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Abstract In China’s transitional economy, government regulation could be a
substitute for the lack of law mechanism and regulator’s power could spill over
into other areas not regulated. Then, theoretically it could construct implicit
contracts. For example, China Securities Regulatory Commission (CSRC) has
the rights to choose initial public offering(IPO) firms among applicants. It might
construct implicit contracts between CSRC and local governments if the former
consider the frequency and the severity of the scandals among different areas.
Local governments could make decisions on whether and how much to
implement the implicit contracts.
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1 Introduction

It is acknowledged that legal system and its implementation are very important to
financial market (La Porta et al., 1997; Bhattacharya, Daouk, 2005). However,
China is in transitional period from planned economy to market economy, from
traditional society to modern society, the effective implementation of the law
cannot be achieved immediately. And historically speaking, China has lacked
civil law tradition, civil disputes have been mainly solved by the criminal law,
but criminal penalties may not be able to compensate victims of the wealth
losses.! The dual constraints of history tradition and transitional reality bring
forward great challenges to the current progress of China’s legal environment.
Research and development of financial market can never be done without
observation and analysis of that basic situation.

A mature legal environment is unlikely to come into shape in a short period of
time, the alternative method may emerge and most of these alternative
mechanisms exist in civil law countries (La Porta et al., 2000). For example, La
Porta et al. (1999) believe that the ownership concentration is actually an
reaction to the inadequate protection of investors; Cheffins (200) discovers that,
during most of early 20th century, the legal system of the United Kingdom
before the 20th century does not well protect small and medium investors, but the
market automatically forms good alternative mechanisms, such as self-regulatory
system; while Johnson et al. (2000) hold that in economic stability period,
insiders have the motivation to establish the reputation to treat investors kindly;
Allen et al. (2005) point out that unconventional financing channels and
corporate governance mechanism based upon reputation and relation are the
main sources to support the development of non-state-owned enterprises, but the
current legal system and the level of financial development have lagged behind,
which cannot effectively explain China’s rapid economic growth. In addition to
ownership concentration, reputation and relation above, the discussion on
alternative mechanisms mainly focus on government regulation, even Coase
(1988) acknowledges that “In some cases, government regulation can indeed
improve the economic efficiency”. Moreover, Glaeser et al. (2001) investigate
Poland and Czech’s securities markets and find Poland’s securities market has
made much greater progress, which in their opinion is a result of a more

' “Traditional China is not a society adjusted by law”; “China’s law pays more attention to
criminal law, ...; it is not the primary task of law to protect the interests of individuals and
groups—especially economic interests—against the damages of other individuals and groups;
the law does not protect the interests of individuals and groups against the damages of the
country”, “The law always plays a role in a vertical way—from country to individuals, not in a
lateral way among the individuals” (Bodde, Morris, 1973).
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comprehensive and stricter implementation of system; For different system
arrangements, Poland’s securities supervision institution gains higher income
with lower regulatory costs, which becomes an impetus of its strict regulation.
Glaeser and Shleifer (2001) point out that sometimes in implementing policies
and protecting property rights, government regulation is more effective than legal
mechanisms. Pistor and Xu (2003) deem the law is still not complete enough to
explain all potential injurious acts, and redistributing the surplus legislative and
law-enforcement powers rather than trying to formulate complete law can
improve the effectiveness of law enforcement. Furthermore, they think that under
the condition of an incomplete law system, it may be better to allocate law
enforcement power to the regulation mechanism (initiative enforcement) than to
the court (passive enforcement). “Especially with countries in economic
transition, the early development of market is often based upon administrative
mechanisms instead of strict enforcement mechanism”(Pistor and Xu, 2005a).
This means that the choice between legal mechanism and government regulation
depends on the result of efficiency comparison between the two. In a constantly
changing, transforming or even fractured society, the regulation as a law
alternative, will serve at least as an important sub-optimal alternative mechanism.
In that case China is a good example with government regulation everywhere,
which results from the inertia of planned economy, and also has something to do
with the fact of rapid social transition but inadequate development of law system.
With the further research, the views of regulation are increasingly rich (Chen,
2005). However, at present, the domestic research has been focused more on the
negative effects of regulation, while in fact it should have considerable positive
values. For instance, Pistor and Xu (2005b) hold the early success of China’s
financial market development is related to the replacement of normal legal
governance function by the decentralization of administrative regulation which
uses quota system as a core.

However, these studies above all have ignored the excessive or inadequate
implementation. Although Glaeser, et al. (2001) have mentioned this issue, they
have not studied the causes and consequences. This paper will focus on this
long-neglected but not unimportant issue. Unlike Glaeser, et al. (2001) who treat
inadequate and excessive implementation as leniency and abuse, we do not
make value judgment beforehand, but regard the power derived from regulation
as a more neutral spillover of regulation power in order to ensure fairness and
unbias.

2 Background

In a legally unsound economy, the spillover of regulation power may be more
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obvious and more common. For example, in some disputes, which cannot resort
to the law (or diseconomy) and whose solution is not in the power or duties of
regulation institution, if regulation institution shares common interests with one
side of the dispute, and also has certain decision-making power affecting the
other side’s interests, it may use this decision-making power to protect the
interests of the same side. This phenomenon is called as the spillover of
regulation power.” On the one hand, the spillover of power can fill the
deficiencies of law mechanisms to some extent; on the other hand, the regulation
will distort the original target. The focus of this paper is to analyze and test
empirical existence of the theory above. If the spillover indeed exists, the market
should be able to find and integrate it into the constraint condition of rational
decision-making. Even if the spillover has not yet occurred, it will also influence
decision-making through rational expectations beforehand. Spillover of
regulation power is not based on the officially-stated contracts (such as
government provisions, regulations, etc.), but on an individual rational, tacit, and
consistent implicit expectation. This implicit expectation’s stability, consistency,
strength, length of time and direction of change, depend on other constraints in
its environment, such as regulation institution’s will, ability, legal environment,
social ethics and changes in the level of asymmetric information led by repeated
games, and so on. Such consistently expected and tacit “invisible handshakes”
should be a kind of implicit contracts.

On the basis of previous studies, this paper expands government regulation to
the field of implicit contract, and views implicit contract as the economic result
of regulation spillover. By using empirical methods, this paper tests whether and
how implicit contract resulting from regulation spillover exists. The precondition
is that it can provide a forecast which can stand the test. In China, there are a few
government regulations, among which CSRC’s PO selection mechanism is
always scholars’ study interest. We also choose this regulation as breakthrough
point. Unlike most mature market economic body, CSRC has been using
plan-like methods to provide regions with the listing quota. At least initially out
of worries about that the development of the stock market is out of control, the
regulation always has the characteristic of the scale control. Between 1989 and
1998, the supervision model has always been the “examined system”, while the
way of scale control has been changing constantly.’ After 1998, CSRC

2 CSRC promised to implement policy inclination to the regions of preferred share reform in
the shareholder structure reform of the listed companies, including priorities, including the
prior arrangement of PO and refinancing, which is also a spillover of regulation power.

* The years from 1989 to 1992 have been included into the scale control of social credit plan,
those from 1980 to 1993 “control of total amount and quota division”, and those from 1996 to
1998 “control of total amount and limit addend” (Li, 2001). These methods (particularly after
1993) all issued scale indicators to local government.
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established an issuance examination committee, and “examination system” began
to transform to “approval system”, the government will not issue the scale
indication in principle, but the amount of issuance can be used in the future. In
March 2001, CSRC formally adopted “approval system”, but the actual
enforcement is far from the real “approval system”. Apart from the difference in
extent, CSRC has always owned the selection right of company listing. But
CSRC has weaknesses in other areas. For example, if a listed company causes
scandals, and investors have suffered losses, CSRC, in addition to warning,
special treatment and delisting, has no other ways to protect investors from loss.*
Moreover, even in seeking legal protection, investors have encountered great
obstacles. In September 2001, The Supreme People’s Court (SPC) announced
that local courts over the country temporarily must not accept securities fraud
civil compensation cases. Therefore, it is impossible for the previously medium
and small investors to rely on judicature to get compensation (Li and Wei, 2003).
Until in January 2002 when SPC published “The notice on several questions of
the civil tort disputes caused by the mispresentation in the stock market”, the
situation that the court rejected the securities fraud civil compensation cases
began to change; in December in the same year, SPC published “The regulations
on the civil remedies caused by the mispresentation in the stock market”. The
new “securities law” which came into force from January 2006 established
protection fund, clearly prescribed the compensation system and provided the
fundamental support of legal remedy for securities investors. The introduction of
the system shows that China’s securities civil compensation mechanism is under
gradual establishment. Shen, et al. (2004) think that legal protection for small
and medium investors in China is generally poor and at a turning point from
weak to strong and gradually complete, the improvement of legal environment
still has a long way to go. For example, SPC explicitly provides that for the
present the Court only accepts the cases of civil remedies caused by the
mispresentation in the stock market and already made punishment decision by
CSRC and its agencies, and takes no action against other violation activities.
The Court only handles individual or joint but not group lawsuits. This shows
that the cost of evidence is over the Court’s commitment ceiling, directly using
CSRC’s punishment information as the main judgment basis can reduce the
cost of the Court. From January 2002 to April 2006, only about 20 listed
companies in China were prosecuted by investors because of mispresentation.
CSRC is helpless to prevent investors from losses caused by listed company

* According to the discovery of Chen, et al. (2005), the analysis of A share of companies
being punished between 2001 and 2003 shows that before and after announcement of
punishment, investors have suffered abnormal loss, which means that the enforcement of
securities law has not played a deterrent role, and it is difficult to protect investors
effectively.
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scandals, we cannot count on legal mechanisms or Corporate Governance
mechanism based on law (Zhang, 2004); on the other hand, scandals will affect
the healthy development of securities market and cause investors to dissatisfy
with CSRC. This puts CSRC in a dilemma, and regulation becomes its only
method.

However, being placed in a weak legal environment, can regulatory agencies
play the role alone? Weak legal system may weaken the efficiency of regulation;
and generally speaking, government that fails to improve the legal system may
also have difficulty in improving regulations. However, based on the following
aspects, CSRC may be different from that, or at least will reduce the degree. First,
compared with regulations in other areas (such as firearms, drug control, etc.),
the performance of CSRC is easier to measure, for the information of
development of the securities market is open to investors (to name a few, IPO
size, the amount of corporate scandals, etc.); Second, China’s Securities
Regulatory Body—CSRC is an independent sector subordinate to the State
Council, not only its objectives but also its benefits and border of responsibilities
are very clear; Third, Securities Regulatory Body can hardly rely on the
assistance of legal system, which may require more efforts. To summarize, clear
performance indicators, achievement attribution and responsibility border make
Securities Regulatory Body’s interests almost same with small and medium
investors in avoiding corporate scandals. A market full of scandals will
inevitably undermine the vitality and development of the securities market,
destroy the reputation of securities regulatory bodies, and even to affect the
future of the principal officials. However, CSRC does not have the right to
bypass legal procedures to directly identify losses of investors caused by
scandals, or to order the company or person in charge to compensate them.
However, CSRC possesses the selection power of IPO ( other market economic
countries and regional securities regulatory bodies do not have this power),
while the amount of listed companies is viewed as one of the important
achievements of local governments. Therefore, CSRC exerts its selection
power of the IPO to influence local governments that have enormous interests
and powers within listed companies, and to force them to shoulder
responsibility to minimize the frequency of corporate scandals; or at least,
reduce the losses of investors caused by the scandals. CSRC, medium and small
investors, listed companies and local governments have formed a wonderful
pressure circle. Securities Regulatory Body can allocate the IPO according to
frequency and severity of listed companies’ scandals in the region. If the
frequency of scandals is high or the losses of large investors caused by scandals
are great in the region, Securities Regulatory Body may reduce the company’s
listing opportunities as a punishment on this area; on the contrary, give more
opportunities to the relatively innocent regions as rewards, meanwhile, reduce
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the probability of its reputation being damaged again. Securities Regulatory
Body has over flown its regulation power neatly to protect its own interests,
which is occasionally consistent with those of investors. The rules of the game
above among CSRC, local governments, listed companies and medium and
small investors have not been in written form, but all parties have observed and
accepted their existence, which constitutes an implicit contract. In short, the
theoretical path of this paper is that a weak legal system strengthens regulations,
and spillovers of strengthening regulations form latent rules, that is, an implicit
contract.

3 Research hypotheses

Empirical testing of the theoretical path above is still difficult, because the
implicit contract cannot be directly observed. Therefore, our analysis is as
follows, first, if the implicit contract actually exists, what are the economic
consequences in reality? Second, can these economic consequences be supported
by empirical evidence; then with that answer to infer whether implicit contracts
and their foundation—government regulation spillover exists.

If the implicit contract exists, what are the economic consequences? For its
own interests, when CSRC allocates IPO resources, it will, in accordance with
the frequency and severity of listed companies’ scandals in each area, increase or
decrease IPO opportunities as rewards or punishment in order to protect the
healthy development of the market and its own reputation. Then, in the same
situation, if [PO-related penalties from CSRC are more than the cost to reduce
companies of scandals, the local government may have an economic incentive to
implement implicit contracts. Investors should predict the constraint condition of
the local government implementing implicit contracts, forecast the degree of its
implementation and reflect it in the pricing of stocks. Thus, for investors, the
implicit contract becomes an implicit insurance from the local government. If the
insurance can be executed, it can indeed protect investors against losses to some
extent. Therefore, it can be inferred that if the implicit contract exists, it will
bring about the following economic activities, which are the assumptions of this
paper:

(1) Under the same condition, when CSRC considers the regional
allocation of IPO resources, it will be affected by the following factors: a. the
frequency of corporate scandals; b. the severity of investors’ losses caused by
scandals.

(2) Based upon the impact of the incentives above on its own interests, if listed
companies have scandals, local governments will intend to implement implicit
contracts and make great efforts to reduce the losses of investors. The degree of
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this implementation will be subject to the following factors: a) implementation
will, that is, the degree of consistency between the implementation of the
contract and its own interests; b) implementation ability, namely, the amount of
resources required for implementation and whether the local governments have
enough resources or not; c) the extent of implicit contracts substituted by explicit
contracts, if the cost of explicit contracts (such as legal systems) is reducing, the
advantage of implicit contract will decline.

The empirical testing in the fifth and sixth parts of this paper will proceed in
accordance with the sequence of assumptions in this part.

4 Samples, variables and descriptive statistics

This paper defines corporate scandals as “the behaviors of company violating
regulation and punished by CSRC in public”. The samples are illegal events of
350 listed companies. The data are mainly from Shenzhen GTA Company’s
CSMAR database, in which from 1994 to 2004 the amount of illegal events of
A-share listed companies is 333, after rejecting 31 redundant records and 10
illegal events which had no transactions during one month between the
commencement and punishment of regulation-violating behaviors,” the amount
of remaining illegal events is 292. The rest of the data are collected manually
from CSRC, Shanghai and Shenzhen stock exchange websites, the total number
of listed companies’ illegal events is 64 before November 30, 2005, excluding 6
illegal events which had no transactions during one month between the
commencement and punishment of regulation-violating behaviors, the amount of
remaining illegal events is 58.

Table 1 enumerates primary regulation-breaking items of the events above, we
find that among them the most frequent ones are: Postponing disclosure, Material
omission, Mispresentation, Making up profit and Controling the stock price, all
of which can cause great losses to the investors, so it is proper to call those as
scandals.

> If the regulation-violating behaviors start from the listing, we calculate from one month after
the listing, Ibid.
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The annual distribution of samples is listed in Fig. 1 and Fig. 2. From Fig. 1
and Fig. 2, we can see that before 2001, the number and proportion of companies
being punished for violations were both relatively small, after 2001, the number
and proportion increased significantly, and companies punished in 2001
accounted around record-breaking 7% of listed companies. The reason may be
that CSRC began to focus on strengthening supervision in 2001. The same illegal
event involving only one illegal item is about 60%, and that involving more than
two items is about 13%.

M The regulation-breaking events
O The companies being punished

90
80
70
60
Quantity 50

30
20
10

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Years

Fig.1 Annual distribution of regulation-violating events(companies)

7%
6%
5%

Percentage 4%
3%

2%
1%
0%

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Years

Fig. 2 Proportion of the companies that have been punished in the
total A-share listed companies in recent years

Fig. 3 is about the time distribution from the commencement to punishment of
regulation-violating behaviors of listed companies. From 1997, CSRC has
significantly strengthened regulations and maintained quite retrospective
punishment intensity; and from 2001, the proportion of punishment for
over-one-year regulation-violating behaviors has maintained over one half.
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Fig. 3 Proportion of the sample classified by time length from the
commencement to punishment of regulation-violating behaviors of
each year in total punishment events in this year

We can see from Table 2 that, after 2001, the amount of days from the
commencement to punishment of regulation-violating behaviors extended from
369 to 920 days; the average number of days per year was 494 from 1994 to 2001,
and from 2002 to 2005, it was 757 which increased about 50 percent in the
retrospective period. This discovery is basically consistent with that of Dyck, et al.
(2005), who found that before and after the Enron Event, the time of U.S.
companies’ fraud scandal from occurrence to exposure extended from 376 days to
775 days. From Panel B of Table 2, we can see that if we take the companies
whose time interval between the commencement and punishment of
regulation-violating behaviors was less than one year as a sample, we will find that
the interval days in different years is about 120, there is no significant differences.

Table 2 Time from the commencement to punishment of regulation-violating behaviors

Panel A The test result of the time length from the commencement to punishment of
regulation-violating behaviors (Unit: Day) in different years

Years The Average Median Years The Average T Prob>|T|
amount amount
of of
samples samples
1994-2000 50 696.7  576.5
2001 81 368.7  138.0 1994-2001 131 4939
2002 57 4863  373.0 37296 0.0002
2003 42 8283 5765 2002-2005 219 7573
2004 62 806.5 6445 '
2005 58 919.8  755.0

(To be continued)
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(Continued)

Panel B The test result of the time length from the commencement to punishment of
regulation—violating behaviors (Unit: Day, Sample: within a year ) in different years

Years The Average Median Years The Average T Prob>|T|
amount amount
of of
samples samples
1994-2000 21 149.6 173.0
2001 60 105.9 35.0 1994-2001 81 117.2
s a6 s
’ ~2002-2005 78 125.4
2004 23 146.4 118.0
2005 11 125.0 103.0

The designing method of the dominant variables is listed in Table 3.

Table 3 Definition of variables

The title of variables

Abbreviation in
English

Definition of variables

The loss of investors

Enterprise nature

Law situation®

Flexible degree of
local finance’

Regional political
influence

LOSS

STATE

NO_LAW

FIN MEAN

POLITIC

The rate of investors’ loss caused by
regulation-violating events of listed
companies

A dummy variable, if the listed company is
a SOE, the value is 1, otherwise 0

A dummy variable, if the listed company is
punished in the year when the
implementation mechanism of law is not
perfect, the value is 1, otherwise 0

The natural logarithm of local per capita
balances between government revenue
and expenditure, if balances per capita are
negative, we select negative numbers of
the natural logarithm of its absolute value

Use the amount of committee members of
the Central Political Bureau in this area
this year as the value for the political
influence of the local government which
listed companies are subordinate to

(To be continued)

8 Referring to the analysis of system background in part 2, in 2002, the legal system protecting
the investors was brought into China’s security market, legal environment has been improved
from then, thus we regard the years before 2001 and 2001 as the incomplete law period.

7 The annual revenues, expenditures and GDP growth rates data of the provinces,
municipalities and autonomous regions root in yearly relevant data of China Statistical

Yearbook .
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(Continued)

The title of variables

Abbreviation in
English

Definition of variables

Financial distress

The time length of
listing

Company scale

Industrial dummy
variable®

The growth rate of
regional financing

loss degree

Loss scale

The bull market’

Approval system

STPT

T

SIZE
INDUSTR 1-4

IPO_GROW

LOSS_MID

LOSS_SUM

SOAR

REVIEW

A dummy variable, if the listed company is
ST, ST* or PT, the value is 1, otherwise 0

The amount of years from the year when the
company is listed to the year when it is
punished for violations

The natural logarithm of total assets

A dummy variable, if the listed company
belongs to public utilities (real estate,
comprehensive trade and industry) , the
value is 1, otherwise 0

Divide IPO capitals that the region collects
from capital markets up to the end of last
period by IPO capitals that the region
collects from capital markets in this
period

Median of the natural logarithm of illegal
listed companies' LOSS in this area in
this period

The sum of the natural logarithm of the
value that LOSS of local illegal listed
companies in this period is multiplied by
the closing price of one transaction day
before the corresponding LOSS, if the
product is negative, we add negative
numbers of the natural logarithm of the
product's absolute value

A dummy variable, if there is a bull market
in this period, the value is 1, otherwise 0

A dummy variable, if approval system is
operated in this period, the value is 1,
otherwise 0

(To be continued)

8 The sample are divided into five categories: Industry, Comprehensive trade, Real estate,
Public utilities and Business. Thus we set four dummy variables, where Business is a

benchmark.

’ When designing the bull market variable, we investigate the annual distribution of IPO and
the trend of shanghai stock index, and find that there are more IPO and higher rise in stock
index in China’ security market during the three years, so we determine 1996-1998 as the bull
market. 20002002 also can be treated as the bull market originally, but share reform makes
great impacts on the companies’ IPO, so we have to give up.
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(Continued)
The title of variables Abbre\ilatlon n Definition of variables
English
The amount of NUMBER The amount of regulation-violating
regional companies in this area in this period
regulation-violating
companies
The growth rate of GDP_GROW The average of each year’s growth rates of
GDP local GDP#* in this period
East areas EAST A dummy variable, when the region belongs
to east areas, the value is 1, otherwise 0
The location of stock EXCHANGE A dummy variable, when the location is in
exchange locates Shanghai or Guangdong, the value is 1,

otherwise 0

This paper has done a lot of work to calculate the loss of investors (LOSS).
There are two methods (see Fig. 4).

Causal rela-

/ tionship
| T %o I
| | >
| V, ]
Beginning of regulation- . .
. . Punishment on regula- ~~Reaction to
breaking behaviors

tion-breaking behaviors  the event

Fig. 4 The proportion of the sample classified by time length from the
commencement to the punishment of regulation-violating behaviors
each year in total punishment events in this year

The first method is incident reaction, that is, the calculation of the market
reaction in a short time before and after the punishment on companies’
regulation-violating behaviors, the noise of this method is lower, but it may omit
considerable amount of information about investors’ loss, the reasons are as
follows: (1) If only considering the stock price reaction before and after the
punishment notice, it cannot reflect the full losses of investors. If a company
inflates profits in year ¢, and is punished in year ¢+3, but in years ¢+1 and
t+2, the company is hard to sustain falsification, profits fall and stock prices go
down, it is more reasonable to reckon losses during this time into the loss of
investors. (2) Before the punishment, the market may have already known and
made a response to the company’s regulation-violating behaviors, but we are
unable to identify the time point of market reaction. Therefore, even if we can
calculate the changes in stock prices before and after the penalty notice, we are
also unable to measure accurately the market reaction to the punishment incident
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of the illegal company.

The other method focuses on the causal relationship between companies’
frauds and investors’ losses, the specific practice is to calculate the market
reaction during this long time from the commencement to punishment of
regulation-violating behaviors, but this method is comparatively noisy, because
sometimes this process is very long, it is inevitable to include a lot of other
information, but the advantages of this approach is that the omission of
information about the market loss of investors is less.

This paper chooses the latter method to calculate the loss of investors. In order
to minimize the noise impact, we deduct the corresponding period impact of the
market return rate. Although our approach is not the best one, it may be “the least
bad” choice at present.

The loss of investors is:

T
LOSS, =(-1)e Y (R, — RM,)
t=1

Where R, is the return rate of an illegal company i at time ¢; RM, is the
market return rate at time ¢; 7 is the time length from one month after the
commencement of regulation-violating behaviors to one month after punishment

In order to deduct the impact of commencement of listed companies’
regulation-violating behaviors on market, we use the negative value of the
average return rate after being adjusted by the market during one month after the
commencement of regulation-violating behaviors, to calculate the loss of
investors on the first day after one month since listed companies undertook
illegal activities. If the listed companies undertake illegal activities from the first
day of listing, we calculate investors’ losses directly from the first day after one
month since listed companies undertook illegal activities. The descriptive
statistics test results of investors’ losses are shown in Table 4.

Table 4 Complete sample and the annual test result of LOSS

Panel A Test result of complete sample

The amount

Average T Prob>|T| Median Wilcoxson  Prob>|W]
of samples
350 02093 75282  0.0000" 0.0951 15227.5  0.0000"
Panel B The annual test result
The
Years 3;.11(“"“ Average T Prob>|T| Median Wilcoxson Prob>|W|
samples
1994-2000 50 0.035175 0.41759 0.67807 -0.037416 -39.5 0.707 1
2001 81 —0.0238 -0.5346 0.5944 —0.0053 —244.5 0.2521

(To be continued)
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(Continued)
2002 57 0.0180 0.4502 0.6543 0.035 8 1555 02197
2003 42 0.1845 4.0799 0.0002™" 0.1211 298.5  0.000 1™
2004 62 05012 7.8868 0.0000™" 04128 864.5 0.000 0™
2005 58 0.6397 9.5733 0.0000"" 0.528 8 854.5  0.000 0™

Note: *,  ** and *** indicate the results are respectively significant at 0.1, 0.05, and 0.01
significant level.

The test result of the complete sample is given in column A of Table 4, which
shows that the regulation-violation of listed companies brings about average
excess losses of about 20.93% to small and medium investors, the result is
significant at level 0.001. From annual test results in column B of Table 4, we
can see investors’ losses are mainly in 2003, 2004 and 2005; in nine years before
2002, losses of investors were less significant. By associating with the changes in
China’s legal system in 2002, the results partially support our theory. Investors
suffer greater losses when legal system is in a dominant position; oppositely,
investors suffer fewer losses when implicit contract is dominant. However,
changes in the legal system in 2002 could not entirety explain the description of
the results, the specific explanation needs us to study continually. Table 5
chooses the company whose regulation-violating behaviors are punished within a
year after the commencement as a sample, which can reduce the noise of the
measurement of investors’ losses, the result shows that the time that investors
suffer losses is still mainly in 2003, 2004 and 2005, thus the result in column B
of Table 4 is relatively stable.

Table 5 Test result of LOSS of time length from the commencement to the punishment of
regulation-violating behaviors within one year

The amount

Years of Average T Prob>|7] Median Wilcoxson Prob>|W]
samples

1994-2000 21 —0.0528 —0.8733 03929 0.010 6 85 07756
2001 60 0.0012 0.0302 09760 —0.0019 -89.0 0.5169
2002 28 0.0453 15296 0.1378 0.010 9 79.0 0.0712"
2003 16 0.1250 3.1073 0.0072"  0.0951 54.0 0.0034™
2004 23 03001 34768 0.0021™ 02289  117.0 0.0000™"
2005 11 02693 45799 0.001 0™ 0.2636 32.0  0.0020"

5 Test on reward and punishment based on implicit contract

When CSRC makes PO allocation decisions, has it considered the severity of
listed companies’ scandals in every area? In other words, is implementation of
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the implicit contract really profitable for local government? Violating the
implicit contract is really bad for local government? This paper does the test as
follows.

First, we take three years as one period, for example, the years from 1994 to
1996 is period ¢ —1, and then 1997-1999 is period ¢, by analogy, if 1995-1997
is period ¢—1, then 1998-2000 is period 7. The reason we choose three years
as one period is that reward and punishment made by CSRC may have the lag
effect, which to some extent can control endogenous problems. The testing
method is dividing all areas into three groups according to the performance of
listed companies in some area in period ¢—1: (1) Regulation-violating company,
and its regulation-violating behaviors cause positive losses to investors; (2)
Regulation-violating company, but its regulation-violating behaviors do not
cause losses to investors; (3) lawabiding company. In period ¢, the growth rates
of different groups of IPO financing are shown in Fig. 5.

2

1.5

The growth rate of IPO 1
financing in period ¢y 5

The loss of investors ~ The loss of investors ~ Without scandals
is positive is negative

The performance of listed companies in a certain area in period -1

Fig. 5 The relationship between the performance of listed companies in a certain area
in period #—1 and the growth rates of IPO financing in this area in period ¢

From Fig. 5 we can see that, compared with areas without illegal companies,
there are obviously fewer IPO resources in areas with illegal companies. And in
the areas that have illegal companies, if the regulation-violating behaviors cause
less loss to investors, more IPO resources will be allocated to the area by CSRC.
These are all preliminary evidence of reward and punishment made by CSRC
based on the implicit contract.

Second, to further control the impacts of other factors, we develop the
following multi-linear regression model to do a large sample test:'’

' In order to cut down the length of the paper, we do not list correlation coefficients of central
variables involving in the model, Ibid.
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IPO _GROW =a, +a,LOSS _MID, ,+a,LOSS SUM,_, +a,SOAR,_, +a,REVIEW,
+a,POLITIC, +a N, , +a,LOSS _SUM,  * SOAR,_, +a,REVIEW *N_,
+a,POLITIC,* N, , + a,,GDP _GROW,, +a, EAST,_, + a,, EXCHANGE, , +€,

Where variable subscripts ¢ and ¢—1 respectively denote current period
and last period, three years as one period, the concrete designing method is the
same as in Fig. 5. While developing the model, we select control variables due to
the following factors: (1) The amount of the IPO resources possessed by CSRC
will be affected by the market prosperity, there are often more in the bull market
and fewer in the bear market. So we need to add the control variable of the bull
market; (2) There are differences in CSRC’s decision-making power about [PO
resources for different regions in different times; the power of rewards and
punishments should be weaker in theory after the implementation of approval
system, the probability of punishment on the region in a higher political status
will be less. Therefore, these two factors are also brought into our model; (3)
There are also differences in company resources for listing in different regions,
areas with rapid economic growth, affluence and a higher degree of
marketization usually own more resources for listing. Thus, we use the growth
rate of regional GDP to measure regional economic growth, use whether the
region is located in eastern area to measure the regional affluence and
marketization degree; (4) When the company locating in a place with a stock
exchange applies for listing, it will generally gain some favor, so we also control
this variable in the model. The regressive test results are summarized in Table 6.

Table 6 Test of reward and punishment based on the implicit contract

The title of The symbol (a) (b)
variables of variables Coefficient The value Coefficient The value
of ¢ of ¢
Intercept INTERCEP  -0.287 3 —0.6490 —0.2070 —0.4510
Loss degree LOSS MID 0.116 1 0.567 0 0.175 4 0.876 0
Loss scale LOSS SUM  —0.008 1" -1.9560  —0.007 3" ~-1.701 0
Bull market SOAR 0.293 3 1.4370 0.570 7 24620
Approval system REVIEW 041477 23060 -0.5752" 24340
Regional political POLITIC 08422 35060  0.5619” 2.100 0
influence
The amount of NUMBER —0.0319 13960 -0.0917"  -2.0320
regional

regulation-brea
king companies

Loss scale xBull LOSS_SUM % -0.0577"  -2.8870
market SOAR

(To be continued)
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(Continued)

The title of The symbol of (a) (b)

variables variables Coefficient The value Coefficient The value

of ¢ of ¢

Approval system REVIEWXN 0.049 9 1.3020

x The amount

of regional

regulation-brea

king companies
Political influence POLITICXN 0.039 8 0.897 0

x The amount

of regional

regulation-brea
king companies

The growth rate of GDP_GROW ~ 0.103 2" 22900  0.1084™ 24540
GDP

East areas EAST -0.112 8 —0.7130  —0.0306 —0.197 0
The place where EXCHANGE  -0.8036" 25280 -0.6459"  —2.0130
the stock
exchange
locates
n 107 107
Adj R? 0.256 0 03182

It is shown in column A of Table 6 that, the more losses investors suffer from
scandals, the fewer IPO resources the region will gain from CSRC; Opposite to
the theoretical prediction in this paper, the regulation power does not weaken but
strengthen after the implementation of approval system, which can be seen from
that the approval system variable is significantly negative. The variable of
political influence is significantly positive, which implies that when a region is in
a higher political status, the impact of regulatory bodies will weaken.

When the model includes three interactive variables, the results support the
former theoretical assumptions much more (see column B of Table 6). The loss
scale variable is still significant, while the amount of illegal companies becomes
significantly negative, those further support the following corollary: the higher
the frequency of scandals is, the more losses of investors are caused by scandals,
the fewer IPO resources the region will gain from CSRC next phase. The
implementation of approval system does not weaken the power of rewards and
punishments of the regulatory bodies, because the dummy variable of REVIEW
is still significantly negative. In a bull market, the loss scale will more
significantly reduce the IPO resources obtained by the area next phase, and
CSRC holds more IPO resources in the bull market, therefore, the costs of local
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government violating the implicit contract is even greater. The region in a higher
political status will still weaken the influence of the regulatory bodies, for the
political influence variable still remains significantly positive.

6 Tests on the restriction to implementation of implicit contract

Even if the securities regulatory bodies hold the power of reward and punishment
in their hands, the local government will not deviate from economic rationality
and perform its implicit contract absolutely. Then, when the local government
implements the implicit contract, what restrictions will it be subject to? To
further analyze the problem, we develop the following linear regression model to
do the test:

LOSS = a, +a,STATE + a,NO _LAW +a,FIN MEAN + a,POLITIC
+a,STATE* NO _LAW *FIN MEAN + a,POLITIC * STATE
+a,STPT + a,T + a,SIZE + a,,INDUSTR1 + a, INDUSTR2
+a,,INDUSTR3 + a,,INDUSTR4 + ¢

We choose the model variables based on the following factors: (1) Use SOEs
and the region’s political influence to measure the will of the local government
implementing the implicit contract; for the reason that, compared to private
enterprises, SOEs and local governments have more consistent interest; if the
region;s political status is relatively high, in order to protect the reputation of
politicians, local government will be more willing to implement the implicit
contract, of course, it may also make the government more aggressive; (2) If
larger companies have scandals, or the company of scandals has already been ST
or PT, the implementation will be more difficult; if the region is relatively
affluent and the finance is easy, the implementation will be easier; (3) Since 2001,
the legal system of protection for investors has been improved, the pressure on
local governments will reduce to some extent, because there are more ways by
which investors get compensation, the cost of using the legal system decreases,
which enhances the degree of replacement of implicit contract, therefore, after
2001, the incentive of the local government to implement the implicit contract
will decline. In 2001 and years before, local governments made more efforts; (4)
The longer the time length of listing a company has, the more potential
problems may accumulate, the greater losses may be induced, so we also
control the time length of listing in the model (regressive results are shown in
Table 7).
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Table 7 Test of the influencing factors of implementing the implicit contract

Take 2001 and the year before as the fault
period of legal system

The title of The symbol of
variables variables - @) - (b)
Coefficient The value Coefficient The value
of ¢ of ¢
Intercept INTERCEP ~1.5839"  -2.1750 —0.8030 -1.1160
Enterprise nature ~ STATE —0.1114" -1.8970 -02161""  —2.9940
Law situation NO_LAW —0.258 5" 37810 -0.6940""  —6.4830
Looseness in local FIN MEAN 0128 2** 25650 -0.0902" 18530
finance
Regional political - POLITIC 00369 05690 022647 20510
influence
Enterprise STATEXNO_LAW
naturexLaw xFIN MEAN
situationx —0.0974™  —5.0410
Looseness in local
finance
Political POLITICxSTATE
influencex -0.3256" —2.5240
Enterprise nature
Financial distress ~ STPT 0.349 8" 56670 03413 5.726 0
The time length of T 0.004 9 04150  0.0033 0.289 0
listing
Scale SIZE 0.053 6" 1.7030  0.029 3 0.950 0
1-Public utilities ~ INDUSTRI —0.064 9 —0.4870 —0.0403 —0.3150
2-Real estate INDUSTR? —0.151 4 —0.9580 —0.096 4 —0.6310
3'i‘;’$§’rehenswe INDUSTRS ~0.006 4 ~0.0520  0.080 4 0.669 0
4- Industry INDUSTR4 -0.1105 —-0.9990 —0.0683 —0.641 0
n 325 325
Adj R? 0.2214 0.283 4

It is shown in column A of Table 7 that, when the SOESs are in the scandal, the
losses of investors are fewer, which indicates that local government will be more
willing to support the SOEs. Investors reflect this information in pricing, which
sustains the assumptions of the will of implementing the implicit contract.
However, regions in the relatively high political status do not induce fewer
investor losses, which does not match with the assumption. The loss of investors
in larger companies or companies that have been ST or PT is much more; the
looser the local finance, the fewer the losses of investors. These findings support
the assumption of enforcement capacity of implicit contract. Moreover, we find
that legal status is significantly negative correlation with investor losses. In the
imperfect legal mechanism period, the loss of investors is less. However, after
2002 when the legal mechanism was gradually improved, investors’ loss in the
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stock market started to increase, that is because the cost of implementing the
explicit contract decreased, the substitutability extent of the implicit contract
increased and the effects of the implicit contract declined, these all support the
assumption of substitutability of the implicit contract.

We add two interactive variables to the test in column B of Table 7. These
results above are basically stable (except that political influence changes from
insignificant to significant). At the same time, the impacts of corporation nature,
legal status and the loose extent of local finance are significantly negative at
level 0.01, which indicates that if the local government possesses the
implementation will and capacity simultaneously, and the implicit contract can
not be replaced, investors will suffer less loss from the scandals. Another
interactive variable is the cross-item of political influence and the corporation
nature; it is significantly negative at level 0.05, which means that the region in a
higher political status is more inclined to remedy the scandal of the state-owned
enterprises.

The empirical study generally supports the above-mentioned assumptions,
which holds that when local governments implement the implicit contract, it will
be significantly influenced by the will of the implementation, the capacity of the
implementation and the replaceable degree of the implicit contract.

7 Conclusions

Based upon the fact that the law environment is weak during China’s transitional
period, this paper views regulations as the derived mechanism from the
inadequate legal mechanisms, and theoretically analyses the regulation power
may spill over to form an implicit contract. We take China’s regulation power of
the selection of IPO as an example, when the securities regulatory bodies allocate
IPO resources throughout regions, they will take the frequency and severity of
scandals of the listed companies into account. Even though there is no express
provision that their operation above belongs to the spillover effects of the
regulation power, it is an invisible rule of the game, and in fact it has formed an
implicit contract. Local government, out of its own sense, will decide whether
and how much to implement the implicit contract. The theoretical analysis above
has been supported by empirical evidence.

If this paper can give inspiration to the future researches in our country, it will
be mainly reflected in the following aspects.

(1) In our country, the visible hand is almost everywhere, it is difficult for us
not to consider the impact of government regulation, but researches on
government regulation are still weak. This paper provides a new discovery and
evidence for understanding the government regulation in transitional economy. It
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is shown that the government regulation not only plays a direct role, but also
plays the role through the flexibility of its implementation, we call this flexibility
as the spillover of power, but the past researches seemed to hold a negative view
toward that flexibility.

(2) It is difficult to study the implicit contract, because it is not easy to be
observed by experience. However, in China’s economic development, the
implicit rules are important. If we do not understand the implicit rules, it will be
difficult to observe and understand the panorama of China’s economic
phenomenon. The flexible power forms implicit contracts, and implicit contracts
affect rational decision-making of economic individuals. Although this paper has
many flaws in theoretical analysis and research techniques, it basically provides
evidence that the spillover of regulations coexists with the implicit contract.
Through this research, we hope to arouse scholars’ interest in the implicit
contract.

(3) Under the legal system, if a company has scandals and investors suffer
great market loss, they can get large compensation through lawsuits. However,
under the implicit contract, investors’ market loss and compensation may be little.
That is because medium and small investors can observe the implicit contract and
the influencing factors of its implementation, and reflect in advance that
information in stock pricing. The higher the degree of local government
implementing implicit contract is and the more implicit insurance are on
investors’ interests, the less stock loss company suffers because of scandals. In
other words, under implicit insurances from the government, investors can get
some compensation in the form of less descending price. This can partly explain
why many ST, PT companies’ stock prices decline slightly or even rise greatly.
This requires us to fully understand and evaluate the role of local government in
the financial markets, and find some new perspectives to analyze economic
phenomena, such as the “tunneling” issue of Chinese listed companies (Li, 2004),
the protection for investors, and corporate governance issues, and so on.

As the author has little talent and learning, coupled with the difficulty in the
research on government regulation and the implicit contract, therefore, at least in
(but not limited to) the following aspects, there are still many limits in the paper:
(1) Is the reason why CSRC cuts down the local IPO opportunities that there are
too many corporate scandals in this region? Or because the development of the
region with many scandals is slower, there are fewer sustainable resources for the
IPO listing? Or because the region with many scandals has weak political power,
it can not compete with other regions for IPO resources? In the model, we
control the variables of region’s economic growth rate, wealth and political
influence and other variables, in the fifth part, we take three years as a period and
consider the lag effect of the variables, these all reduce the endogenous problems
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to some extent, but it is certain that endogenous problems have not completely
been solved, partly due to the difficulty in finding tool variables. In the future,
we are committed to studying the problem of selective enforcement of corporate
regulation, hoping to solve the problem at a higher level. (2) The method used in
this paper still has some noise, how to measure the loss of investors for the
company’s regulation-violating behaviors more accurately remains a technology
problem. (3) There are differences in severities of corporate scandals of different
natures, this paper does not make a distinction on severities of corporate scandals,
there are two reasons, one is that it is not easy to sequence the severities of the
scandal, and the other is that according to the data in Table 1, the natures of
violation which account for the major part of the sample are indeed not trivial.
However, that may overlook the impact of some variables in the model. (4)
Although this paper tests whether the implicit contract affects the securities
regulatory bodies’ allocating IPO resources or not, we can not determine the
importance of implicit contract in the distribution of IPO resources, which is not
the research topic in this paper, we believe that how the securities regulatory
bodies control IPO resources is a research topic that we know very little about
but is very important.
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