause stock prices to 

deviate from their fundamental values. In this paper, I add new international evidence to this 

controversy using local and foreign institutional ownership as a measure of private information. 

My study builds on my earlier paper which examines the informational advantages of local and 

foreign institutional investors in the Chinese stock market. In that paper I find that foreign 

institutional investors have an informational advantage over local institutional investors in the 

overall market. Moreover, because state ownership is associated with higher information 

asymmetry due to lower governance transparency and poorer financial transparency, investing in 

firms with state ownership requires more local knowledge and experience. Therefore, state 

ownership has an asymmetric effect on the informational advantages of local and foreign 

institutional investors. Specifically, local institutional investors have more private information in 

State-owned enterprises (SOEs), while foreign institutional investors have more private 

information in non-State-owned enterprises (non-SOEs). If firm-specific return volatility is a 

measure of private information incorporated into stock prices, the more private information the 

institutional investors have, the stronger the correlation between the institutional ownership and 

firm-specific return volatility we should observe. Consistent with the findings on the private 

information of local and foreign investors, foreign institutional ownership should have a closer 

relationship with firm-specific return volatility than local institutional investors in the whole 

market. Moreover, when we decompose the whole market using state ownership, local (foreign) 

institutional ownership should be more closely related to firm-specific return volatility in SOEs 

(non-SOEs). 
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My sample includes a comprehensive dataset of over 11,800 firm-half-years in the Chinese 

stock market for the period of 2004 through 2008, allowing examination of firm-level 

determinants of firm-specific stock return variation. My primary findings are that the pattern of 

how local and foreign institutional ownership relates to firm-specific return volatility is consistent 

with the pattern of the informational advantages of local and foreign institutional investors in the 

Chinese stock markets. Specifically, in the whole market where foreign institutional investors 

have been documented to have an informational advantage over local institutional investors, the 

holdings and trading of foreign institutional ownership are positively associated with firm-

specific stock return variation, whereas the correlation between local institutional ownership and 

firm-specific return volatility is much weaker. When I divide firms into SOEs and non-SOEs, the 

association of local and foreign institutional ownership and firm-specific return volatility is 

dramatically different across the two groups of firms. In SOEs where local institutional ownership 

has an informational advantage relative to foreign institutional investors, local institutional 

ownership has a significantly stronger relationship with firm-specific stock return variation; in 

non-SOEs where foreign institutional ownership has an informational advantage relative to local 

institutional investors, foreign institutional ownership is significantly closely related with firm-

specific stock return variation. Also, I find that in the SOEs with high board independence and 

Big 4 auditors, the relation between local institutional ownership and firm-specific return 

volatility is insignificant, which is consistent with my prior finding that local institutional 

investors’ informational advantages are less evident in these SOEs. My results, therefore, support 

the idea that firm-specific return volatility measures the rate of private information impounded 

into stock prices. 

The association between local and foreign institutional ownership and firm-specific return 

volatility is robust in several ways. My primary regressions are based on robust-cluster method. I 

confirm my results using alternative econometric methodologies. I also complement my primary 
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findings using other measures of price informativeness and daily frequency of return. An 

alternative interpretation of my results is that institutional investors are more likely to invest in 

firms with greater firm-specific return variation, and thus cause the self-selection bias.I find 

similar results after I control for the self-selection bias using simultaneous regression of three-

stage least square. 

My primary contribution is to provide international evidence to the ongoing debate over 

whether firm-specific return volatility proxies the price efficiency in stock returns. I use local and 

foreign institutional ownership as a measure of private information, and identify a direct and 

robust relationship between firm-specific return volatility and private information. I thus provide 

international evidence that supports the validity of using firm-specific return volatility as a 

measure of price informativeness.  

The paper is organized as follows. In Section 2, I review the literature on firm-specific return 

variation. Section 3describes the data and summary statistics. In Section 4, I provide empirical 

evidence on firm-specific return volatility and local and foreign institutional ownership and 

present the results from robustness tests. Finally, I present summary and concluding remarks in 

Section 5.   

 

4.2 Literature Review 

The idea that firm-specific return variation reflects private information stems from the work 

of French and Roll (1986) and Roll (1988), who first suggest using the ratio of firm-specific 

return volatility to systematic variation as a measure of the relative amount of firm-specific 

information incorporated into the stock prices. They find that the explanatory power of systematic 

economic influences, firm’s industry environment, and public firm-specific news on stock return 
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variation is very modest, with the adjusted 
2R  only 0.35 using monthly data and 0.20 using daily 

data, and hence propose the unexplained part could be attributable to private information 

impounded into stock prices via trading. Building on this intuition, Morck, Yeung, and Yu (2000) 

document that the average firm-specific return volatility is lower in less-developed countries than 

better-developed countries. Their interpretation is that poor protection of private property rights 

in less developed countries impedes the capitalization of firm-specific information into stock 

prices. Their paper has attracted significant attention because it provides supporting evidence on 

using firm-specific return variation as a simple and applicable measure of price efficiency. A 

number of studies corroborate their findings on the association of firm-specific return variation 

and legal and institutional structure. Wurgler (2000) tests whether countries with more informed 

stock prices allocate resources more efficiently using data from 65 countries and finds that the 

efficiency of capital allocation across countries is positively related to firm-specific information 

in domestic stock markets. Li, Morck, Yang, and Yeung (2004) find that higher capital market 

openness is associated higher firm-specific return variation. Similarly, Bris, Goetzmann, and Zhu 

(2004) document in countries where short sales are allowed, information is incorporated faster 

into stock prices, which leads to higher firm-specific return variation. Jin and Myers (2006) 

develop a theory linking transparency, management opportunism and firm-specific return 

variation. They argue that improvement on transparency increases firm-specific return variation. 

Several cross-country papers present evidence to support the hypothesis that firm-specific return 

variation proxies for price informtiveness. Chan and Hameed (2006) find firm-specific return 

variation is negatively related to analyst activity in emerging markets. They conclude that 

analysts in emerging markets specialize in production of market-wide information instead of 

firm-specific information. Fernandes and Ferreira (2009) investigate the relation between a 

country’s first-time enforcement of insider trading laws and price informativeness, as measured 

by firm-specific stock return variation, and find that enforcement of insider trading laws improves 
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price informativeness, but this increase is concentrated in developed markets. Fernandes and 

Ferreira (2008) show that cross-listing in the U.S. improves the price informativeness, for 

developed markets firms, however, decreases price informativeness for emerging markets firms. 

Gul, Kim, and Qiu (2009) examine the Chinese-listed firms over the period of 1996-2003. They 

find the amount of firm-specific information incorporated into share prices, as measured by firm-

specific return variation, is inversely related to government ownership, and positively associated 

to B-share and H-share ownership and audit quality. 

Some recent findings in the United States also suggest higher firm-specific return volatility is 

related to more informationally efficient stock prices. Xu and Malkiel (2003) find firm-specific 

return volatility increases with the proportion of a firm that is owned by institutional investors, 

suggesting that firm-specific return volatility is associated with the scrutiny and trading of 

professional investors. Durnev, Morck, Yeung, and Zarowin (2003) examine the relation between 

firm-specific return variation and accounting measure of price informativeness. They argue that if 

prices are more informationally efficient, their return should more rapidly and accurately reflect 

future earnings changes. They document empirical evidence that firms and industries with higher 

firm-specific return variation exhibits higher association between current returns and future 

earnings. Therefore their findings support that higher firm-specific return variation indicates 

higher price efficiency. Durnev, Morck, and Yeung (2004) further show that higher firm-specific 

return variation is related to more efficient capital allocation and better investment decision 

because higher information efficiency allows for greater monitoring and reduced information 

asymmetry. Ferreira, Ferreira, and Raposo (2008) find that price informativeness, as measured by 

firm-specific return variation, typically decreases board independence and suggest firms with 

more informed stock prices have less demanding board structures. Ferreira and Laux (2007) 

document a strong positive relationship of openness to the market for corporate control and firm-
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specific return variation as fewer anti-takeover provisions encourage collection of and trading on 

private information.  

Although considerable research established that firm-specific return volatility and price 

informativeness is closely related, this is not the whole story. An important issue in the study of 

firm-specific return volatility is whether it measures the private information incorporated into 

stock prices, or if it just reflects noise that cause stock prices to deviate from their fundamental 

values. Contrary to French and Roll (1986), Roll (1988), and Morck, Yeung, and Yu (2000), an 

earlier literature advocates otherwise. Shiller (1981) models return and present empirical evidence 

that stock return volatility is too high to be justified by new information about future real 

dividends.  Consistent with Shiller (1981), LeRoy and Porter (1981) find real return volatility is 

much more volatile than predicted by their theoretical model based on future expected earnings 

and they note their findings are against market efficiency. Similarly, West (1988) argues that 

stock price volatility cannot be adequately explained by standard expected return models. 

Moreover, more information about future dividend should lead to lower firm-specific return 

variation because information incorporated sooner is more heavily discounted. In addition, 

Campbell, Lettau, Malkiel, and Xu (2001) contend that more rapid information dissemination 

cannot explain the stylized pattern of an increasing stock return volatility because  improved 

information about future cash flows actually reduces volatility. Recently Kelly (2007) tests 

directly how stock’s information environment affects its idiosyncratic volatility and firm-specific 

return variation. His main results are firms with higher firm-specific return variation are typically 

younger, have lower institutional ownership, analyst coverage and liquidity. She thus concludes 

that high firm-specific return variation is indicative of a poor information environment.  
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4.3 Data Description 

4.3.1 Data 

The data for this study come from four sources. I obtain semi-annual institutional holdings, 

price information, accounting data, and state ownership for all stocks traded on the two Chinese 

stock exchanges SHSE and SZSE from Wind Financial Database.
27

Mutual funds in China are 

required by CSRC to report all their equity positions at the end of each half-year, but only need to 

report the top ten holdings by value at the end of each half-year. In contrast, QFIIs are required to 

report all their holdings at the end of each half-year. Therefore, I can get complete mutual fund 

portfolio data every half-year, but relatively less complete mutual fund portfolio data by half-

year. For accuracy, I perform my entire main tests using semi-annual data. Institutional ownership 

for each stock is computed as the number of shares held by institutional investors divided by the 

number of tradable shares outstanding. The number of tradable shares outstanding has been 

adjusted for split, stock dividend, and SEO (Seasoned Equity Offering). Director information is 

obtained from China Corporate Governance Database.
28

Auditor information is manually 

collected from the official website of the CSRC.
29

Analyst coverage data are obtained from 

I/B/E/S.
30

Analyst coverage is defined as the number of analysts reporting current year earnings 

estimates in the current period. Firms without any I/B/E/S coverage are assigned a value of zero 

analysts. 

                                                   

27
Wind Financial Database is from Shanghai Wind Information Co., Ltd. (WIND), a firm that specializes in 

providing data on China’s securities market since 1992. Previous literature that has used this database 

includes Chang and Wong (2004), Wong, Opper, and Hu (2004), Poon and Chan (2008) etc. 

28GTA China Corporate Governance Database specializes in data on corporate governance of public firms 
in China and is provided by GTA Information Technology.GTA Information Technology is also the provider 

of China Stock Market & Accounting Research Database through Wharton Research Data Service. 
29http://www.csrc.gov.cn/ 
30 I need to be cautious about using analyst data from I/B/E/S in a Chinese study because I/B/E/S only 

includes analysts that reside outside of China and has no data on local analysts (Table 1 of Bae, Stulz, and 

Tan (2008)).  
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My initial sample begins with all the listed firms on SHSE and SZSE for the period from Jan 

1, 2004 to Dec 31, 2008. I choose 2004 to start because it was not until May 23, 2003 that the 

first QFII License in China was issued to UBS. Thus QFII ownership data starts from the second 

half-year of 2003, and I need one lagged QFII ownership data as a control variable. Following 

Durnev, Morck, Yeung, and Zarowin (2003) and Durnev, Morck, and Yeung (2004), I exclude 

firms that do not have a full half-year of uninterrupted weekly price data. This is to avoid 

problems with firms that have experienced initial public offerings (IPOs), delistings, or trading 

halts. IPOs and delisting are unusual information events, and I explore the information content of 

stocks under normal operating circumstances. Similarly, trading halts generally correspond to 

unusual events such as takeover bids, bankruptcy filings, or legal irregularities. Secondly the 

stocks must be common A-shares. I thus exclude all tradable B-shares. I exclude B-share stocks 

and focus on A-share stocks. A-shares are traded in Chinese RMB and exclusively available to 

Chinese citizens, domestic institutions and QFIIs, while B-shares, issued by a very limited 

number of firms, are open to foreign investors and denominated in U.S. dollars in SHEX and in 

H.K. dollars in SSEX. A-share and B-share markets were totally segmented until February 2001, 

since when Chinese residents have been allowed to invest in B shares using foreign currency. 

Compared with A-shares, B-share markets are small, illiquid, and very sensitive to the exchange 

rate and the changes in regulations. I also exclude firms that have been categorized as PT 

(Particular Transfer) stocks by the stock exchange for their poor profit performance.
31

 The poor 

profit performance makes PT stocks attract only a certain type of high risk-chasing investors. 

                                                   

31
A stock is categorized as Particular Transfer (PT) when it has three consecutive fiscal years’ negative 

profits. When this happens, a PT stock is no longer regularly traded on the exchange. They only can be 

traded on Friday, have a price increase limit of 5% and no price drop limit, and the bidding procedure of PT 

stocks is different from other stocks. In my reported results, I exclude all the PT stocks since these stocks 

are not regular listing stocks. I also test my results by excluding all the ST stocks and my results hold the 

same.  
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Moreover, PT stocks can be traded on Friday only. I follow the literature on the convention of 

excluding firms in the financial and regulated utilities industries based on the industry 

classification by CSRC. Finally, my sample requires a security to have data available to calculate 

control variables such as size, book-to-market ratio, leverage ratio, liquidity ratio, age, and 

turnover. In the end, my final sample comprises 11,855 firm-half-years.  

 

4.3.2 Measuring Firm-specific Stock Return Variation 

My central dependent variable is firm-specific stock return variation. I estimate firm-specific 

return volatility using a two-factor model as in Morck, Yeung, and Yu (2000), Durnev, Morck, 

Yeung, and Zarowin (2003), and Durnev, Morck, and Yeung (2004), which include both market 

and industry returns. I use weekly return rather than daily return to estimate firm-specific stock 

return variation. The disadvantage of using daily return is the concern of serial and cross-serial 

correlation in daily stock returns and also the thin-trading problems, especially in emerging 

markets (e.g., Morck, Yeung, and Yu (2000)). Using weekly return can overcome these problems. 

Moreover, I do not have the issue of a lack of degree of freedom in estimating firm-specific return 

volatility since I have 24 observations in each half-year when using weekly return. But for 

robustness check, I still provide the result using daily return data in a later section. Here, 

following Durnev, Morck, Yeung, and Zarowin (2003) and Durnev, Morck, and Yeung (2004), I 

use weekly Wednesday-to-Wednesday return data to estimate firm-specific stock return variation. 

For each firm-half-year, I regress 

, ,1 ,2 ,

MKT i IND i

i t i i t i t i tR R R       
                                                                                

(1) 
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using weekly return data; where 
,i tR  is the return of stock   in period  ; i  is the constant; MKT i

tR   

is the value weighted market return excluding stock   ; and IND i

tR   is the value weighted 

company   's industry return excluding stock i. The exclusion of stock   in both the market return 

and broad industry return is to prevent any spurious correlations.  

I compute the stock’s relative firm-specific return variation as the ratio of idiosyncratic 

volatility to total volatility, which is precisely     
  from equation (1). Given the undesirable 

bounded nature of     
 , I conduct my tests using a logistic transformation of     

  [0, 1] to

i  , as recommended by Durnev, Morck, Yeung, and Zarowin (2003) and Durnev, Morck, 

and Yeung (2004): 

)
1

ln(
2

2

i

i
i

R

R


                                                                                                                    

 (2) 

Thus, my dependent variable i  indicates the power of firm-specific return volatility 

relative to market and industry variation.  

 

4.3.3 Main Variables 

My main variables are local and foreign institutional ownership. I use local and foreign 

institutional ownership as a measure of private information to investigate whether the association 

of stock holding and trading and firm-specific return volatility is different across local and foreign 

institutional investors in the Chinese stock market. Specifically, I examine both the levels of and 

changes in local and foreign institutional ownership. I hypothesize that, in the whole market 

where foreign institutional investors have been documented to have an overall advantage over 

local institutional investors, foreign institutional ownership has a closer relationship with firm-
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specific return volatility than local institutional investors. When I further divide firms into SOEs 

and non-SOEs, the association of local and foreign institutional ownership and firm-specific 

return volatility should be different across the two groups of firms. In SOEs where local 

institutional ownership has an informational advantage relative to foreign institutional investors, 

local institutional ownership should be more closely related to firm-specific stock return 

variation; in non-SOEs where foreign institutional ownership has an informational advantage 

relative to local institutional investors, foreign institutional ownership should have a closer 

relationship with firm-specific stock return variation.  

 

4.3.4 Control Variables 

I use a variety of firm characteristics to explain the cross-section of firm-specific return 

variation, including size, book-to-market ratio, leverage, liquidity ratio, turnover, return on 

equity, analysts, age, and state ownership. Existing literature has documented that these variables 

are related to individual firm idiosyncratic volatility. Roll (1988), Morck, Yeung, and Yu (2000), 

Pastor and Veronesi (2003), Kelly (2007), and Fernandes and Ferreira (2008) document that large 

firm tends to have a low idiosyncratic volatility. Following Pastor and Veronesi (2003), Kelly 

(2007), and Fernandes and Ferreira (2008), I control for the book-to-market ratio. Following 

Durnev, Morck, and Yeung (2004), I include the leverage and liquidity ratios as the control 

variables. Firms with higher leverage have more volatile earnings and stock returns, hence greater 

firm-specific return variation. Myers and Majluf (1984) argue that firms retain cash cushions – 

liquidity reserved for getting through bad times. All else equal, firms with such reserves should 

be less adversely affected by negative shocks than otherwise comparable firms. Kelly (2007) and 

Fernandes and Ferreira (2008) include turnover as a control variable. Brennan and Cao (1997) 

and Coval and Moskowitz (1999) argue that higher turnover comes from uncertainty. In my case, 
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including turnover can also control for non-synchronous trading of illiquid stocks. I also follow 

Pastor and Veronesi (2003) and Fernandes and Ferreira (2008) to include return on equity to 

explain firm idiosyncratic volatility. Piotroski and Roulstone (2004), Chan and Hameed (2006), 

Kelly (2007), and Fernandes and Ferreira (2008) suggests that analyst coverage exerts a negative 

impact on firm-specific stock return variation. As Pastor and Veronesi (2003), Lee and Liu 

(2007), and Kelly (2007) argue that firm age affects equity price because uncertainty decreases as 

the firm matures, I include age of firm as a control variable. Morck, Strangeland, and Yeung 

(1998), Campbell, Lettau, Malkiel, and Xu (2001), and Irvine and Pontiff (2009) find a long-term 

rise in idiosyncratic variation in the U.S. stock returns. Li, Morck, Yang, and Yeung (2004) get 

the same evidence in emerging market. In addition, I include state ownership. State ownership is 

calculated as the number of state-owned shares divided by the total shares outstanding.
32

I include 

time dummies to control for these effects. Finally, I include industry dummies to control for 

industry-level fixed effects. Appendix A provides definitions and sources of all variables used in 

this paper. All accounting ratios have been matched to R-squared by their corresponding calendar 

time.  

4.3.5 Descriptive Statistics 

Table 4-1 presents the number of firm-half-year observations by time and industry in the 

study. I provide frequency distribution for the whole sample, the subsample of firms with local 

institutional ownership, the subsample of firms with foreign institutional ownership, and the 

subsample of firms without institutional ownership. My whole sample includes 11,855 firm-half-

years over the period between 2004 and 2008. About 77.01% (9,130 out of 11,855) of firm-half-

years have local institutional ownership and 9.30% (1,098 out of 11,855) have foreign  

                                                   

32There are two types of state-owned shares. One type is State Shares which are directly held by the central 

or local government, or by the associations or committees designated by the government. The other type is 

the State Legal Person Shares. They are the shares owned by other SOEs which have the legal person status. 

Ultimately, the State Legal Person Shares are also fully owned by the government. In my paper, State-

owned shares is the sum of State Shares and State Legal Person Shares. 
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Table 4-1 Number of Firm-Half-year Observations in the Sample 

The table provides number of firm-half-year observations by half-year and industry in the sample. The sample includes all A-share firms from Wind Financial 

Database for 2004-2008 with half-yearly data available to calculate R-squared, size, market-to-book ratio, return on equity, leverage ratio, liquidity ratio, age, 

and turnover. The sample excludes firms that do not have a full half-year of uninterrupted daily price data, firms in financial and utilities industries, firms that 

have been categorized as PT (Particular Transfer) by the listing stock exchange. 

Panel A: By Half-year 

Half-year All Firms Local-owned Foreign-owned Non-local-foreign-owned 

2004h1 1,049 933 18 116 

2004h2 1,102 993 30 109 

2005h1 1,122 1,012 74 109 

2005h2 1,144 1,021 107 108 

2006h1 1,150 1,014 164 134 

2006h2 1,161 1,035 169 138 

2007h1 1,202 744 166 446 

2007h2 1,245 775 138 460 

2008h1 1,315 796 129 510 

2008h2 1,365 807 103 553 

Total 11,855 9,130 1,098 2,683 
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Panel B: By Industry 

Industry All Firms Local-owned Foreign-owned Non-local-foreign-owned 

Mining 247 222 49 25 

Culture and Media 86 79 2 7 

Real Estate 820 581 54 234 

Building and Construction 256 195 26 59 

Transportation and Logistics 301 254 44 46 

Agriculture 242 170 17 72 

Commerce 813 644 64 167 

Service 410 324 53 86 

Information Technology 817 598 42 216 

Manufacturing 7,155 5,609 731 1,518 

Conglomerate 708 454 16 253 

Total 11,855 9,130 1,098 2,683 
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institutional ownership. Panel A shows the distribution of observations by time. The number of 

firms that have local institutional ownership and the number of firms that have foreign 

institutional ownership increase over time until 2006 and reach a peak at the end of 2006. Since 

2007, I have seen a slight decline in the numbers of firms invested in by local institutional 

investors and foreign institutional investors. Panel B provides the distributions of observation by 

industry. Comparing the industry distribution of all firms, firms invested in by local institutional 

investors, and firms invested in by foreign institutional investors, I find that local institutional 

investors have no preference for particular industries, whereas foreign institutional investors 

prefer the Mining and Manufacturing industries, and have an aversion to the Information 

Technology industry and Conglomerate firms in China. This finding in China is consistent with 

the finding of Kang and Stulz (1997) that the U.S. investors make greater investments in Japanese 

firms that are larger and have more export sales, characteristics that are likely to reduce 

information costs. The Mining and Manufacturing industries have more visible assets, while the 

cost of getting the valuable information of the Information Technology industry and 

Conglomerate firms are much higher as finance literature documents those two industries are 

often associated with more information asymmetry (e.g., Krishnaswami and Subramaniam (1999) 

and Core, Guay, and Buskirk (2003)). The industry of Culture and Media is a regulated industry 

in China and has strict restriction on foreign ownership; therefore, very few QFIIs invest in firms 

in the Culture and Media industry. 

Table 4-2 shows summary statistics of firm characteristic variables I use for the empirical 

analyses of the whole sample and subsamples. The mean of firm-specific return volatility and R-

squared of the whole sample is 0.131 and 0.485, respectively. This is consistent with prior 

research. Morck, Yeung, and Yu (2000) document China is ranked the second highest in the 

world with mean R-squared of 0.435 using 1995 biweekly data. Gul, Kim, and Qiu (2009) find  
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Table 4-2 Descriptive Statistics of Firm-Level Variables 

The table provides mean and median values of firm characteristics in the sample. The sample includes all A-share firms from Wind Financial Database for 2004-

2008 with half-yearly data available to calculate R-squared, size, market-to-book ratio, return on equity, leverage ratio, liquidity ratio, age, and turnover. The 

sample excludes firms that do not have a full half-year of uninterrupted daily price data, firms in financial and utilities industries, firms that have been 

categorized as PT (Particular Transfer) by the listing stock exchange. All other variables are described in Appendix A. The number of observations (N) denotes 

the number of firm-half-year observations. P-values are in parenthesis. 

 

 

All Firms 

(N=11855) 

Local-owned 

(N=9130) 

Foreign-owned 

(N=1098) 

Non-local- 

foreign-owned 

(N=2683) 

Test of Difference 

(p-value) 

Variables mean median mean median mean median mean median mean median 

R-squared  0.485 0.506 0.484 0.503 0.458 0.474 0.488 0.517 0.00 0.00 

Firm-specific Stock Return Variation 0.131 -0.022 0.126 -0.011 0.248 0.103 0.145 -0.070 0.00 0.00 

Institutional Ownership 0.202 0.004 0.262 0.029 0.413 0.231 0.000 0.000 0.00 0.00 

Local Institutional Ownership  0.199 0.003 0.258 0.027 0.375 0.194 0.000 0.000 0.00 0.00 

Foreign Institutional Ownership 0.004 0.000 0.004 0.000 0.038 0.020 0.000 0.000 0.00 0.00 

∆ Institutional Ownership 0.089 0.006 0.114 0.022 0.186 0.107 0.005 0.000 0.00 0.00 

∆Local Institutional Ownership 0.088 0.005 0.114 0.021 0.181 0.100 0.005 0.000 0.00 0.00 

∆Foreign Institutional Ownership 0.003 0.000 0.004 0.000 0.024 0.011 0.000 0.000 0.00 0.00 

Market Value ( in Billion RMB) 2.837 1.073 3.229 1.041 5.059 2.410 1.511 1.132 0.00 0.00 

Market-to-Book Ratio 4.740 2.715 3.604 2.610 5.230 3.626 8.546 3.155 0.00 0.00 

Return on Equity 0.000 0.000 0.000 0.000 0.001 0.001 0.000 0.000 0.00 0.00 
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Leverage Ratio 0.589 0.517 0.494 0.504 0.488 0.493 0.910 0.569 0.36 0.13 

Liquidity Ratio 1.570 1.209 1.632 1.242 1.501 1.210 1.361 1.077 0.02 0.14 

Age 0.017 0.013 0.016 0.013 0.018 0.013 0.020 0.016 0.05 0.65 

Turnover 0.377 0.000 0.484 0.000 1.099 0.000 0.018 0.000 0.00 0.00 

Number of Analysts 8.012 8.118 7.506 7.590 7.770 7.655 9.699 10.096 0.03 0.61 

State Ownership 0.230 0.000 0.257 0.000 0.151 0.000 0.140 0.000 0.00 0.00 
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the average R-squared is 0.454 for period 1996-2003 in China. Firms with foreign institutional 

ownership have higher firm-specific return variation than firms with local institutional ownership. 

The mean firm-specific return volatility is 0.126 for firms with local institutional ownership and 

0.248 for firms with foreign institutional ownership. The median firm-specific return volatility is 

-0.011 for firms with local institutional ownership and 0.103 for firms with foreign institutional 

ownership. Both of the differences are significant at 1% level. Firms without institutional 

ownership have firm-specific return volatility mean of 0.145 and median of -0.070.  

In all 11,855 firms, the mean local institutional ownership and foreign institutional 

ownership are 19.9% and 0.4% respectively. The mean (median) local institutional ownership of 

firms that have non-zero local institutional ownership is 25.8% (2.7%), and the mean (median) 

foreign institutional ownership is 0.38% (0.0%) of firms that have non-zero foreign institutional 

ownership. Of course, there are a number of differences between firms with local institutional 

ownership and firms with foreign institutional ownership that need to be controlled before 

concluding that local and foreign institutional ownership affects firm-specific stock return 

variation. Firms with foreign institutional ownership tend to be larger. The mean capitalization of 

firms with foreign institutional ownership in my sample is over RMB5.059 billion, while the 

mean market value of firms with local institutional ownership is only RMB3.229 billion. 

Meanwhile the median market capitalization of firms with foreign institutional ownership is also 

larger than the median market capitalization of firms with local institutional ownership (2.410 

versus 1.041). Mean and median test of firm characteristics suggest that firms with foreign 

institutional ownership have higher market-to-book ratio, higher return on equity, and higher 

turnover, while firms with local institutional ownership tend to retain more cash cushions, have 

higher state ownership, and are younger. 
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4.4 Firm-specific Return Volatility and Institutional Ownership 

4.4.1 Main Regression Tests 

I first examine the relation of the holdings of institutional ownership and firm-specific stock 

return variation. To control for factors besides ownership that are likely to be related to the cross-

section of firm-specific stock return variation, I estimate the following regression equations: 

    

                                     

                                                             

                                   

                                                           

                       

(3) 

where     is the logistic transformed relative firm-specific return volatility of firm i in half-year 

t.                               (                                   is the percentage 

owned by local (foreign) institutional investors, measured by the number of shares held by local 

(foreign) institutional investors divided by total shares outstanding.        is the natural log of 

price times shares outstanding of firm i at the beginning of half-year t.       is computed as net 

income divided by book value of equity.       is measured as the market value of equity divided 

by book value of equity of firm i in half-year t.           is measured as the ratio of the sum of 

short-term debt and long-term debt to total assets of firm i in half-year t.             is measured 

as the ratio of total current assets to total current liabilities of firm i in half-year t.       is 

measured as the number of days since firm i first listed divided by 365 at the beginning of half-

year t.            is the natural log of half-yearly mean of daily trading volumes divided by 
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shares outstanding of firm i in half-year t.            is the natural log of number of analysts 

reporting current year annual earnings estimates of firm i in half-year t plus 

one.                  is the ownership held by the government. Robust standard errors with 

clustering at the firm level are used. To control for industry-level fixed effects, I include industry 

dummies. Also, I include time fixed effects to account for cross-sectional dependence and time 

trend of idiosyncratic volatility. 

Table 4-3 reports the regression results. Column (1) presents my basic regression without the 

ownership variables. Column (2) reports estimates of the relation of total institutional ownership 

and firm-specific stock return variation. The coefficient on institutional ownership is 0.129 with a 

t-statistic of 4.47. This result suggests that firms with institutional ownership have significantly 

greater firm-specific stock return variation. The signs of the coefficients in Table 3 of other firm-

level determinants of firm-specific return volatility are largely consistent with previous literature. 

Larger firms have lower firm-specific stock return variation. Market-to-book ratio, return on 

equity, and leverage, increase firm-specific stock return variation.
33

 State ownership is negatively 

related to firm-specific stock return variation. Interestingly, older firms have significantly higher 

firm-specific return variation in Chinese market. Contrary to Chan and Hameed (2006), Piotroski 

and Roulstone (2004), and Kelly (2007) that analysts reduce firm-specific return variation by 

providing market-wide information, I find that the sign of analysts is significantly positively 

related to firm-specific stock return variation. Comparing columns (1) and (2), adding 

institutional ownership does not decrease the significance of other control variables. This 

suggests my institutional ownership variable is not catching other firm-level characteristics. 

  

                                                   

33 In contrast, in Table 3-4, the risk measure return volatility is negatively associated with future returns. 

The difference comes from the different risk measures in the two studies. The definition of return volatility 

in Table3-4 is the standard deviation of monthly returns over the past six months, following the literature on 

institutional investors. 
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Table 4-3 Firm-specific return volatility and the Level of Institutional Ownership 

The table presents the results of panel regression where the firm-specific return volatility is regressed on institutional ownership and a set of control variables. 

The sample includes all A-share firms from Wind Financial Database for 2004-2008 with half-yearly data available to calculate R-squared, size, market-to-book 

ratio, return on equity, leverage ratio, liquidity ratio, age, and turnover. The sample excludes firms that do not have a full half-year of uninterrupted daily price 

data, firms in financial and utilities industries, firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. All other variables are 

described in Appendix A. Time and industry dummies are included but not reported in the table. The robust t-statistics in parentheses are based on standard errors 

that are heteroskedasticity-consistent and allow clustering at the firm level. 

 

 

(1) (2) (3) (4) (5) 

Total Institutional Ownership 

 

0.129 

   

  

(4.47) 

   Local Institutional Ownership 

  

0.127 

 

0.128 

   

(4.45) 

 

(4.53) 

Foreign Institutional Ownership 

   

1.278 1.334 

    

(2.29) (2.35) 

Size -0.128 -0.153 -0.153 -0.132 -0.156 

 

(-7.28) (-8.52) (-8.49) (-7.47) (-8.74) 

Market-to-book Ratio 0.002 0.002 0.002 0.002 0.002 

 

(1.93) (1.88) (1.88) (1.92) (1.87) 

Return on Equity 35.889 31.641 31.742 35.399 31.207 

 

(3.52) (3.12) (3.13) (3.48) (3.08) 

Leverage Ratio 0.041 0.040 0.040 0.041 0.040 
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(6.58) (6.50) (6.50) (6.56) (6.48) 

Liquidity Ratio -0.002 -0.003 -0.003 -0.002 -0.003 

 

(-0.30) (-0.34) (-0.34) (-0.28) (-0.32) 

Turnover -0.438 -0.896 -0.885 -0.493 -0.945 

 

(-0.74) (-1.13) (-1.11) (-0.86) (-1.22) 

Number of Analysts 0.136 0.092 0.093 0.130 0.086 

 

(4.84) (3.15) (3.19) (4.76) (3.09) 

Age 0.011 0.013 0.013 0.011 0.013 

 

(3.59) (4.22) (4.21) (3.60) (4.23) 

State Ownership -0.164 -0.167 -0.166 -0.164 -0.166 

 

(-2.53) (-2.57) (-2.57) (-2.52) (-2.57) 

Constant 2.431 2.919 2.906 2.499 2.979 

 

(6.83) (8.04) (8.01) (7.01) (8.25) 

Observations 11,855 11,855 11,855 11,855 11,855 

Adjusted R-squared 0.241 0.245 0.245 0.242 0.246 
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To examine the relation between the levels of local and foreign institutional ownership and 

firm-specific stock return variation, I decompose total institutional ownership into local and 

foreign institutional ownership and re-estimate regression (3) separately using local and foreign 

institutional ownership as explanatory variables. The results are reported in columns (3) and (4) 

respectively. Column (3) shows that firm-specific return volatility is positively and significantly 

related to local institutional ownership, indicating that the current levels of local institutional 

ownership has a positive relation with firm-specific stock return variation. Local ownership 

variable has a coefficient of 0.127, and a t-statistics of 4.45. The coefficient on foreign 

institutional ownership is 1.278 with a t-statistics of 2.29. The magnitude of the coefficient of 

foreign ownership is as ten times large as that of local institutional ownership. This difference 

suggests that the level of foreign institutional ownership has a closer relation with firm-specific 

return volatility than the level of local institutional ownership. In column (5), I include both the 

levels of local and foreign institutional ownership to estimate their relation with firm-specific 

stock return variation. The results are consistent with columns (3) and (4) that local institutional 

ownership variable has a coefficient of 0.128, and a t-statistics of 4.53 and foreign institutional 

ownership has a coefficient of 1.334, and a t-statistics of 2.35. Furthermore, the test for the 

significance of the difference in the two coefficients on local and foreign institutional ownership 

suggests that the difference is significant at the 1% level. The results are also economically 

significant. An increase of 10 percent in local institutional ownership increases the logistic 

transformed relative firm-specific stock return variation,  , by 1.28 percentage points; an 

increase of 10 percent in local institutional ownership increases the logistic transformed relative 

firm-specific stock return variation, , by 13.34 percentage points. My results are comparable to 

the findings of other firm-level studies. For example, Fernandes and Ferreira (2008) find the 

cross-listing of a developed market firm increases   by 8.7 percentage points.  
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Therefore, my results indicate that both the levels of local institutional ownership and 

foreign institutional ownership increase firm-specific stock return variation, and foreign 

institutional ownership is related to greater firm-specific stock return variation. Kelly (2007) 

documents a negative effect of institutional ownership on firm-specific return volatility in the 

U.S. My results suggest both the holdings of local institutional ownership and foreign 

institutional ownership are positively correlated with firm-specific return volatility in China; 

moreover, foreign institutional investors have a closer relationship with firm-specific return 

volatility in the overall market.  

I further examine the association of informed trading of institutional investors and firm-

specific stock return variation. Prior research of Nofsinger and Sias (1999), Chakravarty (2001), 

and Sias, Starks, and Titman (2006) shows that institutional investors are better informed on 

average and that their information is incorporated into security prices when they trade. Therefore, 

I hypothesize that the trading of institutional ownership is positively related to firm-specific 

return volatility and the extent to which it affects firm-specific return volatility depends on their 

relative information advantage. The trading of institutional ownership is measured as the absolute 

institutional ownership changes from previous half-year divided by total shares outstanding. I 

repeat the regressions in Table 4-3 using the absolute changes in institutional ownership instead 

of the levels of institutional ownership as explanatory variables. The results are tabulated in Table 

4-4.  

Column (1) is the basic regression without including the main variables. Column (2) shows 

that the change in total institutional ownership is also positively and significantly related to firm-

specific stock return variations. In columns (3) and (4), when I decompose the change in total 

institutional ownership into the changes in local and foreign institutional ownership and re-

estimate Regression (3), the change in local institutional ownership variable has a coefficient of  
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Table 4-4 Firm-specific return volatility and the Changes in Institutional Ownership 

The table presents the results of panel regression where the firm-specific return volatility is regressed on institutional ownership and a set of control variables. 

The sample includes all A-share firms from Wind Financial Database for 2004-2008 with half-yearly data available to calculate R-squared, size, market-to-book 

ratio, return on equity, leverage ratio, liquidity ratio, age, and turnover. The sample excludes firms that do not have a full half-year of uninterrupted daily price 

data, firms in financial and utilities industries, firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. All other variables are 

described in Appendix A. Time and industry dummies are included but not reported in the table. The robust t-statistics in parentheses are based on standard errors 

that are heteroskedasticity-consistent and allow clustering at the firm level. 

 

  (1) (2) (3) (4) (5) 

∆ Institutional Ownership 

 

0.252 

   
 

 

(5.75) 

   ∆Local Institutional Ownership 

  

0.255 

 

0.251 

 
  

(5.81) 

 

(5.82) 

∆Foreign Institutional Ownership 

   

1.871 1.739 

    

(2.83) (2.59) 

Size -0.128 -0.151 -0.151 -0.137 -0.155 

 

(-7.28) (-8.34) (-8.35) (-7.60) (-8.52) 

Market-to-book Ratio 0.002 0.002 0.002 0.002 0.002 

 

(1.93) (1.87) (1.87) (1.89) (1.87) 

Return on Equity 35.889 33.173 33.154 34.924 32.700 

 

(3.52) (3.26) (3.26) (3.43) (3.21) 

Leverage Ratio 0.041 0.040 0.040 0.040 0.040 
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(6.58) (6.50) (6.50) (6.55) (6.49) 

Liquidity Ratio -0.002 -0.006 -0.006 -0.005 -0.005 

 

(-0.30) (-0.61) (-0.61) (-0.59) (-0.59) 

Turnover -0.438 -0.677 -0.678 -0.611 -0.869 

 

(-0.74) (-1.02) (-1.02) (-1.05) (-1.39) 

Number of Analysts 0.136 0.123 0.122 0.138 0.115 

 

(4.84) (4.32) (4.30) (5.01) (4.19) 

Age 0.011 0.015 0.015 0.013 0.015 

 

(3.59) (4.67) (4.67) (4.07) (4.71) 

State Ownership -0.164 -0.150 -0.149 -0.154 -0.150 

 

(-2.53) (-2.28) (-2.27) (-2.36) (-2.29) 

Constant 2.431 2.830 2.832 2.612 2.917 

 

(6.83) (7.43) (7.43) (6.83) (7.63) 

Observations 11,855 11,500 11,500 11,500 11,500 

Adjusted R-squared 0.241 0.248 0.248 0.246 0.249 
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0.255, and a t-statistics of 5.81. The coefficient on the change of foreign institutional ownership is 

1.871 with a t-statistics of 2.83. These findings are also economically significant. An increase of 

ten percent on the change in local institutional ownership increases the logistic transformed 

relative firm-specific stock return variation, , by 2.55 percentage points. In comparison, an 

increase of ten percent on the change in foreign institutional ownership increases the logistic 

transformed relative firm-specific stock return variation, , by 18.71 percentage points. Column 

(5) reports the results of estimates when I include both the changes in local institutional 

ownership and foreign institutional ownership. The coefficients on the changes in local and 

foreign institutional ownership remain significantly positive. Similar to the holdings of 

institutional ownership, the magnitude of the coefficient on the trading of foreign institutional 

ownership is much larger than that of local institutional ownership (1.739 versus 0.251). The 

difference in the two coefficients on local and foreign institutional ownership is significant at the 

1% level. Results in Table 4-4 are consistent with my conjecture that foreign institutional 

investors possess an informational advantage and more information is impounded into stock 

prices through their trading in the Chinese stock market overall.  

My analysis of Table 4-3 and Table 4-4 suggests institutional ownership is positively related 

to firm-specific return volatility and more-informed foreign institutional investors more closely 

relates to firm-specific return volatility than less-informed foreign institutional investors does 

overall. My results seem to support Morck, Yeung, and Yu (2000)’s argument that greater firm-

specific return volatility is an indicator of higher information efficiency. 
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4.4.2 Firm-specific Return Volatility and Institutional Ownership across SOEs and Non-

SOEs 

In this section I examine whether the relation of local and foreign institutional ownership 

with firm-specific stock return varies across SOEs and non-SOEs. Prior literature has shown that 

state ownership is associated with higher information asymmetry due to lower governance 

transparency and poorer financial transparency; thus, investing in firms with state ownership 

requires more local knowledge and experience. In the earlier paper I find that state ownership has 

a dramatic asymmetric effect on local and foreign institutional investors. Local institutional 

investors have an informational advantage in SOEs, while foreign institutional investors have an 

informational advantage in non-SOEs. If firm-specific return volatility proxies for price 

informativenesss, I should expect that local institutional ownership has a closer relationship with 

firm-specific return volatility in SOEs, while foreign institutional ownership is more associated 

with firm-specific return volatility in non-SOEs. Following the paper on the informational 

advantages of local and foreign institutional investors, I define a firm to be an SOE if its state 

ownership is greater than 50%, and a firm to be a non-SOE if it has no state ownership. I expect 

that, in SOEs, local institutional ownership should be more closely related to firm-specific stock 

return, and in non-SOEs, it should be foreign institutional ownership that is more closely related 

to firm-specific stock return. 

Table 4-5 shows how the relation of local and foreign institutional ownership and firm-

specific return volatility varies with state ownership. Columns (1) and (2) compare the association 

of the levels of local and foreign institutional ownership and firm-specific return volatility 

between SOEs and non-SOEs. In SOEs, the coefficient on the level of local institutional 

ownership is 0.539 with a t-statistic of 3.60 and the coefficient on the level of foreign institutional 

ownership is 1.455 with a t-statistic of only 1.20. By contrast, in non-SOEs, the coefficient on the 

level of local institutional ownership is 0.129 with a t-statistic of 4.70 and the coefficient on the 
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Table 4-5 Relation of Institutional Ownership and Firm-Specific Return Variation by State Ownership 

The table presents the results of panel regression where the firm-specific return volatility is regressed on institutional ownership and a set of control variables 

using other measures of firm-specific return volatility and weekly return. Stocks are divided into SOEs and non-SOEs by state ownership. The sample includes 

all A-share firms from Wind Financial Database for 2004-2008 with half-yearly data available to calculate R-squared, size, market-to-book ratio, return on 

equity, leverage ratio, liquidity ratio, age, and turnover. The sample excludes firms that do not have a full half-year of uninterrupted daily price data, firms in 

financial and utilities industries, firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. All other variables are described in 

Appendix A. Time and industry dummies are included but not reported in the table.  The robust t-statistics in parentheses are based on standard errors that are 

heteroskedasticity-consistent and allow clustering at the firm level. 

 

 (1) (2) (3) (4) 

 SOEs Non-SOEs SOEs Non-SOEs 

Local Institutional Ownership 0.539 0.129   

 

(3.60) (4.70)   

Foreign Institutional Ownership 1.455 1.208   

 (1.20) (1.76)   

∆Local Institutional Ownership   0.597 0.268 

 
  (2.05) (5.98) 

∆Foreign Institutional Ownership   1.092 1.661 

   (0.54) (2.06) 

Size -0.041 -0.211 -0.002 -0.213 

 

(-1.16) (-9.56) (-0.06) (-9.52) 

Market-to-book Ratio 0.011 0.002 0.013 0.002 
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(1.63) (1.35) (1.78) (1.33) 

Return on Equity -7.869 19.090 -3.735 22.970 

 

(-0.47) (1.21) (-0.22) (1.44) 

Leverage Ratio 0.033 0.110 0.035 0.103 

 

(7.80) (2.33) (7.95) (2.27) 

Liquidity Ratio -0.025 -0.001 -0.020 -0.008 

 

(-1.73) (-0.06) (-1.27) (-0.95) 

Turnover 5.012 -1.156 5.129 -1.126 

 

(2.62) (-1.20) (2.40) (-1.34) 

Number of Analysts 0.117 0.077 0.154 0.111 

 

(1.74) (2.45) (2.27) (3.54) 

Age 0.018 0.009 0.011 0.014 

 

(2.66) (2.30) (1.53) (3.38) 

State Ownership 0.208 0.000 0.121 0.000 

 

(0.73) (.) (0.41) (.) 

Constant -0.458 4.355 -1.219 4.282 

 

(-0.53) (7.36) (-1.34) (7.34) 

Observations 3,259 6,519 3,139 6,290 

Adjusted R-squared 0.196 0.333 0.191 0.338 
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level of foreign institutional ownership is 1.208 with a t-statistic of 1.76. Consistent with my 

conjecture, local institutional holdings have a significant positive relationship with firm-specific 

stock return in SOEs while foreign institutional holdings do not; whereas, in non-SOEs,  foreign 

institutional holdings have a more significant and positive relationship with firm-specific stock 

return than local institutional holdings. I find similar results using institutional trading and results 

are tabulated in Columns (3) and (4). The results reported in Table 4-5 provide evidence that the 

relation between local and foreign institutional ownership and firm-specific return volatility 

varies with state ownership. 

The explanation to why local institutional investors have an informational advantage over 

foreign institutional investors in SOEs is that state ownership is related to more government 

intervention, poorer corporate governance, and lower financial transparency. Therefore in the 

SOEs that have relatively better governance and financial transparency compared to the average 

SOEs, the information advantage of local institutional investors may be less evident. In the earlier 

paper, using board independence as a proxy for corporate governance (e.g., Durnev and Kim 

(2005), , Dahya, Dimitrov, and McConnell (2008), and Aggarwal, Erel, Stulz, and Williamson 

(2010)), and Big 4 auditors as the proxy for financial transparency (e.g., Fan and Wong (2004), 

Choi and Wong (2007), and Gul, Kim, and Qiu (2009)),  I find that the informational advantage 

of local institutional investors is less significant in SOEs with high board independence or Big 4 

auditors. 

If firm-specific return volatility proxies for price informativeness, I would expect that, in the 

SOEs that have with better governance and financial transparency, because local investors have 

less private information, the relation between local institutional ownership and firm-specific 

return volatility should be less evident compare to other SOEs. I first examine if better corporate 

governance of SOEs is related to less significant relation with local institutional ownership. The 
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proxy for corporate governance I use is also board independence measured by the ratio of the 

number of independent directors to the total number of directors.  

The results for the two groups of SOEs divided by board independence are tabulated in 

Columns (1)-(4) of Table 6. Local institutional ownership is still strongly related to firm-specific 

return volatility in SOEs with minimum board independence. However, in SOEs with high board 

independence, the relation between local institutional ownership and firm-specific return 

volatility is not significant. Specifically, the economic and statistical significance of the 

coefficient on local institutional ownership is much lower compared to SOEs with only minimum 

board independence. I find similar results using trading of institutional investors. As for foreign 

institutional ownership, it is not significantly associated with firm-specific return volatility 

regardless the level of board independence.  

I next analyze if higher financial transparency of SOEs relates to less significant impact of 

local institutional ownership. Following the earlier paper, my proxy for financial transparency is 

Big 4 auditors. Columns (5)-(6) of Table 4-6 present the results. I find neither the holding nor the 

trading of local institutional ownership is significantly related to firm-specific stock return 

variation, which is consistent with my earlier findings that Big 4 auditors decrease the 

information advantage of local institutional investors in SOEs. On the other hand, foreign 

institutional investors have no impact on firm-specific return volatility in the two groups of SOEs.  

Overall, Tables 3 through 6 present consistent evidence that the relation between the 

holdings and trading of institutional ownership and firm-specific return volatility follows the 

same pattern as the relation between institutional ownership and private information. More 

specifically, in the whole market, the association of foreign institutional investors and firm-

specific return volatility is greater than that of local institutional investors. Moreover, the relation 

between local and foreign institutional ownership and to firm-specific return volatility varies  
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Table 4-6 Relation of Institutional Ownership and Firm-Specific Return Variation of SOEs by Big-4 Auditors and Board Independence 

The table presents the results of panel regression where the firm-specific return volatility is regressed on institutional ownership and a set of control variables 

using other measures of firm-specific return volatility and weekly return. SOEs are divided into groups by Big-4 auditors and board independence. The sample 

includes all A-share firms from Wind Financial Database for 2004-2008 with half-yearly data available to calculate R-squared, size, market-to-book ratio, return 

on equity, leverage ratio, liquidity ratio, age, and turnover. The sample excludes firms that do not have a full half-year of uninterrupted daily price data, firms in 

financial and utilities industries, firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. All other variables are described in 

Appendix A. Time and industry dummies are included but not reported in the table.  The robust t-statistics in parentheses are based on standard errors that are 

heteroskedasticity-consistent and allow clustering at the firm level. 

 

 (1) (2) (3) (4) (5) (6) (7) (8) 

 

SOEs by Independent Directors SOEs by Big4 Auditors  SOEs by Big4  

 

High Low High Low Big4 Non-big4 Big4 Non-big4 

Local Institutional Ownership 0.203 0.780   0.263 0.491 

  

 

(1.49) (4.13)   (0.95) (2.56) 

  Foreign Institutional Ownership 1.488 1.581   2.785 1.848 

   (1.03) (0.94)   (1.27) (1.46) 

  ∆Local Institutional Ownership   0.248 0.848 

  

0.016 0.648 

 
  (0.77) (2.17) 

  

(0.05) (2.29) 

∆Foreign Institutional Ownership   1.804 0.391 

  

3.467 1.776 

   (0.43) (0.21) 

  

(0.93) (0.85) 

Size -0.024 -0.005 -0.001 0.040 0.235 -0.059 0.037 -0.191 

 

(-0.39) (-0.13) (-0.02) (0.97) (1.81) (-1.59) (0.26) (-4.93) 
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Market-to-book Ratio 0.005 0.020 0.005 0.023 0.029 0.009 0.052 0.018 

 

(0.58) (2.61) (0.63) (2.75) (0.55) (1.45) (1.22) (2.50) 

Return on Equity 4.850 -14.013 6.058 -7.444 -60.011 -10.504 47.483 -43.295 

 

(0.20) (-0.79) (0.25) (-0.42) (-0.39) (-0.64) (0.44) (-1.76) 

Leverage Ratio 0.029 0.236 0.030 0.251 1.015 0.031 0.625 0.043 

 

(8.44) (3.73) (8.49) (3.84) (1.30) (7.57) (0.74) (10.11) 

Liquidity Ratio -0.068 -0.001 -0.081 0.010 0.261 -0.028 0.170 -0.035 

 

(-2.83) (-0.04) (-2.68) (0.62) (2.98) (-1.94) (1.51) (-2.70) 

Turnover 0.517 8.652 0.576 8.407 7.142 6.617 -0.312 3.016 

 

(0.21) (3.64) (0.21) (3.12) (2.01) (3.08) (-0.11) (1.25) 

Number of Analysts 0.047 0.107 0.048 0.163 -0.072 0.234 -0.004 0.216 

 

(0.41) (1.52) (0.41) (2.24) (-0.52) (2.70) (-0.04) (2.71) 

Age 0.015 0.020 0.009 0.012 -0.013 0.020 0.000 0.019 

 

(1.25) (2.61) (0.75) (1.53) (-0.48) (2.82) (0.00) (2.62) 

State Ownership 0.180 0.157 0.180 0.055 -1.362 0.202 -1.383 -0.070 

 

(0.38) (0.47) (0.38) (0.16) (-1.16) (0.68) (-1.35) (-0.24) 

Constant 0.441 -1.642 0.198 -2.427 -4.426 -0.064 -0.442 3.564 

 

(0.30) (-1.55) (0.14) (-2.33) (-1.48) (-0.07) (-0.14) (3.60) 

Observations 1,094 2,215 1,050 2,139 222 3,087 221 2,968 

Adjusted R-squared 0.210 0.224 0.213 0.212 0.437 0.197 0.581 0.259 
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across SOEs and non-SOEs. Local institutional ownership has a greater correlation with firm-

specific return volatility in SOEs, while foreign institutional ownership is more closely related to 

firm-specific return volatility in non-SOEs. My results support that firm-specific return volatility 

is a measure of price informativeness. 

4.4.3 Robustness Tests 

My primary regression tests have considered time and industry fixed effects, controlled for 

heteroskedasticity in standard errors, and allowed for clustering at the firm-level. In this section I 

implement robustness tests using different econometric methodologies, alternative measures of 

price informativeness computed from market model and daily stock return.  

Table 4-7 presents the results using different econometric methodologies. Time series and 

cross-sectional dependence is a potential concern with my panel regression results. An alternative 

solution to my previous adjustment for these effects is the Fama and MacBeth (1973) procedure, 

which estimates a separate regression for each cross-section in each half-year and then takes the 

time series mean of the coefficients. Standard errors are adjusted for heteroskedasticity and serial 

correlation (one-period). The result in column (1) confirms my primary findings. The Fama and 

MacBeth (1973) procedure is inefficient, however, when the dependent variable suffers from an 

errors-in-variables problem. To address this concern, I present in column (2) alternative 

precision-weighted time-series averages of the coefficients of the cross-sectional regressions. 

This procedure weights the coefficients by their standard errors when averaging across the cross-

sectional regressions estimates and is basically a weighted least-squares (WLS) methodology. 

Standard errors are heteroskedasticity and serial-correlation-corrected. These estimates confirm 

my primary findings of a significant positive relation between institutional ownership and firm-

specific return variation, and a closer relation of foreign institutional ownership than local 

institutional ownership with firm-specific return variation. The coefficient on local institutional 
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ownership is 0.133 with a t-statistic of 7.22, and the foreign institutional ownership coefficient is 

1.320 with a t-statistic of 2.68. Another way to get serial-autocorrelation-corrected error in panel 

data is Newey-West test. Specifically, I force the errors of a single firm to be correlated in 4 half-

years. The result of Newey-West test is presented in column (4). Column (3) of Table 4-7 

presents estimates using panel regression with firm random effects. Again, I find a significant 

positive relation between local and foreign institutional ownership and firm-specific stock return 

variation, and foreign institutional ownership is more closely related to firm-specific return 

volatility than local institutional ownership is. Columns (5)-(8) provide the robustness tests on the 

changes in local and foreign institutional. My primary results still hold. In sum, Table 4-7 shows 

my results are robust to alternative econometric methodologies. 

My results thus far use firm-specific return volatility estimated using a two-factor (market 

and industry index return) model and weekly returns. One concern is the measurement of firm-

specific return variation. I perform several robustness checks with respect to the model of returns 

used to estimate the firm-specific return volatility and different return frequency.  

My alternative measurement of firm-specific return volatility is using one factor (market 

index return) model of equation (4) following Ferreira and Laux (2007). 

, , ,1 , ,( )MKT i

i t f t i i t f t i tR R R R      
                                                              

(4) 

In equation (4), the dependent variable of , ,i t f tR R  is the excess return for stock i, i  is the 

constant, and ,

MKT i

t f tR R   is the value-weighted excess market index return excluding stock i. 

With R-squared from one factor model of equation (4), I use equation (2) to get the corresponding 

logistic transformed relative firm-specific stock return variation, .  
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Table 4-7 Robustness of Relation of Firm-specific Return Volatility and Institutional Ownership 

The table presents the results of panel regression where the firm-specific return volatility is regressed on institutional ownership and a set of control variables 

using different econometric methodologies. The sample includes all A-share firms from Wind Financial Database for 2004-2008 with half-yearly data available 

to calculate R-squared, size, market-to-book ratio, return on equity, leverage ratio, liquidity ratio, age, and turnover. The sample excludes firms that do not have a 

full half-year of uninterrupted daily price data, firms in financial and utilities industries, firms that have been categorized as PT (Particular Transfer) by the listing 

stock exchange. All other variables are described in Appendix A. Time and industry dummies are included but not reported in the table. The robust t-statistics in 

parentheses are based on standard errors that are heteroskedasticity-consistent and allow clustering at the firm level. 

 

 

(1) (2) (3) (4) (5) (6) (7) (8) 

 

Fama  

MacBeth WLS 

Random  

Effect 

Newey- 

West 

Fama  

MacBeth WLS 

Random  

Effect 

Newey- 

West 

Local Institutional Ownership 0.485 0.133 0.114 0.128  

   

 

(4.63) (7.22) (6.80) (4.94)  

   Foreign Institutional Ownership 1.427 1.320 1.032 1.334  

    (3.04) (2.68) (2.22) (2.48)  

   ∆Local Institutional Ownership  

   

0.550 0.238 0.205 0.251 

 
 

   

(3.52) (6.10) (5.71) (5.81) 

∆Foreign Institutional Ownership  

   

1.532 1.731 1.625 1.739 

  

   

(1.69) (3.04) (3.06) (2.73) 

Size -0.245 -0.158 -0.173 -0.156 -0.119 -0.153 -0.290 -0.155 

 

(-3.90) (-11.41) (-12.93) (-9.63) (-1.82) (-11.09) (-22.08) (-9.55) 

Market-to-book Ratio 0.009 0.002 0.002 0.002 0.008 0.002 0.002 0.002 
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(3.66) (1.90) (5.83) (1.88) (2.57) (1.91) (8.00) (1.87) 

Return on Equity -11.519 30.983 41.083 31.207 18.427 32.995 27.072 32.700 

 

(-0.87) (3.37) (5.32) (3.29) (1.18) (3.57) (4.00) (3.43) 

Leverage Ratio 0.139 0.040 0.039 0.040 0.095 0.040 0.057 0.040 

 

(3.03) (8.00) (8.02) (6.27) (2.60) (8.08) (13.12) (6.28) 

Liquidity Ratio -0.005 -0.003 -0.005 -0.003 -0.002 -0.005 -0.016 -0.005 

 

(-1.04) (-0.48) (-0.88) (-0.38) (-0.33) (-0.95) (-2.73) (-0.73) 

Turnover 0.870 -0.953 -1.051 -0.945 3.747 -0.870 -2.355 -0.869 

 

(0.52) (-1.93) (-2.49) (-1.37) (1.80) (-2.09) (-5.79) (-1.56) 

Number of Analysts 0.070 0.085 0.054 0.086 0.161 0.116 0.083 0.115 

 

(1.59) (3.72) (2.11) (3.27) (3.21) (5.11) (3.47) (4.46) 

Age 0.020 0.013 0.012 0.013 0.011 0.015 0.024 0.015 

 

(3.44) (5.25) (3.99) (4.57) (2.00) (5.83) (6.99) (5.10) 

State Ownership 0.161 -0.167 -0.284 -0.166 0.064 -0.150 -0.300 -0.150 

 

(0.68) (-3.06) (-5.59) (-2.72) (0.28) (-2.73) (-6.48) (-2.43) 

Constant 5.128 2.565 4.474 2.979 2.266 2.517 5.729 2.917 

 

(3.76) (8.06) (14.91) (.) (1.56) (7.84) (18.46) (.) 

Observations 11,855 11,855 11,855 11,855 11,500 11,500 11,500 11,500 

R-squared 0.188 

   

0.129 

   Adjusted R-squared  0.244 

  

 0.247 
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Column (1) of Table 4-8 presents the regression of using firm-specific return volatility estimated 

from one factor model of equation (4). The coefficient of local institutional ownership is 

significantly positive at the 1% level and the coefficient of foreign institutional ownership is 

significantly positive at the 5% level. Consistent with my prior results, the relation of foreign 

institutional ownership and firm-specific return variation is closer than that of local institutional 

ownership (1.180 versus 0.178).  

My basic regression uses weekly return data to estimate firm-specific stock return variation. 

Although daily stock returns have the concern of serial and cross-serial correlation, especially in 

emerging markets, the advantage of using daily return is that I have more observations to estimate 

R-squared and thus achieve higher accuracy. Therefore, I still conduct a robustness check using 

daily returns. Column (2) uses firm-specific return variation estimated from daily returns instead 

of weekly returns. Local institutional ownership has a coefficient of 0.150 with a t-statistic of 

5.35, and foreign institutional ownership has a coefficient of 1.420 with a t-statistic of 3.28.Both 

coefficients are greater in magnitude compared with those using weekly returns. This difference 

may be attributable to non-comparability of R-squared between weekly returns and daily returns. 

Roll (1988) find that the average adjusted R-squared over all periods are markedly less for daily 

regressions (0.13), than for weekly (0.20) or monthly (0.25) in the United States. I find a similar 

pattern in China that the average R-squared over my sample period for daily returns is 0.429, less 

than R-squared for weekly returns of 0.485. As a consequence, firm-specific return volatility 

estimated using weekly returns is smaller in magnitude compared with daily returns. Column (2) 

demonstrates that after improving the accuracy of R-squared at the expense of serial and cross-

serial correlation in daily stock returns, foreign institutional ownership still has a closer 

relationship with firm-specific return volatility than local institutional ownership. 
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Table 4-8 Other Measures of Firm-specific return volatility and Daily Return 

The table presents the results of panel regression where the firm-specific return volatility is regressed on institutional ownership and a set of control variables 

using other measures of firm-specific stock return variation, daily return, and controlling for zero-volume days and time trend. The sample includes all A-share 

firms from Wind Financial Database for 2004-2008 with half-yearly data available to calculate R-squared, size, market-to-book ratio, return on equity, leverage 

ratio, liquidity ratio, age, and turnover. The sample excludes firms that do not have a full half-year of uninterrupted daily price data, firms in financial and 

utilities industries, firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. All other variables are described in Appendix A. 

Time and industry dummies are included but not reported in the table. The robust t-statistics in parentheses are based on standard errors that are 

heteroskedasticity-consistent and allow clustering at the firm level. 

 

 

(1) (2) (3) (4) (5) (6) (7) (8) 

 

One-Factor  

Model 

Daily  

Return 

Zero-

Volume-

Days 

Time  

Trend 

One-Factor 

Model 

Daily  

Return 

Zero-

Volume-

Days Time Trend 

Local Institutional Ownership 0.178 0.150 0.127 0.128 

    

 

(4.43) (5.35) (4.81) (4.53) 

    Foreign Institutional Ownership 1.180 1.420 0.950 1.334 

     (1.91) (3.28) (2.76) (2.35) 

    ∆Local Institutional Ownership 

    

0.331 0.255 0.199 0.251 

 
    

(5.89) (6.53) (6.41) (5.82) 

∆Foreign Institutional Ownership 

    

1.803 2.065 1.086 1.739 

 

    

(2.35) (3.62) (2.43) (2.59) 

Size -0.165 -0.259 -0.143 -0.156 -0.159 -0.255 -0.137 -0.155 
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(-7.31) (-12.93) (-8.94) (-8.74) (-6.94) (-12.58) (-8.44) (-8.52) 

Market-to-book Ratio 0.003 0.002 0.001 0.002 0.003 0.002 0.001 0.002 

 

(2.29) (4.24) (3.59) (1.87) (2.29) (4.23) (3.59) (1.87) 

Return on Equity 41.163 5.823 2.958 31.207 43.342 7.763 5.177 32.700 

 

(3.23) (0.51) (0.33) (3.08) (3.38) (0.67) (0.57) (3.21) 

Leverage Ratio 0.043 0.061 0.031 0.040 0.043 0.061 0.031 0.040 

 

(7.83) (6.22) (3.21) (6.48) (7.90) (6.21) (3.20) (6.49) 

Liquidity Ratio -0.005 -0.008 -0.008 -0.003 -0.007 -0.009 -0.010 -0.005 

 

(-0.61) (-0.96) (-1.57) (-0.32) (-0.84) (-1.01) (-1.74) (-0.59) 

Turnover -1.431 -2.132 -0.027 -0.945 -1.337 -2.153 0.221 -0.869 

 

(-1.63) (-1.91) (-0.07) (-1.22) (-1.88) (-2.08) (0.53) (-1.39) 

Number of Analysts 0.116 0.085 0.047 0.086 0.154 0.117 0.079 0.115 

 

(3.42) (2.98) (1.96) (3.09) (4.82) (4.06) (3.19) (4.19) 

Age 0.016 0.021 0.012 0.013 0.019 0.022 0.013 0.015 

 

(4.32) (6.31) (4.19) (4.23) (4.77) (6.08) (4.17) (4.71) 

State Ownership -0.251 -0.089 0.030 -0.166 -0.223 -0.076 0.037 -0.150 

 

(-3.07) (-1.38) (0.56) (-2.57) (-2.69) (-1.15) (0.67) (-2.29) 

Zero-volume-days 

  

4.728 

   

4.739 

 

   

(42.94) 

   

(42.49) 

 Time Trend 

   

-0.051 

   

-0.051 

    

(-8.57) 

   

(-8.32) 

Constant 3.519 5.594 3.002 7.368 3.263 5.464 2.890 7.236 

 

(7.73) (13.70) (9.38) (13.14) (7.07) (12.68) (8.17) (12.48) 

Observations 11,855 11,855 11,855 11,855 11,500 11,500 11,500 11,500 

Adjusted R-squared 0.227 0.320 0.556 0.244 0.228 0.315 0.554 0.247 



 

124 

 

In column (3) I control for the thin-trading problem. Some illiquid stocks may have no 

trading for one or more days. To correct this bias, I control for the number of zero trading volume 

days. Variable of zero-volume-days is calculated as the number of days that Wind Financial 

Database reports a zero trading volume in a half-year divided the total number of trading days in 

that period Column (3) reports the result after controlling for the number of zero trading volume 

days. The association of institutional ownership and firm-specific return volatility remains 

statistically and economically significant.  

To rule out the possibility that my findings are due to the trends in the data, I replace the 

time fixed effects with a time trend variable in column (4). Adding the time trend does not 

decrease the statistical and economical significance of institutional ownership variables. The 

coefficient of time trend is negatively significant with a coefficient of -0.051 and t-statistics of -

8.57, suggesting firm-specific return volatility decreases over time. The decreasing in 

idiosyncratic volatility I find in Chinese stock market is in contrast with the pattern of an 

increasing return volatility in the United States documented by Campbell, Lettau, Malkiel, and 

Xu (2001). This may be attributable to the market booms in Chinese market in recent years, when 

stock prices are more likely to move together.  Columns (5)-(8) in Table 4-7 present the results 

using changes in local and foreign institutional ownership. The coefficients on the changes in 

local and foreign institutional ownership remain significantly positive at the 5% level at least. 

Consistent with my findings in the previous sections, the magnitude of the coefficient on the 

change in foreign institutional ownership is much larger than that of local institutional ownership 

in all four models.  

In sum, my primary findings are robust to alternative econometric methodologies, different 

firm-specific return volatility measures, using daily frequency of returns, and including more 

controls. 



 

125 

 

4.4.4 Endogeneity 

In previous sections, I have documented a positive relation between institutional ownership 

and firm-specific return variation, and this relation is particularly strong among foreign 

institutional investors. My results are robust to alternative econometric methodologies, different 

firm-specific return volatility measure, using daily frequency of returns, and including more 

controls. However, I still need to be cautious about the interpretation of my results. Firms with 

higher firm-specific return variation could be more likely to be invested by institutional investors, 

which could introduce a selection bias in my estimate of the relation between institutional 

ownership and firm-specific return variation. The error in my regressions is, therefore, likely to 

be correlated with institutional ownership variables. I next attempt to account for this selection 

bias.  

I consider three-stage least squares to deal with this concern. I estimate a system of 

simultaneous equations that includes one equation for each of the three endogenous variables, 

firm-specific stock return variation, local institutional ownership, and foreign institutional 

ownership. The equation of firm-specific return volatility is in the same form of Regression (3). 

In the equations of local and foreign institutional ownership, besides firm-specific stock return 

variation, I include a variety of firm characteristics to explain institutional ownership, including 

size, market-to-book ratio, turnover, return volatility, dividend yield, age, price, and cumulative 

market-adjusted past returns of            and             (e.g., Gompers and Metrick (2001), 

Baik, Kang, and Kim (2009), Yan and Zhang (2009)). Size, market-to-book ratio, and turnover 

have been defined in the previous section. Return volatility is defined as the standard deviation of 

monthly returns over the past six months. Dividend yield is calculated as cash dividend divided 

by stock price. Price is share price from Wind Financial Database.         is the preceding six-

month cumulative market-adjusted return and              is the penultimate six-month 

cumulative market-adjusted return.  
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Column (1) of Table 4-9 presents the results of 3SLS estimation on the holdings of institutional 

ownership. The results after I account for endogeneity confirm my findings in the primary 

analysis that the holdings of local and foreign institutional ownership are significantly related to 

firm-specific return variation. More importantly, the relation of foreign institutional ownership 

with firm-specific return variation is much greater than that of local institutional ownership. 

Columns (2) and (3) show that local and foreign investors tend to invest in stocks with higher 

firm-specific stock return variation. Column (4) reports the results on the trading of institutional 

ownership. Similarly, the relation between the trading of local or foreign institutional ownership 

and firm-specific return variation is positively significant, whereas the trading of foreign 

institutional ownership is more strongly related to firm-specific return variation.  

This correction for selection bias suggests that the relation I found between local and foreign 

institutional ownership and firm-specific return variation is robust to endogeneity concerns. 

 

4.5 Conclusions 

This paper is motivated by an ongoing debate over whether idiosyncratic return volatility is a 

measure of price informativeness. Building on the findings in my earlier paper which examines 

the informational advantages of local and foreign institutional investors in the Chinese stock 

market and using institutional ownership as a proxy for private information, I investigate the 

relation between firm-specific return volatility and price informativeness. My sample includes a 

comprehensive dataset of over 11,800 firm-half-years in Chinese stock market for the period of 

2004 through 2008. I find, in the whole market where foreign institutional investors have been 

documented to have an overall advantage over local institutional investors, although both the 

holdings and trading of local and foreign institutional ownership are positively associated with 

firm-specific stock return variation, the relation of foreign institutional ownership with firm- 
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Table 4-9 Firm-specific return volatility and Institutional Ownership: Correcting Endogeneity 

The sample includes all A-share firms from Wind Financial Database for 2004-2008 with half-yearly data available to calculate R-squared, size, market-to-book 

ratio, return on equity, leverage ratio, liquidity ratio, age, and turnover. The sample excludes firms that do not have a full half-year of uninterrupted daily price 

data, firms in financial and utilities industries, firms that have been categorized as PT (Particular Transfer) by the listing stock exchange. All other variables are 

described in Appendix A. Columns (1)–(3) report three-stage least squares results for firm-specific stock return variation, and local and foreign institutional 

holdings. Columns (4)–(6) report three-stage least squares results for firm-specific stock return variation, and local and foreign institutional trading. Dividend 

yield is cash dividend divided by share price. Stock Price is the share price.          is the preceding 6-month cumulative market-adjusted return and 

            is the penultimate 6-month cumulative market-adjusted return. Time and industry dummies are included but not reported in the table. The robust t-

statistics in parentheses are based on standard errors that are heteroskedasticity-consistent and allow clustering at the firm level. 

 

 

(1) (2) (3) (4) (5) (6) 

 

Firm-specific  

Stock Return  

Variation 

Local  

institutional 

ownership 

Foreign  

institutional 

ownership 

Firm-specific  

Stock Return  

Variation 

∆Local 

Institutional 

Ownership 

∆Foreign 

Institutional 

Ownership 

Firm-specific Stock Return 

 

0.984 0.016 

 

0.303 0.014 

Variation 

 

(8.82) (6.49) 

 

(7.94) (6.74) 

Local Institutional  2.321 

     Ownership (10.96) 

     Foreign Institutional  34.264 

     Ownership (3.97) 

     ∆Local Institutional  

   

7.348 
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Ownership 

   

(7.18) 

  ∆Foreign Institutional  

   

36.007 

  Ownership 

   

(2.39) 

  Size -0.746 0.522 0.007 -0.784 0.166 0.006 

 

(-19.87) (12.83) (8.00) (-14.28) (11.95) (8.40) 

Market-to-book Ratio 0.001 -0.001 -0.000 0.001 -0.000 -0.000 

 

(1.64) (-3.16) (-2.22) (2.15) (-3.16) (-3.01) 

Return on Equity -36.611 

  

-35.091 

  

 

(-3.49) 

  

(-2.77) 

  Leverage Ratio -0.017 

  

-0.017 

  

 

(-2.44) 

  

(-2.20) 

  Liquidity Ratio -0.000 

  

0.010 

  

 

(-0.00) 

  

(1.41) 

  Turnover -8.636 3.676 0.067 -13.144 1.413 0.133 

 

(-9.07) (7.76) (6.30) (-7.23) (8.71) (15.29) 

Number of Analysts -0.543 

  

-0.492 

  

 

(-6.30) 

  

(-4.51) 

  Age 0.054 -0.034 -0.000 0.071 -0.013 -0.000 

 

(9.33) (-9.58) (-4.00) (8.17) (-10.36) (-4.72) 

State Ownership -0.499 0.427 0.006 -0.324 0.104 0.006 

 

(-7.04) (7.27) (4.32) (-3.93) (5.19) (5.15) 

Return Volatility 

 

0.546 0.000 

 

0.149 -0.000 

  

(4.47) (0.05) 

 

(3.62) (-0.10) 
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Dividend Yield 

 

-3.327 0.066 

 

-0.982 0.023 

  

(-4.08) (3.39) 

 

(-3.54) (1.42) 

Price 

 

-0.014 -0.000 

 

-0.004 -0.000 

  

(-4.09) (-4.50) 

 

(-3.82) (-2.95) 

          

 

-0.151 -0.004 

 

-0.041 -0.004 

  

(-3.97) (-4.63) 

 

(-2.78) (-5.36) 

             

 

-0.228 -0.003 

 

-0.063 -0.004 

  

(-4.55) (-2.37) 

 

(-3.71) (-4.13) 

Constant 15.037 -10.682 -0.150 15.528 -3.342 -0.130 

 

(20.13) (-12.57) (-7.84) (14.79) (-11.55) (-8.34) 

Observations 11,330 11,330 11,330 11,330 11,330 11,330 

Adjusted R-squared -1.528 -2.050 -0.524 -2.406 -1.186 -0.583 
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specific return volatility is stronger than that of local institutional ownership. When I divide firms 

into SOEs and non-SOEs, the relation between local and foreign institutional ownership and firm-

specific return volatility is dramatically different across the two groups of firms. In SOEs where 

local institutional ownership has an informational advantage relative to foreign institutional 

investors, local institutional ownership has a significantly stronger relationship with firm-specific 

stock return variation; in non-SOEs where foreign institutional ownership has an informational 

advantage relative to local institutional investors, foreign institutional ownership is more 

significantly closely associated with firm-specific stock return variation. Also, I find that in the 

SOEs with high board independence and Big 4 auditors, the relation of local institutional 

ownership and firm-specific return volatility is insignificant, which is consistent with the results 

that local institutional investors’ informational advantages are less evident in these SOEs. My 

findings, therefore, support the idea that firm-specific return volatility measures private 

information impounded into stock prices. 

The association between local and foreign institutional ownership and firm-specific return 

volatility is robust in several ways. I confirm my results using alternative econometric 

methodologies. I also complement my primary findings using other measures of firm-specific 

return variation and weekly frequency of return. An alternative interpretation of my results is that 

institutional investors are more likely to invest in firms with greater firm-specific return variation, 

and thus cause the self-selection bias. I find similar results after I control for the self-selection 

bias using 3SLS. 

My primary contribution is that I provide international evidence to the ongoing debate over 

whether firm-specific return volatility proxies the price efficiency in stock returns. Unlike 

previous literature, I identify a direct and robust relation between firm-specific return volatility 

and private information. My results also have policy implications for financial market regulators 
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in emerging markets. Emerging markets have been documented to have relatively low firm-

specific return variation, and thus low price informativeness. My study suggests that policies 

intended to encourage institutional investment can improve the information environment of the 

stock market.   
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Chapter 5 

Conclusions 

Asymmetric information has crucial implications for a wide range of fields in finance, such 

as corporate finance, investments, financial development, and financial crises etc. It influences 

various market participants including investors (local and foreign), firms, and governments. The 

information asymmetry problem is especially severe in emerging markets. My dissertation 

attempts to address a few information-related questions that interest both academicians and 

practitioners.  

The first study tries to add some new evidence to the on-going debate of whether local or 

foreign investors are better informed. I offer a new perspective to the issue by examining two 

market segments within one country but separated by the relevance of local knowledge measured 

by state ownership. Prior literature has documented that state ownership is associated with higher 

information asymmetry due to lower governance transparency and poorer financial transparency; 

thus, investing in firms with state ownership requires more local knowledge and experience. I 

find that state ownership has a dramatic asymmetric effect on local and foreign institutional 

investors in China’s stock market. Local (foreign) institutional investors have an informational 

advantage in SOEs (non-SOEs). Moreover, the informational advantage of local institutional 

investors is less evident in SOEs with high board independence and better audit quality.  

Building on these results, the second study further uses local and foreign institutional 

ownership as a measure of private information and examines whether firm-specific return 

volatility proxies for price informativeness. If firm-specific return volatility is a measure of 
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private information incorporated into stock prices, the more private information the institutional 

investors have, the stronger the correlation between the institutional ownership and firm-specific 

return volatility we should observe. Consistent with the findings on the private information of 

local and foreign investors, foreign institutional ownership should have a closer relationship with 

firm-specific return volatility than local institutional investors in the whole market. Moreover, 

when we decompose the whole market using state ownership, local (foreign) institutional 

ownership should be more closely related to firm-specific return volatility in SOEs (non-SOEs). 

The results support the notion that firm-specific return volatility measures the rate of private 

information impounded into stock prices. 

My research makes contributions both to academics and to industry in many ways. 

Academically, my findings reconcile the two opposing views on local and foreign investors in the 

literature and suggest that the informational advantages of local and foreign investors vary with 

the relevance of local knowledge. Examining only the whole market in past research masks 

important variation in the relative advantages of local and foreign investors in market segments 

within a country. My study also suggests that taking into account firm-level characteristics, 

especially corporate governance measures, can enhance our understanding of the behavior of 

institutional investors. Additionally I provide some of the first evidence to show that local 

political institutions can create barriers for international investors. Finally, my research confirms 

the merit of firm-specific return volatility as a measure of price informativeness.  

My findings have profound implications for investors, firms, and governments. For foreign 

investors, in order to achieve superior investment performance, they have to combine their 

investment expertise with a good understanding of local markets. This is particularly important 

when investing in firms with high information asymmetry. The lesson for local firms, especially 
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for those in emerging markets, is that the attractiveness of a firm’s stocks to foreign investors is 

closely associated with its information environment. Efforts to reduce information asymmetry can 

lead to an increase in foreign ownership, which may in turn reduce the cost of capital and enhance 

firm value. Implication for governments is likewise evident: creating a fair information 

environment for investors is one of the foremost issues for governments that endeavor to improve 

the efficiency of capital markets through market liberalization. Besides emphasizing the 

importance of a fair information environment, my research also suggests solutions to alleviate the 

information asymmetry problem via better corporate governance both at the firm level and at the 

country level. 

My research provides new insights into research on the information environment of equity 

market, but still many research questions remain unanswered and call for future research. For 

example, through what mechanisms do local investors obtain an informational advantage in 

SOEs? Is it networking or something else? The answer to this question will help foreign investors 

gain knowledge about local markets. I look forward to examining these issues in future research. 

 

 

 



 

135 

 

Bibliography 

 

Aggarwal, Reena, Isil Erel, Rene Stulz, and Rohan Williamson, 2010, Differences in governance 

practices between u.S. And foreign firms: Measurement, causes, and consequences, Rev. 
Financ. Stud. 23, 3131-3169. 

 

Bae, Kee-Hong, René M. Stulz, and Hongping Tan, 2008, Do local analysts know more? A cross-
country study of the performance of local analysts and foreign analysts, Journal of 

Financial Economics 88, 581-606. 

 
Baik, Bok, Jun-Koo Kang, and Jin-Mo Kim, 2009, Local institutional investors, information 

asymmetries, and equity returns, Journal of Financial Economics, Forthcoming. 

 

Ball, Ray, Ashok Robin, and Joanna Shuang Wu, 2003, Incentives versus standards: Properties of 
accounting income in four east asian countries, Journal of Accounting and Economics 36, 

235-270. 

 
Batjargal, Bat, 2007, Network triads: Transitivity, referral and venture capital decisions in china 

and russia, Journal of International Business Studies 38, 998-1012. 

 

Batjargal, Bat, and Mannie Liu, 2004, Entrepreneurs' access to private equity in china: The role of 
social capital, Organization Science 15, 159-172. 

 

Bhagat, Sanjai, and Bernard S. Black, 2002, The non-correlation between board independence 
and long-term firm performance, Journal of Corporation Law 27, 231-274. 

 

Bhagat, Sanjai, and Brian Bolton, 2008, Corporate governance and firm performance, Journal of 
Corporate Finance 14, 257-273. 

 

Brennan, Michael J., and H. Henry Cao, 1997, International portfolio investment flows, Journal 

of Finance 52, 1851-1880. 
 

Bris, Arturo, William N. Goetzmann, and Ning Zhu, 2004, Efficiency and the bear: Short sales 

and markets around the world, Working paper. 
 

Bruton, Garry D., and David Ahlstrom, 2003, An institutional view of china's venture capital 

industry: Explaining the differences between china and the west, Journal of Business 
Venturing 18, 233-259. 

 

Bushee, Brian J., and Theodore H. Goodman, 2007, Which institutional investors trade based on 

private information about earnings and returns?, Journal of Accounting Research 45, 
289-321. 

 



 

136 

 

Bushman, Robert M., Joseph D. Piotroski, and Abbie J. Smith, 2004, What determines corporate 

transparency?, Journal of Accounting Research 42, 207-252. 
 

Campbell, John Y., Martin Lettau, Burton Malkiel, and Yexiao Xu, 2001, Have individual stocks 

become more volatile? An empirical exploration of idiosyncratic risk, The Journal of 

Finance 56, 1-43. 
 

Campbell, John Y., Martin Lettau, Burton Malkiel, and Yexiao Xu, 2001, Have individual stocks 

become more volatile? An empirical exploration of idiosyncratic risk, Journal of Finance 
56, 1-43. 

 

Chakravarty, Sugato, 2001, Stealth-trading: Which traders' trades move stock prices?, Journal of 

Financial Economics 61, 289-307. 
 

Chan, Kalok, and Allaudeen Hameed, 2006, Stock price synchronicity and analyst coverage in 

emerging markets, Journal of Financial Economics 80, 115-147. 
 

Chan, Kalok, Albert J. Menkveld, and Zhishu Yang, 2007, The informativeness of domestic and 

foreign investors' stock trades: Evidence from the perfectly segmented chinese market, 
Journal of Financial Markets 10, 391-415. 

 

Chan, Kalok, Albert J. Menkveld, and Zhishu Yang, 2008, Information asymmetry and asset 

prices: Evidence from the china foreign share discount, The Journal of Finance 63, 159-
196. 

 

Chaney, Paul K., Mara Faccio, and David C. Parsley, 2008, The quality of accounting 
information in politically connected firms, AFA 2010 Atlanta Meetings Paper  

 

Chang, Eric C., and Sonia M. L. Wong, 2004, Political control and performance in china's listed 
firms, Journal of Comparative Economics 32, 617-636. 

 

Chen, Hsiu-Lang, Narasimhan Jegadeesh, and Russ Wermers, 2000, The value of active mutual 

fund management: An examination of the stockholdings and trades of fund managers, 
The Journal of Financial and Quantitative Analysis 35, 343-368. 

 

Chen, Qi, Itay Goldstein, and Wei Jiang, 2007, Price informativeness and investment sensitivity 
to stock price, Rev. Financ. Stud. 20, 619-650. 

 

Choe, Hyuk, Bong-Chan Kho, and Rene M. Stulz, 1999, Do foreign investors destabilize stock 

markets? The korean experience in 1997, Journal of Financial Economics 54, 227-264. 
 

Choi, Jong, and Tak Jun Wong, 2007, Auditors' governance functions and legal environments: An 

international investigation, Contemporary Accounting Research 24, 13-46. 
 

Cohen, Lauren, Andrea Frazzini, and Christopher Malloy, 2008, The small world of investing: 

Board connections and mutual fund returns, Journal of Political Economy 116, 951-979. 



 

137 

 

 

Cooper, Michael J., Huseyin Gulen, and P. Raghavendra Rau, 2005, Changing names with style: 
Mutual fund name changes and their effects on fund flows, Journal of Finance 60, 2825-

2858. 

 

Core, John E., Wayne R. Guay, and Andrew Van Buskirk, 2003, Market valuations in the new 
economy: An investigation of what has changed, Journal of Accounting and Economics 

34, 43-67. 

 
Coval, Joshua D., and Tobias J. Moskowitz, 1999, Home bias at home: Local equity preference in 

domestic portfolios, Journal of Finance 54, 2045-2073. 

 

Dahya, Jay, Orlin Dimitrov, and John J. McConnell, 2008, Dominant shareholders, corporate 
boards, and corporate value: A cross-country analysis, Journal of Financial Economics 

87, 73-100. 

 
Daniel, Kent, Mark Grinblatt, Sheridan Titman, and Russ Wermers, 1997, Measuring mutual fund 

performance with characteristic-based benchmarks, The Journal of Finance 52, 1035-

1058. 
 

Deng, Jianping, Jie Gan, and Jia He, 2006, Privatization, large shareholders' incentive to 

expropriate, and firm performance, AFA 2008 New Orleans Meetings Paper  

 
Durnev, Art, and E. Han Kim, 2005, To steal or not to steal: Firm attributes, legal environment, 

and valuation, The Journal of Finance 60, 1461-1493. 

 
Durnev, Art, Randall Morck, and Bernard Yeung, 2004, Value-enhancing capital budgeting and 

firm-specific stock return variation, Journal of Finance 59, 65-105. 

 
Durnev, Artyom, Randall Morck, Bernard Yeung, and Paul Zarowin, 2003, Does greater firm-

specific return variation mean more or less informed stock pricing?, Journal of 

Accounting Research 41, 797-836. 

 
Dvorak, Toma, 2005, Do domestic investors have an information advantage? Evidence from 

indonesia, Journal of Finance 60, 817-839. 

 
Faccio, Mara, 2006, Politically connected firms, American Economic Review 96, 369-386. 

 

Fama, Eugene F., 1980, Agency problems and the theory of the firm, The Journal of Political 

Economy 88, 288-307. 
 

Fama, Eugene F., and Michael C. Jensen, 1983, Separation of ownership and control, The Journal 

of Law and Economics 26, 301. 
 

Fama, Eugene F., and James D. MacBeth, 1973, Risk, return, and equilibrium: Empirical tests, 

Journal of Political Economy 81, 607. 



 

138 

 

 

Fan, Joseph P. H., and T. J. Wong, 2002, Corporate ownership structure and the informativeness 
of accounting earnings in east asia, Journal of Accounting and Economics 33, 401-425. 

 

Fan, Joseph P. H., T. J. Wong, and Tianyu Zhang, 2007, Politically connected ceos, corporate 

governance, and post-ipo performance of china's newly partially privatized firms, Journal 
of Financial Economics 84, 330-357. 

 

Fan, P. H. Joseph, and T. J. Wong, 2004, Do external auditors perform a corporate governance 
role in emerging markets? Evidence from east asia, Journal of Accounting Research 43, 

35-72. 

 

Fernandes, Nuno, and Miguel A. Ferreira, 2008, Does international cross-listing improve the 
information environment, Journal of Financial Economics 88, 216-244. 

 

Fernandes, Nuno, and Miguel A. Ferreira, 2009, Insider trading laws and stock price 
informativeness, Review of Financial Studies 22, 1845-1887. 

 

Ferreira, Miguel A., Daniel Ferreira, and Clara C. Raposo, 2008, Board structure and price 
informativeness, SSRN eLibrary. 

 

Ferreira, Miguel A., and Paul A. Laux, 2007, Corporate governance, idiosyncratic risk, and 

information flow, The Journal of Finance 62, 951-989. 
 

French, Kenneth R., and Richard Roll, 1986, Stock return variances : The arrival of information 

and the reaction of traders, Journal of Financial Economics 17, 5-26. 
 

Froot, Kenneth A., Paul G. J. O'Connell, and Mark S. Seasholes, 2001, The portfolio flows of 

international investors, Journal of Financial Economics 59, 151-193. 
 

Froot, Kenneth A., and Tarun Ramadorai, 2008, Institutional portfolio flows and international 

investments, Review of Financial Studies 21, 937-971. 

 
Gompers, Paul A., and Andrew Metrick, 2001, Institutional investors and equity prices, Quarterly 

Journal of Economics 116, 229-259. 

 
Grinblatt, Mark, and Matti Keloharju, 2000, The investment behavior and performance of various 

investor types: A study of finland's unique data set, Journal of Financial Economics 55, 

43-67. 

 
Guedhami, Omrane, Jeffrey A. Pittman, and Walid Saffar, 2009, Auditor choice in privatized 

firms: Empirical evidence on the role of state and foreign owners, Journal of Accounting 

and Economics 48, 151-171. 
 



 

139 

 

Gul, Ferdinand A., Jeong-Bon  Kim, V, and Aini Qiu, 2009, Ownership concentration, foreign 

shareholding, audit quality, and stock price synchronicity: Evidence from china, Journal 
of Financial Economics (JFE), Forthcoming. 

 

Hau, Harald, 2001, Location matters: An examination of trading profits, Journal of Finance 56, 

1959-1983. 
 

Hong, Harrison, Jeffrey D. Kubik, and Jeremy C. Stein, 2004, Social interaction and stock-market 

participation, Journal of Finance 59, 137-163. 
 

Hong, Harrison, Jeffrey D. Kubik, and Jeremy C. Stein, 2005, Thy neighbor's portfolio: Word-of-

mouth effects in the holdings and trades of money managers, Journal of Finance 60, 

2801-2824. 
 

Huang, Roger D., and Cheng-Yi Shiu, 2009, Local effects of foreign ownership in an emerging 

financial market: Evidence from qualified foreign institutional investors in taiwan, 
Financial Management 38, 567-602. 

 

Irvine, Paul J., and Jeffrey Pontiff, 2009, Idiosyncratic return volatility, cash flows, and product 
market competition, Review of Financial Studies 22, 1149-1177. 

 

Ivkovic, Zoran, and Scott Weisbenner, 2005, Local does as local is: Information content of the 

geography of individual investors' common stock investments, Journal of Finance 60, 
267-306. 

 

Jin, Li, and Stewart C. Myers, 2006, R2 around the world: New theory and new tests, Journal of 
Financial Economics 79, 257-292. 

 

Johnson, Simon, Rafael La Porta, Florencio  Lopez-de-Silanes, and Andrei  Shleifer, 2000, 
Tunneling, American Economic Review 90, 22-27. 

 

Johnson, Simon, and Todd Mitton, 2003, Cronyism and capital controls: Evidence from malaysia, 

Journal of Financial Economics 67, 351-382. 
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 Appendix A: Descriptions of Variables 

Variables Descriptions 

 
Panel A: Idiosyncratic Volatility Variables 

Firm-specific Return Variation Semi-annually logistic transformed relative idiosyncratic volatility 

estimated from two factor (market and industry index return) model 

(regression (1)) 

 

R-squared R-squared defined as R-squared of two factor (market and industry 

index return) model (regression (1)) 

 

Firm-specific return volatility  

-Market Model 

Semi-annually logistic transformed relative idiosyncratic volatility 

estimated from one factor (market index return) model (regression 

(3)) 

 
Panel B:  Ownership-related Variables 

 Institutional Ownership Institutional Ownership is computed as the number of shares held by 

institutional investors divided by total shares outstanding. The 

number of shares held by institutional investors is the sum of the 

number of shares held by local institutional investors and qualified 

foreign institutional investors.  

 

Local Institutional Ownership  Local Institutional Ownership is computed as the number of shares 

held by local institutional investors divided by total shares 

outstanding.  

 

Foreign Institutional Ownership Foreign Institutional Ownership is computed as the number of shares 

held by qualified foreign institutional investors divided by total 

shares outstanding.  

 

∆ Institutional Ownership Absolute Change of Institutional Ownership is computed as the 

absolute change of number of shares held by institutional investors 

divided by total shares outstanding.  

 

∆ Local Institutional Ownership Absolute Change of Local Institutional Ownership is computed as 

absolute the change of the number of shares held by local 
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institutional investors divided by total shares outstanding.  

 

∆ Foreign Institutional Ownership Absolute Change of Foreign Institutional Ownership is computed as 

the absolute change of the number of shares held by qualified foreign 

institutional investors divided by total shares outstanding.  

 

 
Panel C: Control Variables 

Market Capitalization Market Capitalization is defined as price times shares outstanding at 

the beginning of each half-year 

 

Size  Size if the natural log of market capitalization 

 

Market-to-book Ratio Market-to-book Ratio is defined as the ratio of book value of equity 

to Market Capitalization 

 

Return on Equity Return on Equity is defined as net income divided by book value of 

equity 

 

Leverage Ratio Leverage Ratio is defined as the ratio of long-term debt to total 

assets  

 

Liquidity Ratio Liquidity Ratio is defined as the ratio of total current assets to total 

current liabilities  

 

Age Age of firm is defined as the number of days of the firm listed on 

exchanges divided by 365 

 

Number of Analysts Number of Analysts is defined as the number of analysts reporting 

annual earnings estimates in current half-year. Firms without any 

I/B/E/S coverage are assigned a value of zero. When analysts enter 

the regression, I use the natural log of one plus the number of 

analysts. 

 

Turnover Turnover is defined as the half-yearly average of daily number of 
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shares traded divided by shares outstanding. 

 

State Ownership State Ownership is the ratio of number of shares held by the 

government to total shares outstanding.  

 

  Zero-volume-days Zero-volume-days is defined as the number of days that Wind 

Financial Database daily data reports a zero trading volume in a 

given half-year divided the total number of trading days in that half-

year 

 

Return Volatility Return Volatility is defined as the standard deviation of monthly 

returns over the pastsix months. 

 

Price Price is share price from Wind Financial Database. 

 

Dividend Yield Dividend Yield is calculated as cash dividend divided by stock price. 

 

                   is the preceding six-month cumulative market-adjusted 

return 

 

                          is the penultimate six-month cumulative market-

adjusted return 

    

 

 


