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(C) Key paper(s) [1] Kreps, David M., and Robert Wilson. "Reputation and imperfect information." Journal of economic theory 27.2 (1982): 253-279.
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[3] King, Ronald R. "Reputation formation for reliable reporting: An experimental investigation." The Accounting Review (1996): 375-396.
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Pitcher’s Name

Clara (Qing) Zhou FoR category | Capital market, Date Completed 02/Feb/2017
financial regulation

(A) Title The game of fraudulent reporting: the role of the government

(B) Basic Research How the government’s intervention affects firms’ fraudulent reporting?

Question

(C) Key paper(s) [1] Kreps, David M., and Robert Wilson. "Reputation and imperfect information." Journal of Economic Theory 27.2 (1982): 253-279.
[2] Camerer, Colin, and Keith Weigelt. "Experimental tests of a sequential equilibrium reputation model." Econometrica: Journal of the
Econometric Society (1988): 1-36.
[3] King, Ronald R. "Reputation formation for reliable reporting: An experimental investigation." The Accounting Review (1996): 375-
396.

(D) Motivation/Puzzle Reputation has been recognized as a mechanism for mitigating information asymmetry. Existing studies document that managers are
incentivized to build up firms’ reputation in capital markets by improving reporting quality, which can lower firms’ cost of capital.
However, whether the reputation can serve as an implicit contract to reduce information asymmetry depends on certain conditions. Under
Chinese current approval-based IPO system, two important conditions are violated: (1) the cost and benefit functions are twisted; (2) the
inconsistency of firms’ and markets’ objective functions. By modifying the classical reputation game model between firms and the market,
we introduce a third participant — the government and examine how the government intervention under the approval-based IPO system
affects the equilibrium of the game. Further, we empirically test whether there is significant earnings management behavior around the
threshold value set by China Securities Regulatory Commission (CSRC) for firms’ Seasoned Equity Offering (SEO).

THREE Three core aspects of any empirical research project i.e. the “IDioTs” guide

(E) Idea? (1) In China, under approval-based IPO system, CSRC sets minimum ROE requirement for SEO (i.e. firms’ ROE must be above 6% -10%).
There is a policy change in 2006;
(2) According to central limit theorem, in a large sample without systematic biases, the ROE follows a normal distribution;
(3) Based on the two points above, our hypotheses are:
H1: If there is earnings manipulation, we expect to observe that the frequency of minor-loss and low-profit firms is abnormally low; and
that the frequency of firms whose ROE are slightly above (below) the regulatory threshold is abnormally high (low);
H2: If there is earnings manipulation, we expect to observe that the distributions of ROE in the year before and after the 2006 policy
change are significantly different.

(F) Data? (1) Sample period: from 1993 to 2007 (covers the regulation changes in 2006);
(2) Sample: A-Share companies listed in both Shanghai and Shenzhen Stock Exchanges, we omit companies in financial industries. Sample
contains 13,231 firm-year observations;
(3) Data source: CSMAR.

(G) Tools? (1) Descriptive statistics: Figure 1 Distribution chart of ROE

(2) Fridman and Kendall’s W tests




TWO Two key questions

(H) What’s New? (1) To reflect the characteristics of an approval-based IPO system in China, we modify the assumption made in classical KMRW (Kreps
and Wilson, 1982), and we introduce a third player into the game i.e. government. We build a multi-stage dynamic game model with
incomplete information and deriving perfect Bayesian equilibrium conditions;

(2) Provide novel insights into how government intervention weakens the reputation mechanism in disciplining listed companies’

disclosure.

(I1) So What? We provide policy implications for regulators. Our findings suggest that the approval-based IPO system reduces the effectiveness of the
reputation mechanism in mitigating information asymmetry in capital markets. Therefore, CSRC should consider adopt registration-based
system?.

ONE One bottom line
(J) Contribution? (1) The reputation mechanism does not work under the approval-based IPO system in China, which contrasts findings in the U.S. market

that adopts a registration-based system,;
(2) We also contribute to the literature by building up a three-participant game model with government intervention.

(K) Three Key Findings (1) We derive equilibrium conditions in the three-participant (i.e., listed firms, the market investor and government) game. We find that the
government intervention increases investor’ reliance on government’s reputation and regulation, thus improves investors’ confidence in
firms’ disclosure quality. In equilibrium, a low-profitability firm tends to manipulate earnings to meet regulatory requirements;

(2) The majority of firms’ ROE are slightly above the required 6%-10%, and few firms’ ROE are slightly below the threshold values,

indicating that there are non-random factors affect the ROE distribution;
(3) There are significant changes in ROE distribution from after the policy change in 2006. This indicates that there is obvious earnings
manipulation around regulatory required critical values.

2 This study is conducted in 2007 when approval-based IPO system is in use. Since 2015, China Securities Regulatory Commission started a series of regulation reforms and has changed from an
approval-based to registration-based system.



