1

20066 H FsE HF2H
f 55l % it 5 v} % o =

China Accounting and Finance Review

Volume 8, Number 2, June 2006

hEESEEASRRBERIERR

BE? s B R

BE

A EE AT 1998-2003 FRIZHEIE NS - KIESH T ARE
BN TEZEEBANERRFOER - TRER > EER T2 ERSK
ERAEFEEZNENE > FERSESERERFEAFABENFNKERESE
THEANFRREERAEEZNEN - ZXHBT Aggarwal eral (2005) Ry B
TR - BT EREERTEEIHETET AR EILF A T E 8
FRERIFF AL MBI ER ISR -

#44  EEFEA - FREF - 2UHEERE - BRERF

—5|F

gL > MEFFEHRENHBREEFRRFREFNERNTIALIZRS
BEARXH - “HHEANBESZHRAEZAETERIT - BIALANSTHER
S ER AT AL R R R R IFREER - 2L ARRIEE S
SHAMEHEAESEREATNMENRARNENEN - BEIREXLEEERRN
EAZEN A XEAEM o X LICH L Aggarwal er 2.(2005) AR
EHSIANER » Aggarwal EARB T AT MESERE (BUER) 5@xM

VAR EEM AR REL (Ref. #CUHK4437/04H)  » FATEB UL R
HMERRKESEHE - BEREER - X3RN ES - B> FERH
(FESUSMERE) HREBEZFRANERZNLFRENHETE - Bi%
Tgtiw < b BEE AR -

: EE L BIEEIR  WSAKEBEER - BRI : 515063 TRIUEKKFERE
243 5 ; BEREHIE 1 07542902383 13342736990 ° E-mail © gaoleifinance@163.
com °

3o BERA - WK KER ¥ © E-mail * g_shhe@sru.edu.cn °

¢ BRRE > B4 BIEEIR - WK KRERF ° E-mail  shuxiyin@126.com ©



2 =mE fbE BRE

ERERAGENE (ENER) NEEXREEEFTXNTS EOFRRFH
F0 o AP R ERAM Bt T ARRENHNRENNEREFRR
ad:bA il

RUE Aggarwal B ARET ATBNE (£HEERE) 58 R0 HER
B (BAERY) BmEEVWEREOFRRFOIESR - BERMANATTRE
WARTEEENATRE - Fit > EREFKOHETETREARNBA
B S EEMEN AR E FRRFOZmEREILE XN -

ARIIEZE Aggarwal er 2. (2005) WITFR - RE TS EERBESHRE
(RIS A BRI H X B E E & R R AR - R4 S0ERT Aggarwal %
AWMBFRBTTHRE  RETEF2HGUXNELFRRENZN - AXHHR
SRR RE IEF TR E SRR R B AR KR > BN KE
M A RAEBE R T M RBEECR L - BIRAI > BEH T AR ERS K
EREEGEERNEZENG - FERESERERFELABEI AN KEE
ENFRFFELEEZN -

T NEERSEIL SN

(=) EE2AEENSIHRBEENERREY

WD > AREZELNBEEHIANEREIARRERRRFHNER
FE o Useem eral(1993) XIEE 40 MHFEEEM 40 MRALHEMAEL
o BRSNS HIY > EFNERSLREMMNETRERKNGXES
#ZH %  Russell Reynolds Associates (1998) X{ZE AR FH X EM L FA
HRBHETTRAE  FEMEELROT - (1) IIHEREEHRTRIERE
NToXEEFLNFEE - ) IMEREUNGRZEBHEENARES
SHITHERTME > TERERZXTERLHANGEE - 3) IIMBEEFRX
EEF2MMAE - AW RREATWERSH CEO (SEMEE) BE
EFRAREN - (4) REIBASVMWEREINN CEO MESE 2 T/ AVERAL
BT BB EMNESS TR EB TN CEOLEMEE TEREE -
UM E R RS HFEW DR > NI AL EER T ACEER
HME ) IMBEREXHESEFRIEREFENERM T < Coombes and
Wartson (2000) #ts > McKinsey MR TE MBS 200 FRNEGEEE
MAZERAREF2MNBELEHNENARRETSEENER - LRNESE
SHRESHNEFIMTRHE  EF2EARSEEINRES  SMFEERFE
ERBIY . SARRELETENMEER  EEFAARANEREN : &
FREAI R 2B ; HEZHEXAIFEYLS o Chiu and Monin
(2003) KAEFA=ZHE e LHEEN EHARREIEMGE LA



FEESEBAFREFEIERA 3

HARMIIEEMLLE - CECOMBRAMHBTERINLEE - BEER > EFaM
B NEEHERBSHAEEFNTLEARIBERERNXENE
E - RERLAEBETHY—HNEL  BRAFFENEPHEZT2ME
A AL B PR A0 R IR R 4 9 22 I AT B RYSTIER S - A SUXEIRANE
WU FEIX T EATERZ o
R AE RS UTE T AT E RO REE RIRENS - T KE
MARRERNAENRAECHAZREH ARG - XBTAN > FEFTERY
HERBEFELEZR AHFERKERAATHER - HHEHRE—*F
S AR REENIT AR TENEHINAN - MAKE > BT
Z xR/ R E R S ERIFIAMRY RN EEE T AN ARIR
5 o ALK EFENEEERFRATRSHFIMEERENITANES
Foo B> REMIMERETEAETESHI2E TR > BB
“HEEET MEFN CEEXK” o RE 2000 FRENSARERN “EE
BEEHHEBRENONE X—FSHEEFHRERZSEEANET KENN
SENITH (CFHMZEEF - 2000) - B SERNOFEY > FESRKEA
RFAM  RHESEEENER - MERT » RRITARBEDKEN - 71
FEARNEZZRNTRSH T FIMIEBERETHNNEEER - HHER
MAEERETEATRERTRNABAEX AR
FKEEHARMBIRGERER > RERIAR —RBEK”  AEREFR
—BRBKT  SEHEZLREWLEKRBAEMES c ML AKREEST2EE
BATBERMIERT » EFANAEFERT R MBI VLA EFH B9 Fe B 4 5K

ENZEEE - HF&E > HEMEIE (2005) AFA 2000-2003 FHE
M A BB X — BT TER AT - TR ESN LG AES
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EARMMEZHEN THRAZHRARKELFA THEISAMESH AL —
A o

—EFEFTEERE TEEANHRNIEEREFRRFOZMW - FRET
TH—EHNER - BPLEERE AL RFERESERANREERMLT KM
1A EFE E AR EE —=Z ° Cready (1994) WHEEZ S&P500
A RAT ME RE RN M EF— 55 - HERIEERHAERNS&P500
AR ARIRE THHE T E EESAKTAEE o Falkenstein (1996) A ETH
FEWHRMUMIRE X EHEZENHERERGEGEIARNEE - RUEE
HEBELFITFFELAEEK - FHTERAELELZHRE ° Coval and Moskowirz
(1999) N HLIEEE B AT ME NG B AN MBEENEEIRE - MATNNRREE
5Rmz A hIBEESE  FEANREEMRE - i1 AAEZEXEAELR
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4 “look ahead bias” o AT R RAXWATE - BFEWIRIE > A
BN EEIELE R Z AR S EURHITEUE T ? Falkenstein (1996)
and Eakins ez 2/ (1998) 8 AR B #UR #47 =B 047 » T Dahlquist and
Robertsson (2001) FIRRA TXWEMA & - RITOENRBXWHTIE - &
BERHNEEEEHEERENABERRTREEEERA BMERFGE - 55t
HANN AT EHTHRESFTERANLE LAWE GOVZEIFEREMMEX
P (A%FE 4) > MAEREET 076 > BRI ENSAIMAREER - A
T 388 S A B iy T S 2R 4 W] AR o



12 mE b BRNE

(M0) ZhiEH#ER

RO RMATENHEERTEHE - EE- > EE&FRNOLFEEF
40.9% > XIHABE NN AN T KERFELE—IREL LT - JMB
EEMHEITIEN0.127 - BEREEAT (87.4%) REBTHEENFITENL
B “HR” FIrA LA IR (5.9%) » XIEHFELERSHATEETR
EREMAEF I - KEARXN LT AR RSN G HHAER BT~ 3% o

HEBETHATMNG2%  XERRBERPLEAMNARZINFETHE™E
I RERPEENARE -

3’2 REAVHERMELS IHFE

#{E H{E FRIEZE G
FH 0.409 0.000 0.492 5845
D 0.127 0.000 0.149 5840
AUDI 0.874 1.000 0.332 5845
FIVE 0.059 0.000 0.236 5833
EXPR 0.030 0.010 0.144 5791
HS 0.020 0.000 0.141 5840
LAW 5.794 5.630 1.280 5798
GOV 6.687 7.380 1.357 5798
ROA 0.107 0.098 0.073 5791
LEVE 0.474 0.435 0.534 5796
AGE 4.615 4.500 2.801 5845
CMV 20.483 20.447 0.711 5845
BETA 1.034 1.047 0.288 5521

WS TS5

(=) BEEDH
AEFRERFRAANFIRGTHFERSMEES ? % 3FIRT EEF
RERFEAPELFFAEEERS ﬁﬁﬁﬁﬁ?ﬁ(#" g o MitZE B AT I

HR=EH (1) W%’é@?ﬂﬁﬁiiiﬁ%ﬂﬁtt{ﬁJTT'TEL%%# o HR¥E AT SCAY

¢ XEHEMER (2005) FREBERRA—B - TRERNAZ : E—RHTH
XRRANBBEARAE - ACRAT 6 M FEENEE  MEEMERRAT
4 NMEENEIE  c K- RATHRAMAR T EES BT - 341505E >
BREMENIEFASELERERA L EEHEIEE W R RE - WTES
13RI TR -
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R 3 FEANFEREEENERBUE AR R

RERFR AL #{g HEER TE

D 1 2388 0.126

0 3452 0.127 —0.001 ~0.412
AUDI 1 2389 0.916

0 3456 0.844 0.072 8.531%*
FIVE 1 2384 0.066

0 3449 0.055 0.011 1.730%
EXPR 1 2380 0.019

0 3411 0.038 -~0.020 —5.749***
HS 1 2388 0.027

0 3452 0.016 0.011 2.763**
LAW 1 2380 5.836

0 3418 5.765 0.071 2.071*
GOV 1 2380 6.699

0 3418 6.619 0.080 1.992%~
ROA 1 2380 0.122

0 3411 0.097 0.025 12.704***
LEVE 1 2381 0.413

0 3415 0.517 -0.103 ~8.318%~*
AGE 1 2389 4.048

0 3456 5.007 -0.959 -13.060™**
CcMV 1 2389 20.707

0 3456 20.328 0.379 21.122%**
BETA 1 2202 1.040

0 3319 1.029 0.010 1.359

x oy ow F] ee A PIERIAM ¢ BT 10% 0 5% F 1% MKFTFREE -

SH > TN T AN AFEERERER - H— > ERELHARTRFEARA
EHECRET > M EFRARERELREDRE > MASEEANEIRAT
X8 NTRER R I EE LGB RENEERARNERSERAR - K
T RVEERETHREEZSMAMRENRE > BREESEEANRS
ERITXx—5 > RESRITEANFAEE > ATIBEAEX—IERENR
HERFNEERE - 2) EEHBRATANSIHEEREER - REFEF
HERLFR AR FUHMARARBTELNTR - (3) EE&RFRALAF
BARAERPEEFES - ARRUNABRASARENBEER - KITT H
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- TEMXNEBRKTERSHEFTIEERER BHEZEENRRERE
o BREFRARANESAERER  BEAGREEMR - LW EFEE - E
FR - X5EAMA I (HERHSE > 2004; HEMETIER > 2005) AR E
R—F o W » RATENBEBEIEHET THEREHABISREGEESER
BARE—HNER  RTERBAERE -

RAVNRTETREBIEOHAEDTER - BRPE—JNFIEERIN =
EMER > EERFAEEENRRERER NS HERBNERAFRERE
BY—ZLRY o thAh - RATIART 6 E & m BE 4 Al AT T A Hr 3 R 3
KRB ZBEMNATERERRIN -3 RTREEABRSE -

(Z) Z2ZENH
1. BEHENERE S

RSEBREEIEN Logit MAMTER - ZEBMBRSHENSEET
P/ RFENEUEZR BTEREFRRNENL) » BRATK AL EwE
W AR B B9 77 SRR X — A - RN RATEEH T EENE W - X TFEE
EBESERFRERZ B EERRE » KOG E10HA BIHER -

£S5 ER > YHMEE | BMERNERLRTS 8 - EEHES
fEtn - REFEES - ZUNEFREMTLRZMNEZNE - AT E
(BR ID D) MEAFEZENMRES - EHBINNEEZENZERBITHE S
(1) ~ BT ESFHAIRERENERERS - X5ETENTHER—F - TN
HEATHOHE TR > MR THEIREHETR MRS > MRSAERIMIE
EFINEEFRRFEEREZW XHE—FRAMTEENHO AR TSR
EFBRRFNEERE - (2) 2N EENREREREELERREFNER
AR - XNEE AUDI S FIVE (IEPREAILIE Y « X5 Aggarwal er al.
(2005) MIER—F - IRPAREPIIHIEREFH - ERL2UHEENRE
MEARENHEREFBRRIVEERE - 3) - ERERPERERAER
EEEEEAFRRENEERE - 55 EXPRE FHRERMR - XEH
HEREEENARSERELAIEL - HiIkR» HSS FHEETFMRE > i
HEZEETHNRRERPEENARSEZERS A AEESFRAEER -
XA TBURNRBL X FEN AR EEREERATE LT - &5 - T
LAWH GOVHEE FHRETEMX - TRABUFREMRRERP T ERRER
EEEFRFREFNEERE - XABRTREBFESE HAUEMNZFITH T HL
ZHMIR - REEBRERPRAEANZEPOERAMNBER LMELRERTRT
% HEEGRZENREERSENIACH—3 -
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j=0 j=0 j=1 j=1

(1) (2) (3) (4)

C ~19.470 (0.000) —19.920 (0.000) —18.630 (0.000) ~—19.180 (0.000)
D 0.333 (0.418) 0.338 (0.344) 0.392 (0.450)  0.311 (0.547)
AUDI 0.675 (0.000) 0.659 (0.000) 0.738 (0.000)  0.721 (0.000)
FIVE 0.112 (0.069) 0.103 (0.072) 0.125 (0.089)  0.108 (0.078)
EXPR  -1.939 (0.000)  —1.907 (0.000)  —2.361 (0.000)  —2.329 (0.000)
HS 1.978 (0.006) 1.883 (0.009) 3.435 (0.000)  3.295 (0.000)
LAW 0.093 (0.000) 0.123 (0.000)
Gov 0.075 (0.002) 0.099 (0.000)
ROA 3.267 (0.000) 3.186 (0.000) 3.620 (0.000)  3.501 (0.000)
LEVE  -0.819 (0.000)  —0.817 (0.000)  —0.935 (0.000)  —0.939 (0.000)
AGE -0.143 (0.000)  —0.142 (0.000)  —0.127 (0.000)  ~0.125 (0.000)
CMV 0.952 (0.000) 0.975 (0.000) 0.895 (0.000)  0.922 (0.000)
BETA 0.846 (0.000) 0.877 (0.000) 0.685 (0.000)  0.720 (0.000)
YEAR YES YES YES YES
INDU ~ YES YES YES YES
R 0.143 0.143 0.134 0.133
N 5317 5317 4047 4047

ZFFESHARE z B AHEEE > HEEXMEI(0, 0.01] - [0.01, 0.05] ~ [0.05, 0.1]
AAMNERETREE 1% © 5% ~ 10% FKFTFRE -

2BEHEAWRENE RS

B FIR G REAEE AR > FILARSHT T oEENEREEE
B 5447 LR S i — 2 R IR - e T B mEUE B B A et - JATUPRA®
MR AN AT ESFIEAYHAMEE I HELZE - RO ZIAWMH
HBAEHMERHCE—FN - ARMNAREA YT ERHYHNEA
TEER - ReHIA THRETEIEN Logic IAATER - AIUEL » £
FlESHER - BRERFMEER - EREFRERITVERMZMEE > 43T
REE (K IDH) NMEFEENHRESN BRIV EZNSERMARWT - ID
WEBRHERAFFEHNRALE XS5RGHBEEENRELE R - - K
1999 4T 5 NMEE - AUDIFIEHREHEERNIE - T FIVEBIARE
RFE 2003 FREENE - XEXHAFIHELEF —FANEFEESGE - M "AK" &
WIMER 2003 F A ERAEENFEREE - B - XLEEFEH—H R
TAHEEFRERREREEZSBTE/ASTRFFNEZERE - FR1998E5
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— B XERTABREN EHARMNES SARBD R T 2FEHRFE
B oo [XFE2001-20034EF HSHEHRHFEE > MZAMN3 M FEHREE -
HATEREETEREET 2001 FE £ A BRI RIT HENARMNETEERF
KFESE o & 2000 400 5 NEE > IAWHEHREEERNIE » XKH
EE&—BRIFREERKTFEMMEAAT - B 2001 FI89 5 MEE »
GOVHIEIAR M EZENIE » XFEPE S 7 R{R T 5 % BUT T T2 E (LAY
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HEEHTENRRERSENAAUHRRENER 3 ALAHER -

I ZrS5RRT

ZA3CLL 1998-2003 FHEPEETARANEARR TEZS2NRES
1 SIHEEHESRAE R F L ARBILG X EE R R FRIRM o 43
MATEE TINFER - % > REERRAMIEZHLGER T ZEHF
BRI - K > 2HERRERGEESRERFNEZERER - 2HFERE
B (EEFHELS “EREAF TN AR EREIIEENEER - &5 >
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EMEEREN - ETEFLREBERE > BLBTEEMEERE > 5
EZ0REEEIMYE - £ REFRITEHRNU QAT N EKH > B
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BRI TEIE TR T Aggarwal er 2L (2005) RIBEELEPIR - ERE
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BRWR « Hik > EMBICHNHE » MAFIHERAF HTFENAETES 1
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ABSTRACT

This paper, using data from Chinese listed firms between 1998 and 2003 as its sample,
empirically analyses the impact of corporate governance mechanisms on Chinese fund man-
agers’ stock-holding preferences. After we control for accounting indexes and stock
characteristics, we find that corporate governance mechanisms, such as information disclo-
sure and investor protection, have a significant impact on fund managers’ holding preferences.
This paper extends the cross-national study of Aggarwal et al. (2005), while providing em-
pirical evidence on how corporate governance mechanisms influence institutional investors’
stock preferences in an underdeveloped legal environment.
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. INTRODUCTION

Traditionally, financial studies on the determinants of institutional investors’ stock-
holding preferences focus on three subjects: information asymmetry, hypothesis of
the prudent man, and transaction costs. In particular, they emphasise the deciding
role of corporate accounting indexes and stock characteristics on institutional in-
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vestors’ stock preferences. Yet they pay little attention to the influence of such fun-
damental factors as internal corporate governance structure or the external gover-
nance environment that may determine a firm’s value. Only recently have these
influences received attention in certain studies, among them Aggarwal et al. (2005),
which has garnered much attention. The study examines how corporate financial
transparency (micro level) and national legal systems and institutional environments
(macro level) affect the stock preferences of American mutual funds in emerging
markets. Its research has drawn our attention to the impact of corporate governance
mechanisms on the stock-holding preferences of Chinese institutional investors.

Although Aggarwal et al. find evidence that corporate financial transparency
(quality of accounting information) and national institutional environment (investor
protection) affect American institutional investors’ stock preferences, their research
results cannot be directly applied to China. Thus it is necessary to study how inter-
nal governance mechanisms and the external governance environment affect insti-
tutional investors in China.

This paper follows Aggarwal et al. (2005) by examining the impact of corporate
governance mechanisms such as accounting information disclosure and investor
protection on Chinese fund managers’ stock-holding preferences. The paper also
extends Aggarwal et al.’s (2005) study by examining how board structure affects
fund managers’ preferences. Our research results provide evidence on the stock
preferences of Chinese fund managers; in addition, they have policy implications
for Chinese corporate governance reform. We find that after controlling for accounting
indexes and stock characteristics, corporate governance mechanisms such as infor-
mation disclosure and investor protection have a significant impact on Chinese fund
managers’ investment preferences.

Il. LITERATURE REVIEW AND THEORETICAL ANALYSIS

2.1 Board Structure and Institutional Investors’ Stock-Holding
Preferences

In the US and Europe, board structure is an important factor affecting the stock
preferences of institutional investors. Useem et al. (1993) investigate 40 American
pension funds and 40 investment managers and find that the structure and indepen-
dence of the board, as well as board members’ expertise and experience, are deter-
mining factors behind their investment decisions. Russell Reynolds Associates (1998)
investigates the corporate governance problems that concern American institutional
investors. They conclude that (1) when making investment decisions, institutional
investors are deeply concerned about the quality of the board; (2) institutional in-
vestors opine that they lack sufficient information (especially on board members) to
effectively evaluate the board’s performance; (3) institutional investors are greatly
concerned about board structure and have reservations over having family mem-
bers or previously dismissed CEOs (or other senior managers) serve as board
members; (4) whereas most institutional investors think that the job functions of the
CEO and the board chairperson should be separated so that the latter can effectively
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monitor the former and other senior managers, others argue that the dual identity of
the CEO and the board chairperson can enhance work efficiency; and (5) institu-
tional investors support board members holding stocks and agree to using stocks as
an incentive for board members. According to Coombes and Watson (2000),
McKinsey surveyed over 200 institutional investors worldwide and determined that
institutional investors pay great attention to board structure. Excellent board struc-
ture should have the following features: (1) most board members should come from
outside and should be truly independent and have no financial dealings with the
firm; (2) board members should have significant shareholdings in the firm, and they
should be largely paid by stocks and options; and (3) there should be a formal ap-
praisal mechanism for board members. Chiu and Monin (2003) find that fund man-
agers in New Zealand take due note of the ratio of independent board members, the
CEOQ’s responsibilities, and the selection of new board members. In short, institu-
tional investors in particular care about the independence of the board, as well as
about the supervision and the professional skills of the board members. Although
these surveys draw similar conclusions, few Western scholars have examined the
impact of board structure on institutional investors’ stock-holding preferences. This
paper strives to fill this gap.

Although the surveys mentioned above study institutional investors in developed
countries, there are no comparable reports on Chinese institutional investors. [t is
well known that Chinese and Western institutional environments differ significantly.
Most Western countries have mature markets with one common feature: institu-
tional investors are effectively protected by the law. In China, however, because of
the lack of legal protections for small investors, the law has little constraint on the
behaviour of institutional investors. It may well be that significant differences in the
institutional environment cause Chinese institutional investors and their foreign
counterparts to behave very differently. For instance, Chinese institutional inves-
tors may engage in more opportunistic behaviour, including adverse selection and
moral hazards. In 2000, China was shocked by the fund misconduct incident show-
ing that Chinese fund managers engage in a great deal of opportunistic behaviour
(Ping and Li, 2000). For instance, they manipulate stock prices, obtain private ben-
efits for founders of funds, and disseminate misleading information. In Western
countries, this kind of behaviour is rather rare. This clearly demonstrates that the
significant differences in institutional environment between China and the West
result in totally different behaviours between Chinese institutional investors and
their foreign counterparts. We therefore have reservations as to whether survey re-
sults in Western countries can still apply to China. -

Chinese listed firms also have a unique stock ownership structure. They often
have one dominant shareholder, who is usually the state. The board can thus be
easily controlled by a few large shareholders. With ineffective board governance in
China, it is an open question whether the board can affect the stock preferences
of institutional investors. Unfortunately, this important question has rarely been
empirically tested. Not until recently did Xiao and Wang (2005) use the data of
Chinese listed firms between 2000 and 2003 to analyse this question empirically.
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They find that the ratio of external directors and board members’ professional skills
are important factors in determining fund managers’ stock holdings. Yet their re-
search methodology can be improved. Although they use the comparative test of a
sample difference of one factor (T test and Z test), they do not control for the impact
of other factors on fund managers’ stock-holding preferences. The reliability of
their conclusions is thus open to question. This paper therefore strives to improve
upon their research methods to arrive at more reliable conclusions.

The current study primarily examines the impact of board independence on the
stock-holding preferences of institutional investors. We choose this topic based on
the following considerations. First, from the perspective of corporate practice, the
success of board governance is largely determined by board independence. And
second, although board governance is a big topic, it is unnecessary to exhaust all
content related to board governance in one paper. According to Weisbach (1998)
and Dayha et al. (2002), the ratio of independent directors is an important factor in
board independence. Thus, based on Xiao and Wang (2005), this paper primarily
tests the impact of the ratio of independent directors on institutional investors’ in-
vestment preferences. In Western countries, it is generally believed that a board
with more independent directors can prevent the board’s manipulation by managers,
thus ensuring the independence and effectiveness of the board. To uphold board
independence in China, in August 2001 the China Securities Regulatory Commis-
sion (CSRC) promulgated “Guidelines for Introducing Independent Directors to
the Board of Directors of Listed Companies” (“the Guidelines”) to implement the
independent director system in Chinese listed companies mandatorily. From the
data provided by the China Center of Economic Research at Peking University, as
of December 2003, 99.5 per cent of listed firms had established an independent
director system, and 75 per cent of listed Chinese firms now have a ratio over 30 per
cent of independent directors on the board. Although Chinese firms have estab-
lished an independent director system, it is unclear whether the system has substan-
tially increased the boards’ independence. Theoretically speaking, the more inde-
pendent directors there are, the greater the independence of the corporate board. If
independent directors are able to enhance board independence, and if institutional
investors take note of this, there should be a positive association between the ratio
of independent directors and the probability of institutional investors’ stock holdings.
If one of the above-mentioned propositions is not true, then no relationship should
exist between the two.

2.2 Information Asymmetry and Institutional Investors’ Stock
Preferences

According to Merton’s model (1987), rational investors prefer to invest in stocks
issued by firms they are familiar with. Huberman (1997) uses the phrase “familiar-
ity breeds investment” to describe this kind of information-driven investment and
finds empirical evidence to support Merton (1987). Kang and Stulz (1997) show
that information asymmetry between local and foreign investors causes a home
bias. McKinsey’s (2002) survey shows that 70 per cent of investors in emerging
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markets believe that accounting information disclosure is very important to their
investment decisions. Gillan and Starks (2003) argue that CalPERS’s decision to
cancel investments in Indonesia, Malaysia, and Thailand was partially due to a lack
of financial transparency. Thus, a consensus exists that information asymmetry sig-
nificantly affects investment decisions.

Some Western scholars testing the impact of information asymmetry on institu-
tional investors’ stock preferences come to a similar conclusion: institutional inves-
tors prefer firms with less information asymmetry. But how to measure information
asymmetry is left undetermined. Cready (1994) argues that being a member of the
S&P 500 means less information asymmetry; S&P 500 companies can thus attract
more investment from institutional investors. Falkenstein (1996) uses the number
of years listed and the quantity of news in UMI data files to measure information
asymmetry, and establishes that American mutual funds prefer to hold stocks that
have been listed a long time and that have higher news coverage. Coval and
Moskowitz (1999), on the other hand, use geographic distance to measure informa-
tion asymmetry. Their findings show that the shorter the distance between investors
and firms, the less the information asymmetry; in addition, American mutual funds
prefer to hold stocks of firms whose headquarters are nearby. Thus, they argue that
information asymmetry leads to a home bias. Dahliquist and Robertsson (2001) ar-
gue that size and international reputation may reflect information asymmetry. They
find that foreign institutional investors in the Swedish stock market prefer sizable
and overseas listed firms with high export rates. Bradshaw et al. (2004) propose that
ADRs and product export can reflect information asymmetry. After studying Ameri-
can institutional investors’ holdings of non-American firms, they find that these
investors prefer firms that have been issuing ADRs for a long time and whose prod-
ucts are exported to the US. Aggarwal et al. (2005) also use a firm’s issuance of
ADRs as a measurement of information asymmetry, by which they also find that
American institutional investors prefer to invest in firms that have issued ADRs.

Accounting information disclosure is also an- important measure for minimising
information asymmetry. High-quality accounting information disclosure plays an
important role in the effective function of stock markets (Scott, 1997). But the im-
pact of the quality of accounting information on institutional investors’ preferences
has received little attention, though recently some Western studies have focused on
this. Bradshaw er al. (2004) study the investment of American institutional inves-
tors in worldwide non-American firms. Their findings indicate that American insti-
tutional investors prefer to invest in firms that conform to GAAP accounting
standards and that engage the Big Five accounting firms. Aggarwal et al. (2005)
further study the impact of the quality of accounting information on American mu-
tual funds’ portfolio investments in emerging markets after the Asian financial crisis.
Their proxies are auditor quality, combined financial statements, audit opinions,
and international accounting standards for measuring the quality of accounting
information. They believe that the criteria for quality accounting information con-
sist of (1) engaging the Big Five accounting firms as auditors, (2) compiling
combined financial statements, (3) obtaining clean audit opinions, and (4) using the
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American GAAP or international accounting standards. Using the above standards,
they give every proxy a value (1 if the proxy meets the standard and 0 otherwise),
and then add up the values and get an accounting quality index ranging from 0 to 4.
The outcome of the empirical analysis shows that the accounting quality index is
positively associated :with American mutual funds’ stock holdings. But the existing
literature focuses on institutional investors in mature Western markets with little
research on emerging markets such as China. This paper strives to enrich the litera-
ture in this respect.

This study uses audit opinion as a standard to measure the quality of accounting
information. It is, however, doubtful whether this standard can apply to China be-
cause of China’s special institutional environment (Xia and Yang, 2002; Chen and
Chen, 2005; Li et al., 2005). The Chinese accounting system has two unique features.
First, accounting firms usually have limited responsibilities. We believe that with
the unsound legal system in China, limited liability easily triggers aggressive
business behaviour on the part of auditors. Second, because auditors hold adminis-
trative rather than civil responsibilities, civil responsibility fails to govern the inde-
pendent auditing behaviour of auditors, thus resulting in low quality accounting
information. The equation of clean audit opinions with quality accounting informa-
tion may thus be misleading. Yuan and Liu (2005) report that from 1998 to 30 June
2002, few auditors were held responsible for misconduct. Nonetheless, He and Zhang
(2003) and Li et al. (2005) show that Chinese audit reports contain information on
the quality of accounting information. Wang and Chen (2004) also adopt audit opinion
as a measurement of accounting information quality. This paper thus does the same.
We expect that institutional investors will prefer firms whose audit reports contain
clean opinions.

Many studies link the Big Five accounting firms to high-quality auditing (Titman
and Trueman, 1986; Reed et al., 2000; Mitton, 2002; Bradshaw et al., 2004; Aggarwal
et al., 2005). The Big Five firms may be more independent than local firms as the
former have greater need to maintain their reputation (Michaely and Shaw, 1995) or
have more legal responsibilities (Dye, 1993). They are therefore more likely to en-
sure the transparency and accuracy of a firm’s financial reports. According to Hu
(2002), the reputation of the Big Five accounting firms contains significant infor-
mation content in China. Therefore, we can use whether a financial report is audited
by one of the Big Five accounting firms as a measurement of accounting informa-
tion quality. We expect that institutional investors will prefer to invest in firms that
are audited by these accounting firms.

2.3 Investor Protection and Institutional Investors’ Stock Preferences
Commercial law prevents the interests of investors from being infringed upon (Castro
et al., 2004). Some studies investigate the important role of law in protecting inves-
tors (La Porta et al., 1997, 1998, 2000). Analysing the data of 49 nations, La Porta
et al. find that investor protection in common-law countries is significantly higher
than in code-law countries. Also, a sound legal system for investor protection
can increase the quality of accounting information and foster the development of a
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capital market. Leuz et al. (2003) report that nations with strong investor protection
provide quality information to external investors. Other literature points to the im-
portance of macro (national) and micro (corporate) governance in shaping an effec-
tive investor protection system. For instance, the empirical evidence of Klapper and
Love (2004) shows that corporate governance is even more important in countries
where the legal system is underdeveloped since effective corporate governance can,
to a certain extent, remedy the deficiency of a weak legal system. They also point
out that national and corporate governance are complementary. Western literature
explores the national differences in investor protection. Employing a large amount
of statistical data, Fan and Wang (2001) use “major component analysis” to com-
pile indexes on the rule of law and government intervention all over China’. All
these bare valuable references in our study on the differences in investor protection
among the various regions in China.

Certain scholars suggest that the government can influence corporate governance
by non-legal means (Berglof and Thadden, 1999; Rajan and Zingales, 1999). In
code-law countries, it is possible that governments exercise direct intervention in
the economy and have not vested the law courts with economic decisions (La Porta
et al., 2000). As a result, the government’s power overrides the law, which in turn
leads to weak investor protection (La Porta et al., 2000). This is very much the case
in China. The primary purpose in setting up the Chinese stock market is to pave the
way for the reformation of state firms and to relieve their financial burdens; in this
situation, an effective investor protection system may conflict with the social objec-
tive (Xia and Fang, 2005). We believe that the power of the government to override
the law is the fundamental reason for weak investor protection.

Recently, Western scholars have examined the impact of investor protection on
institutional investors’ investment preferences. Aggarwal et al. (2005) use the stock-
holder rights index compiled by La Porta ez al. (1998) and Pistor et al. (2000), along
with the legal system index compiled by Berkowitz ef al. (2003), to study how
investor protection affects the portfolio selections of American mutual funds in
emerging markets. They find that investor protection is positively associated with a
mutual fund’s stock holdings. As do Sun et al. (2005), we believe that this kind of
national comparison has one obvious drawback: it is difficult to control for the
influences of informal institutional factors such as culture, ethical standards, customs,
and so forth. Since we consider both formal (laws and government policies, etc.)
and informal institutions to be equally important in developing an effective investor
protection system, regional comparisons within the same country should be made
on a similar basis. As opposed to the national approach of Aggarwal et al., we focus
on the impact of differences in regional investor protections on institutional inves-
tors’ stock preferences. Overall, compared with the West, our rule of law is rela-

3 Fan and Wang (2001) prepare five indexes, namely, the relationship between the govern-

ment and the market, non-state economic development, the maturity of consumer and factor
markets, and the maturity and the legal environment of the intermediary market. The first
and the last indexes represent regional governmental intervention and the rule of law
respectively.
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tively inferior, with greater economic intervention from the government. Even within
China, the level of rule of law is higher with less government intervention in the
eastern than in the central and western regions (Fan and Wang, 2001). We then
adopt the rule-of-law index and the government-intervention index compiled by
Fan and Wang to study the impact of regional differences in investor protection on
the stock preferences of institutional investors. We expect that institutional inves-
tors prefer to invest in firms located in regions where there is a high level of rule of
law and little government intervention.

The main function of corporate governance is to solve the conflict of interests
among stakeholders (Gillan and Starks, 2003). Agent conflict stems from two major
sources: information asymmetry and different preferences. In the US, stock owner-
ship is highly scattered. The agent problem exists mainly between shareholders and
managers (Berle and Means, 1932; Jensen and Meckling, 1976; Jensen, 1986; Roe,
1990). In many other countries, stock ownership is concentrated with dominant
shareholders (La Porta et al., 1999; Becht and Roell, 1999; Claessens et al., 2000;
Faccio and Lang, 2002). The agent problem occurs when the holding shareholder
infringes upon the interests of the smaller shareholders (Shleifer and Vishny, 1997;
Faccio et al., 2001; Claessens et al., 2002). In China, stock ownership is highly
concentrated, and insiders largely appropriate the funds of listed firms (Li et al.,
2004; Tang et al., 2005). This is partly the result of high internal agency costs, and
is also a direct result of the absence of an effective legal system for investor protection.
The model of Ma et al. (2005) shows that holding shareholders in China engage in
tunnelling by appropriating corporate assets, which severely undermines corporate
value. Are institutional investors aware of such tunnelling activities, and do they
decline to invest in firms that suffer from tunnelling? Unfortunately, almost no
empirical research has been done on these questions. We hope that this paper will
help to answer them. Asset appropriation is predicted to be negatively related to the
probability of institutional investors’ stock holdings.

Coffee (1999, 2002), Stulz (1999), Reese and Weisbach (2002) and Doidge et al.
(2004) argue that getting foreign firms listed in the US might lessen the agent problem,
since these firms have to follow US law. Bai e al. (2004) argue that Chinese firms
that have issued H shares or B shares have better investor protection. We believe
that it is inappropriate to put H shares and B shares together. Firms that have issued
B shares are not constrained by laws in markets other than in mainland China.
Therefore, this paper differentiates firms that have issued H shares from those that
have issued B shares. We test the impact of issuing H shares on institutional inves-
tors’ stock preferences. We expect that institutional investors prefer firms that have
issued H shares.

lli. RESEARCH DESIGN

3.1 Sample Selection and Data Source

This paper uses the data of non-financial listed firms between 1998 and 2003 for its
sample. Firms with missing data are excluded from the study. We collect data on
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funds’ stock holdings, rules of law, government intervention, corporate governance,
finances, and stocks. The data on a fund’s stock holdings are obtained by tabulating
the firm’s 10 largest shareholders. Similar to Xia and Fang (2005), we use the data
in Fang and Wang (2001) as a measurement of the rule of law and government
intervention, while we extract corporate governance, financial, and stock data from
the CCER database.

3.2 Variable Definition
3.2.1 Dependent Variable

The dependent variable in our test is a dummy variable FH. The variable takes 1 if
the firm’s stocks are held by a fund and 0 otherwise. We refer to the annual reports
of listed firms and tabulate the top 10 shareholders of a firm. If a fund company is
one of the top 10 shareholders, we regard the fund as having invested in the firm.
This is because a large shareholding in the firm not only has a significant influence
on the fund’s performance, but may also represent the long-term investment strat-
egy of the fund. This method is also used in Wang and Xiao (2005).

3.2.2 Test Variable

A. How to measure board independence?

Based on the analysis above, we use the ratio of independent directors (/D) to mea-
sure board independence.

B. How to measure the quality of accounting information disclosure?

Based on the analysis above, we use audit opinion (AUDI) and quality of auditors
(FIVE) to measure the quality of accounting information disclosure.

C. How to measure investor protection?

Asset appropriation by large shareholders is a measure for investor protection. Li et
al. (2004) and Ma et al. (2005) use different methods to measure asset appropriation,
but both methods are unreliable. Therefore, we have improved Ma’s version by
using (other receivables - other payables) / total assets to measure asset appropriation.
Also, we use whether H shares (HS) have been issued to measure investor protection.
As stated above, the rule-of-law index (LAW) and government intervention (GOV),
which are the focuses of our examination, capture differences in the external gover-
nance environment.

3.2.3 Control Variables

Because corporate accounting standards and stock characteristics affect institutional
investors’ investment preferences (Badrinath et al., 1989; Del Guercio, 1996;
Falkenstein, 1996; Eakins et al., 1998; Gompers and Metrick, 2001; Dahlquist and
Robertsson, 2001; Yang et al., 2004; Hu, 2005), we control for the following factors:
ratio of return over assets (ROA), financial leverage (LEVE), number of years being
listed (AGE), size (CMV), and market risk coefficient (BETA).

Moreover, to control for macroeconomic and industrial factors, we set up five
yearly dummy variables and 20 industry dummy variables. The definitions of all
variables are listed in Table 1.
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Table 1 Definitions of Explanatory Variables

Variable Definition

FH Dummy variable, which equals 1 if the fund company is one of the top 10
stockholders in a firm, or 0 otherwise.
ID Ratio of independent directors, which equals number of independent directors /

number of total directors.

AUDI Audit opinion, a dummy variable, which equals 1 if it contains a clean opinion,
or 0 otherwise.

FIVE Quality of auditors, a dummy variable, which equals 1 if it is a Big Five account-
ing firm, or 0 otherwise.

EXPR Asset appropriation, which equals (other receivables — other payables) / total

assets.

HS H shares, a dummy variable, which equals 1 if H shares have been issued, or 0
otherwise.

LAW The rule-of-law index, which ranges between | and 10. The higher the value,
the higher the level of the rule of law.

Gov Government intervention index, which ranges between 1 and 10. The higher
the value, the less government intervention.

ROA Ratio of return over assets equals return/assets, which measures the impact of

accounting performance.
LEVE Financial leverage ratio, which measures the impact of financial risk.

AGE Years of being listed, which measures the impact of the number of years listed.
CMV Size equals natural log of market value, which measures the impact of size.
BETA Beta coefficient in CAPM model, which measures the impact of market risk.
YEAR Yearly dummy, which measures the impact of macroeconomics. Since we have

data for 6 years, there are five yearly dummy variables altogether.

INDU Industry dummy, which measures the impact of industries. We follow the
classification of the CSRC, which has 22 industries. Altogether there are 20
industry dummies after excluding the financial industry.

3.3 Research Model

Our dependent variable is a dummy variable. Therefore, we use a binary-choice
model, which normally includes the probit, logit, and extreme value models. We
follow Aggarwal et al. (2005) and use the probit model. We use P(i,t) as the prob-
ability that stock i is being held by funds at period t, and use x (i,t-j) to denote the
vector of firm i’s characteristics at period t-j. b is the coefficient vector pending
estimation. We can construct the probability distribution function as follows:

1

P(i,t)= m

This equation shows that the probability of stock i being held by funds in period
t depends on the firm’s characteristics x(i, t-) in period -j. In terms of the value of
j, there are two processing methods. First, we can give 0 to j. That is, we use the



34 Gao, He, and Yin

corporate characteristics of the current period to explain institutional investors’ stock
holdings in the current period (Bradshaw ez al., 2004). Second, j can take value 1.
That is, we use the corporate characteristics of the current period to explain the
institutional investors’ stock holdings in the next period (Eakins er al., 1998). Eakins
et al. (1998) maintain that “look ahead bias” can be avoided. Both methods are used
in this paper. The next question is whether cross-sectional data or pooled data should
be used. While Falkenstein (1996) and Eakins ef al. (1998) use cross-sectional data
for regression analysis, Dahlquist and Robertsson (2001) use both cross-sectional
and pooled data. We follow the latter’s practice by using both types of data. Using
cross-sectional data can help avoid auto-correlation in pooled data. Moreover, after
conducting a correlation analysis, we find a high degree of correlation between
LAW and GOV (see Table 4) and a correlation index of 0.76. Therefore, we put these
two variables separately into our model to avoid multicollinearity.

3.4 Data Description

Table 2 shows the descriptive statistics of the variables. Of the firms, 40.9 per cent
have at least one fund company among their top 10 largest shareholders. The aver-
age ratio of external directors is 12.7 per cent. The audit reports for most firms
(87.4 per cent) receive a clean opinion. Very few firms (5.9 per cent) are audited by
the Big Five, which demonstrates that most of the firms engage local audit firms of
lower quality. The asset appropriation by large shareholders accounts for 3 per cent
of total assets. Only 2 per cent of firms are listed in Hong Kong, which clearly
indicates that only a very small proportion of firms are governed by laws that pro-
vide better protection to investors.

Table 2 Descriptive Statistics of the Variables

Mean Median Standard Error Sample Size
FH 0.409 0.000 0.492 5845
ID 0.127 0.000 0.149 5840
AUDI 0.874 1.000 0.332 5845
FIVE 0.059 0.000 0.236 5833
EXPR 0.030 0.010 0.144 5791
HS 0.020 0.000 0.141 5840
LAW 5.794 5.630 1.280 5798
Gov 6.687 7.380 1.357 5798
ROA 0.107 0.098 0.073 5791
LEVE 0.474 0.435 0.534 5796
AGE 4.615 4.500 2.801 5845
cMv 20.483 20.447 0.711 5845

BETA 1.034 1.047 0.288 5521
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IV. EMPIRICAL ANALYSIS RESULTS

4.1 Single Variable Analysis

Table 3 lists the test results showing the differences between firms whose stocks are
held by funds and those whose stocks are not (pooled data). The first result is that
there is no significant difference between the ratios of independent directors of these
two groups of firms®. There are two possible reasons for this. First, fund managers
do not take the ratio of independent directors into serious consideration when mak-
ing investment decisions, since independent directors do not function properly in
China. Or second, though independent directors do serve their purpose, fund man-
agers do not take note of this, or do not think it is an important factor when making

Table 3 Test of Differences in Corporate Characteristics on Panel Data

Holding Stock  Sample Size Mean Mean Difference T Value

or Not

D 1 2388 0.126

0 3452 0.127 ~0.001 -0.412
AUDI 1 2389 0.916

0 3456 0.844 0.072 8.53 ] w##
FIVE 1 2384 0.066

0 3449 0.055 0.011 1.730%
EXPR 1 2380 0.019

0 3411 0.038 -0.020 —5.749%%#
HS 1 2388 0.027

0 3452 0.016 0.011 2.763%%*
LAW 1 2380 5.836

0 3418 5.765 0.071 2.071%*
GOV 1 2380 6.699

0 3418 6.619 0.080 1.992#%*
ROA 1 2380 0.122

0 3411 0.097 0.025 12.704%%%*
LEVE 1 2381 0.413

0 3415 0.517 -0.103 —8.318%**
AGE 1 2389 4.048

0 3456 5.007 -0.959 —13.060%%*
CcMV 1 2389 20.707

0 3456 20.328 0.379 21.122%:%*
BETA 1 2202 1.040

0 3319 1.029 0.010 1.359

# #% gnd #%% denote statistically significant at 10%, 5% and 1% levels respectively in a
two-tailed t test.

6 The results are inconsistent with those of Xiao and Wang (2005), which may possibly result
from outcome differences in research data and methods. Also, the results may become less
reliable because of structural problems with the data.



36 Gao, He, and Yin

their investment decisions. The second result is that fund companies favour firms
that are audited by the Big Five and have audit reports with clean opinions. Finally,
firms with investments from fund companies have better investor protection. In a
nutshell, they suffer less from tunnelling, have issued H shares, and are located in
regions with better rule of law and little government intervention. Firms with in-
vestment from funds have a higher profit ratio, a lower debt ratio, and a relatively
short listing history, and are larger in size. All these findings are consistent with
those of the existing literature on China (Yang et al., 2004; Xiao and Wang, 2005).
We also conduct this test on cross-sectional data with similar results.

Table 4 presents the results of a correlation analysis of pooled data, which are
similar to those shown in Table 3.

4.2 Multi-Variable Analysis

4.2.1 Regression Analysis of Pooled Data

Table 5 contains the results of the logit model of pooled data. We use a time dummy
variable to avoid structural differences due to macroeconomic factors. We also con-
trol for industrial factors. Because the rule of law is highly correlated with govern-
ment intervention, we put them into the model separately.

The regression results of the current period and the next period are entirely
consistent. After we control for accounting standards, stock characteristics, macro-
economic factors, and industrial factors, our independent variables (except ID) have
explanatory power. We analyse the results as follows. First, the ratio of independent
directors has no significant explanatory power. This is consistent with the single
variable analysis. This further demonstrates that the ratio of independent directors
is not the determining factor of a fund’s preference in stock holdings even after we
have improved our research methods. Second, the quality of accounting informa-
tion is an important factor affecting a fund’s investment preferences as indicated by
the coefficients of AUDI and FIVE. This is consistent with Aggarwal et al. (2005).
And third, investor protection is also an important factor affecting a fund’s invest-
ment preferences. In the first place, EXPR and F'H are negatively associated, with a
statistically significant relationship. This shows that fund companies will refuse to
invest in firms that engage in tunnelling activities. Second, HS and FH are posi-
tively associated, with a statistically significant relationship. This implies that the
government should encourage more firms to obtain listing in Hong Kong and other
mature financial markets. Finally, both LAW and GOV are positively associated
with FH, with a statistically significant relationship. This implies that the Chinese
government should curb government intervention and protect investors with a sound
legal system. The results for the other control variables are consistent with those of
the existing literature on China.

4.2.2 Cross-Sectional Regression Analysis

Because there might be an auto-correlation problem with the pooled data, this paper
uses yearly cross-sectional data to obtain further evidence. We use two methods to
conduct the cross-sectional regression: an independent variable in the current period,
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Table 5 Logit Regression Analysis of Pooled Data

j=0 j=0 j=1 j=1
(1) @) ©) @)

C -19.470 (0.000) -19.920 (0.000) -18.630 (0.000) -19.180 (0.000)

ID 0.333 (0.418) 0.338 (0.344) 0.392 (0.450) 0311 (0.547)

AUDI 0.675 (0.000) 0.659 (0.000) 0.738 (0.000) 0.721 (0.000)
FIVE 0.112 (0.069) 0.103 (0.072) 0.125 (0.089) 0.108 (0.078)
EXPR —-1.939 (0.000) -1.907 (0.000) -2.361 (0.000) —2.329 (0.000)

HS 1.978 (0.006) 1.883 (0.009) 3.435 (0.000) 3.295 (0.000)
LAW 0.093 (0.000) 0.123 (0.000)

Gov 0.075 (0.002) 0.099 (0.000)
ROA 3.267 (0.000) 3.186 (0.000) 3.620 (0.000) 3.501 (0.000)
LEVE ~0.819 (0.000) ~0.817 (0.000) -0.935 (0.000) -0.939 (0.000)
AGE -0.143  (0.000) -0.142 (0.000) -0.127 (0.000) ~0.125 (0.000)

CMV 0.952 (0.000) 0.975 (0.000) 0.895 (0.000) 0.922 (0.000)
BETA 0.846 (0.000) 0.877 (0.000) 0.685 (0.000) 0.720 (0.000)

YEAR YES YES YES YES
INDU YES YES YES YES
R? 0.143 0.143 0.134 0.133
N 5317 5317 4047 4047

The two-tailed Z test probability is given in parentheses.

and one in the next period as well. All yield similar results. Therefore, we report
only the outcome with independent variables in the current period. Table 6 lists the
regression results. After controlling for accounting standards, stock characteristics,
macroeconomics factors, and industry factors, our test variables (except ID) still
have significant explanatory power. The coefficients of /D are insignificant through-
out all five years. This is consistent with the results of the model with pooled data.
In all five years (except 1999), the coefficients of AUDI are positive and statistically
significant. The coefficient of FIVE is significantly positive only in 2003. This shows
that audit opinions contain consistent information, and the audit reports audited by
the Big Five firms have significant information only after 2003. This evidence shows
that the quality of accounting information seriously affects fund managers’ invest-
ment preferences. In all five years (except 1998), EXPR and FH are significantly
negatively correlated, which indicates that the problem of asset appropriation should
be urgently dealt with. The coefficient of HS is significant only from 2001 to 2003.
One possible reason is that it was not until 2001 that the fund managers became
aware that investors who invest in H shares receive greater legal protection. In all
five years (except 2000), the coefficients of LAW are positive and statistically
significant. This shows that fund companies consistently prefer to invest in firms
that are located in regions with a higher degree of rule of law. In all five years
(except 2001), the coefficients of GOV are positive and statistically significant,
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showing that fund companies always prefer to invest in firms located in regions
with little government intervention.

V. CONCLUSIONS AND LIMITATIONS

Using the data of Chinese listed firms between 1998 and 2003 as its sample, this
paper studies the impact of board governance structure, accounting information
disclosure, and investor protection on fund managers’ stock preferences with the
following results. First, there is no evidence to show that the ratio of independent
directors affects investment preference. Second, the quality of accounting informa-
tion affects fund managers’ investment preferences. Finally, investor protection also
affects fund managers’ investment preferences. These results have the following
implications for corporate governance: (1) that both the government and local en-
terprises should strengthen the legal responsibilities of independent directors; (2)
that a partnership structure should be introduced to accounting firms with the ulti-
mate goal of increasing the quality of accounting information; (3) that financial
supervision should be enhanced; (4) that domestic firms should be encouraged to go
public in mature financial markets such as Hong Kong to strengthen investor
protection; and (5) government intervention in the economy should be reduced.

Our paper enriches the existing literature by extending the cross-national com-
parative study of Aggarwal et al. (2005). We offer empirical evidence concerning
how corporate governance mechanisms affect institutional investors in China’s spe-
cial institutional environment. This paper does, however, have the following
limitations. First, we study board governance only from the perspective of indepen-
dent directors. How other factors, such as board structure, supervision, and function,
affect the investment preferences of fund managers needs to be studied further.
Second, focusing on the quality of accounting information disclosure through audit
opinions and auditor quality alone fails to give us a full picture. Finally, because a
complete set of data on the stock holdings of institutional investors is unavailable,
we are unable to conduct the regression analysis on the ratio of stocks held by
institutional investors as a dependent variable; if we could, our conclusions could
be more comprehensive.
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