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ABSTRACT

The purpose of this research 1s to examine various issues about market efficiency
and market microstructure in the Chinese equity market. where. to date. there has
been relatively little attention. Specifically. this thesis intends to answer the
following questions. Is the Chinese equity market efficient? If not, has it been
evolving towards efficiency over the years? What are the intraday patterns of
price behaviour? Which trades move prices? Finally. does Chinese investors’
psychology have eftects on prices? In order to answer these questions. four sets
of empirical analysis have been undertaken.

The first study investigates the evolution of China’s stock market via analysing
the ongoing predictive ability and profitability of simple, well known technical
trading rules. The results suggest that while technical trading rules had short term
predictive ability and profitability in the Chinese stock markets during the 1990°s,
this lessened as the markets evolved.

The second research study documents the intraday variation in bid-ask spreads,
trading volumes and volatility. The findings suggest that the existence of the
Intraday anomalies 1s not due to the peculiarities of the US markets. However. the
shape of the intraday patterns in order-driven markets i1s different from those in
quote-driven markets, which suggests a need tor new theoretical models.

The third area of work examines which trades move prices by testing three
hypotheses: stealth trading. public information and price manipulation hypotheses.
The results show that while medium and large-size trades are associated with
disproportionately cumulative price changes, it 1s the large-size trades which have
the largest effect on cumulative price increases. Aligned with the concerns noted
by some eminent individuals in China, there seems to be price manipulation in
China’s stock market.

The final research area studies the influence of Chinese cultural factors on price
clustering and resistance. The results show a higher propensity of clustering on
the digit 8 and lower propensity on digits 4 and 7, which is consistent with the
preference for number 8 and the avoidance of numbers 4 and 7 in Chinese culture.
The results suggest that investors’ psychology does have effects on prices.

This research hopes to help academics and practitioners understand better the
market efficiency and the trading behaviour in the Chinese equity market.

Especially. 1t has implications for policy makers and regulators who involve in the
design of an efficiency market.
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CHAPTER 1

INTRODUCTION

1.1 Introduction

Ever since Fama (1970) introduced the idea of the Efficient Market Hypothesis
(EMH) there has been a long debate about whether the stock market 1s etticient.
In Fama's work the market is said to be “efficient’ if stock prices fully reflect all
available information. Based on different information sets, he defined three types

of market efficiency: weak-form efficiency, semi-strong-form efticiency and
strong-form efficiency. The weak-form efficiency assumes that the current prices
of stocks instantly and fully reflect all past information. The semi-strong-form
efficiency assumes that the current prices of stocks reflect all publicly available

information. The strong-form efficiency assumes that the current prices of stocks

reflect all information, including public and private.

The EMH sets up a platform for testing and comparing the efficiency ot asset
markets. It assumes that the market is competitive. trading is frictionless,

information is costless, and investors are rational. However, the equity markets
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do not behave like the perfectly competitive markets of frictionless economics. In
addition, investors are not fully rational in general. For all equitv markets. friction
exists in the forms of: for example, taxes and commissions, order handling and
clearance costs, trading halts, and other trading restrictions. Therefore, the

institutional design of a market matters, and it affects market efficiency.

Market microstructure research emerged to examine how specific trading
mechanisms affect the price formation process. The purpose of market
microstructure research is to reveal the relative efficiency of a market, to identify
the source of such and to inform on better market design. Previous studies in
testing the EMH focus on the realized efficiency of a market, while market
microstructure researchers try to explore the underlying mechanisms ot the market
which lead to market efficiency or inefficiency. Microstructure studies try to
analyse how demand and supply turn into individual transactions which causing
the short-run fluctuation in asset markets. This is achieved by relaxing some of
the key assumptions in EMH and studying the trading frictions (trading costs).
informational efficiency (information diffusion) and the irrationality of investors

behaviour in the markets.

Over the past decades there has been growing interest in the microstructure of
stock markets. The research is concerned with investors™ trading behaviour at the
level of individual transactions. O'Hara (1997) stated that market microstructure

is the study of the process and outcomes of exchanging assets under explicit

XM
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trading rules. Madhavan (2000) argued that market microstructure is concerned
with the process by which investors’ latent demands are ultimately translated into
transactions. Early work tocused on the stochastic nature of demand and supply.
while later research interests were those from the viewpoint of informational
economics, which focused on the information-aggregation properties of the
markets. These theories and models have evolved from focusing on inventory-
based problems to those issues associated with information economics. More
recently, behavioural finance has emerged as an alternative view ot financial
markets. A number of recent papers in the finance literature have argued that
behavioural and psychological factors account for asset pricing anomalies (see
Coval and Shumway, 2005, Barberis et al., 1998, Daniel et al., 1998, Odean, 1998,
Benartzi and Thaler, 1995, Shumway, 1998, Barberis and Huang, 2001, and
Barberis et al.. 2001). The research of investors’ psychology would provide

further insights.

China is an economy undergoing rapid transformation. Its rapid growth has
brought great business opportunities for the rest of the world. Its dynamism
makes it increasingly important for global economic growth. Although China's
stock market emerged only about 14 years ago, it has become the eighth largest
market in the world and Asia’s second largest. The total market capitalization
reached some RMB 3,800 billion at the end of 2002, which accounts for 37
percent of GDP. The development of China’s stock market is so impressive that it

has made foreign investors begin to take the market more seriously as an

FOM
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Investment proposition. especially after China entered the World Trade
Organization (WTO) in 2001. Moreover, the institutional and regulatory structure
of China’s stock market are different from those of the more mature markets and
are able to provide insights into a number of aspects of financial markets. The

findings will have important implications for academics, practitioners and

regulators.

The rest of the chapter i1s organized as follows. Section 1.2 discusses the
theoretical motivations of this thesis, while section 1.3 discusses the objectives.
Section 1.4 gives a general overview of the results. Section 1.5 discusses the
contributions and possible implications. The structure of the thesis is presented in

the last section.

1.2 Theoretical Motivations

1.2.1 Market Efficiency

One of the most important concepts in the financial economics literature 1s
efficiency. It concerns the way a market allocates resources. The efficiency of
the equity market is essential not only to firms for fundraising but also to
individuals who invest their savings in shares. Schwartz (1988) argued that the
efficiency allocation of plant. equipment and working capital across firms in the

economy depends on the efficiency with which financial capital is distributed

HKOR
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across firms. A firm will seek to raise funds by the sale of a security. and it costs.
It the capital costs of the firm are inaccurately assessed. the distribution of funds
and of real investment across firms will be distorted. The price it receives for its
newly issued shares will atfect the firm’s capital costs. Therefore, it is important
for the primary market to be etficient. The primary market. in turn. requires an
efficient secondary market for the following reasons: the marketablility of shares
and the accuracy of share valuation. The efficiency discussed in this research

refers mainly to the efficiency of the secondary market.

Investors are also affected by the efficiency of equity market for the reasons
relating to the informational efficiency and the operational efficiency, as discussed
by Schwartz (1988). In the dynamic market, prices continuously adjust to the
arrival of news. The dynamic adjustment of prices to new information enables
some investors to profit at the expense of others. These profits are reward for
information gathering activities, which give those investors an advantageous
position over the information flow. However, if informational imbalances endure
too long, those who are at the informational disadvantage may be driven from the
market. This would decrease the aggregate demand of shares and lower the prices

for all.

Copeland and Weston (1988) stated that operational efficiency deals with the cost
of transferring funds. In an idealized world, the perfect capital markets are

operationally efficient because the transaction costs are assumed to be zero.
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However, transaction costs do exist in the real world. The market can onlv
become relatively more operationally efficient with lower transaction costs.
Moreover, Schwartz (1988) argued that operational efficiency concerns the
stability of a market. Prices are more volatile if the quality of the price discovery

process 1s poor, with price volatility being attributable to operational inefficiency.
[t will have a similar effect to the informational inefficiency: investors reduce the

demand to hold shares, and the shared prices are lowered for all.

To conclude, the informational efficiency and operational efficiency of the equity
markets affects both the firms and share owners. The efficient operation of the
equity market 1s a matter of importance to a sizable proportion of the financial
fortunes. Many of the 1ssues related to the efficiency ot price discovery have been

examined at the microstructure level, which will be discussed 1n the next section.

1.2.2 Market Microstructure

The equity markets do not behave like the perfectly competitive markets ot
frictionless economics. Market participants have to take various trading costs into
account, when they make their strategic decisions to trade. These decisions
depend upon the market’s institutional structure: the rules that determine how
orders are handled and translated into trades. Since the equity market is not a
frictionless environment. the institutional design of a market does aftect the

market etticiency.

KOMR
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Standard microeconomic decision models and market equilibrium models take
demand and supply as market forces. If demand exceeds supply. competition
between buyers will cause prices to rise and, if supply exceeds demand.
competition between sellers will cause prices to fall. To an extent share prices are
determined by demand and supply. However. if the equilibrium cannot be
actually attained, how could the economy coordinate the desires of demanders and
suppliers to find out a price to trade? Since few economists provide the answer to

this question, the market microstructure research emerged.

Madhavan (2000) argued that market microstructure 1s concerned with the process
by which investors’ latent demands are ultimately translated into transactions.
Microstructure analysis focuses on the details of the trading process, and is
concerned with investors’ trading behaviour at the level of individual transactions.
O’Hara (1997) stated that market microstructure is the study of the process and
outcomes of exchanging assets under explicit trading rules. The major elements
of this process include; for example, the generation and dissemination of
information, the arrival of orders, and the rules, institutions, and other design
features of a market that determine how orders are transformed into trades.
Microstructure analysis could, in principle, be applied to any market. Thus far. it

has been developed almost exclusively in relation to securities markets, and will

be the approach adopted in this research.
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The trading process varies in many ways. Buyers can trade directly with sellers.
Or, there might be an intermediary who arranges every trade and sets prices. N\o
matter what the setting, there are rules that govern the trading mechanism and
result in the price formation. O’Hara (1997) viewed trading mechanism as "a type
of trading game in which players meet at some venue and act according to some
rules.” There are three dimensions of a trading mechanism. which are the market

participants, the exchange, and the trading rules.

The institutional structure of equity markets differs widely among the various
markets throughout the world. While most previous research has focused mainly
on the US markets, there are very few empirical studies examining the Chinese
equity market at the micro level. Although there has been considerable change.
innovation, and experimentation with market design during the years ot stock
market development, much still remains to be learned, and many issues remain

unresolved.

1.3 Objectives

This thesis covers a wide range of topics focusing on the Chinese equity market.
The development of the Chinese equity market is impressive. However. what

does development actually mean? Obviously. the market has been developing in

KO
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terms of the number of listed companies and market capitalisation. etc. However.

what does this actually tell us about the efficiency of the stock market?

Since market efficiency is of interest to financial economists. the first empirical
chapter of this thesis therefore examines the evolution of market efficiency in
China. The chapter considers whether the Chinese equity market is efficient, or if
has 1t been evolving towards an efficient state over time. It intends to provide a
general picture of what level of efficiency exists in the Chinese equity market by

testing changes in the predictability and profitability ot technical trading rules.

The analysis will then consider price behaviours in more detail using high-
frequency intraday data. This is particularly important for practitioners who make
their investment decisions by observing tick-by-tick data. The intraday patterns ot
price behaviours will provide practical applications for market participants.

Therefore, the second empirical chapter examines the intraday patterns of the bid-

ask spread, volume and volatility.

The third empirical chapter will further the analysis by examining the relationship
between variables such as price and trade size. It will focus on the informed
traders’ trade size choice, and show which trades move prices. This is important
in the Chinese stock market where price manipulation is a serious problem and

this will be specifically examined.

XKO(R
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After the analysis of how trading mechanisms affect the price discovery process.
the last empirical study examines the influence of the investors’ behaviour and
psychology on prices. Since market participants are one of the dimensions ot a
trading mechanism, 1t is important to investigate whether their behaviour or
psychology atfects the price discovery process beyond the influence of the
institutional structure of the stock market. Therefore, the fourth empirical chapter
examines how behavioural and psychological factors affect the price discovery
process. In the case of the Chinese stock market, cultural factors will provide

unique and interesting insights.

Specifically, this thesis intends to answer the following questions. Is the Chinese
equity market efficient? If not, has it been evolving towards an etfficient state?
What are the intraday patterns of the price behaviours? Which trades move prices?

Finally, does Chinese investors’ psychology have an effect on prices?

1.3.1 Market Efficiency and Evolution

Much of finance theory depends, explicitly or implicitly, on the notion of market
efficiency and, therefore, not surprisingly, there has been extensive testing as to
whether financial markets are efficient (for example, Fama, 1970, 1991 and 1998,
Baillie, 1989, and Campbell, Lo and MacKinley, 1997). However. the vast
majority of the professional traders do not believe the market to be efficient. and

thev use technical analysis to predict stock prices and make excess return. Most
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academics had not recognized the validity of these methods until recently. Brock
et al. (1992) tested two of the simplest technical trading rules. moving average
and trading range breakout. and found them to have predictive ability in terms of
the Dow Jones Index over the period 1897 to 1986. Hudson et al. (1996)
conducted a similar type of analysis on the UK FTSE 30 index and found the rules
to have predictive ability. More recently. Gencay and Stengos (1997 and 1998).
Gencay (1998a, 1998b and 1999), LeBaron (1998 and 1999) and Fernandez-
Rodriguez et al (2000) have all found evidence to support the predictive ability of

technical trading rules.

[n contrast to this extensive literature on market efficiency and the testing thereof,
there has been little discussion of the mechanisms which might lead to its
achievement. If markets are not efficient, and in the absence of an alternative
mechanism, the theory of financial market efficiency seems to have to rely on an
evolutionary mechanism. There is an implicit assumption in finance theory that
natural selection will favour strategies that are more rational and effective 1n
investments, capital budgeting, etc. This eventually leads to an etticient market,

since only the most effective strategies can survive in the marketplace.

Although China’s stock market emerged only about 14 years ago, the growth has
been impressive. To reach its potential China will need to develop an efticient
market. However, as an emerging market it seems more likely that markets will

initially be inefficient but, hopefully, evolve towards efficiency. Chapter 4 of this
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thesis investigates market efficiency and evolution of China’s stock market via

analyzing the ongoing predictive ability and profitability of simple. well know

technical trading rules.

1.3.2 Intraday Patterns

Researchers found other evidence against market efficiency. such as calendar
anomalies. The major calendar anomalies include: the turn of the vear etfect
and/or January effect (Keim, 1983, and Thaler. 1987). the turn of month ettect
(Ariel, 1987, and Lakonishok and Smidt, 1988). the day of the week ettect
(French, 1980, Gibbons and Hess, 1981, and Keim and Stambaugh, 1984). the
holiday anomalies (Ariel, 1990, and Lakonishok and Smidt. 1988) and the
intraday anomalies (Harris, 1986). The regularity that the returns vary across
months, weekdays and time intervals suggests the possibility that the use of past

price information might yield potential excess profits.

Due to the data constraints early research could only examine the calendar
anomalies at a low frequency base, while the availability of high frequency data
has provided finance researchers with the enviable opportunity of being able to
explore intraday variables, such as bid-ask spread, trading volumes and volatility
(see Mclnish and Wood, 1985, Wood et al.. 1985. Harris, 1986, Jain and Joh,
1988. and Mclnish and Wood. 1990b). For example, returns and its volatility tend

to be greater at the open and close than at other times during the trading day and
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exhibit a U-shaped pattern (see Mclnish and Wood, 1985. Wood et al.. 1985,
Harris, 1986, Jain and Joh, 1988, and McInish and Wood. 1990b). The U-shaped
Intraday patterns have also been documented in bid-ask spreads (Mclnish and
Wood, 1985, and Abhyankar et al.. 1997), and trading volume (Jain and Joh. 1988.
Mclnish and Wood, 1990a, and Atkins and Basu, 1995). Previous studies
consider the possible explanations for the intraday patterns by considering the

market with specialists or market makers (See Brock and Kleidon, 1992. Admati

and Ptleiderer, 1988, and Foster and Viswanathan, 1990).

However, Brockman and Michayluk (1997) suggested that the calendar anomalies
might be attributed to market microstructure-related underlying causes. Since the
intraday variation of stock market activities has been well documented in the
literature with the evidence band on US data, the study of China’s stock market is
important for the following reasons. First, the institutional setting of China’s
stock market 1s difterent from the US market in at least three ways. They include
the use of a fully centralized and computerized screen based dealer system. the
used of order-driven system without any market makers or specialists, and a 90-
minute lunch time. Second, it would be useful to examine whether the intraday
regularities are consistent with the predictions of theoretical models, such as those
of Brock and Kleidon (1992) or Admati and Ptleiderer (1988). It 1s important that

predictions of theoretical models are tested in a variety of institutional settings so

as to examine their robustness.
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By examining the intraday patterns in China’s stock market. chapter 3 has the
following exploratory objectives. First, it shows the intraday trading activity
patterns and documents a wide range of market characteristics. Second. it
compares the patterns in China’s stock market to those in other markets. and tries

to explain the similarities and difterences by considering the theoretical models

and different market structures.

1.3.3 Price Manipulation

Huebner (1934) argued that stock-price manipulation is the most widely discussed
aspect of stock markets. There are a large number of studies that examine
theoretically and empirically price manipulation in a number of different settings
(see Jarrow, 1992, Vila, 1989, Felixson and Pelli, 1999, and Vitale, 2000, etc.).
At the National People’s Congress (NPC) in spring 2000, Premier Zhu Rongji
remarked that China's stock markets had developed quickly, achieved much, but
was still not well regulated. His concerns are about the rampant speculation,
poor-quality listed firms, defective regulation and widespread corruption. Zhu
(1996) argued that the fraudulent behaviours have become significant problems in
China. Gilley (2001) also pointed out that the wrongdoings in China’s stock
market include insider trading, false disclosure and market manipulation. Insider
trading and price manipulations are not exceptional in China’s stock market with

Kang et al. (2002) pointing out that investment companies team up with large
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Investors to manipulate share prices. and about 30% of stocks are being

manipulated at any given time.

Allen and Gale (1992) found that it is the larger trades that move prices, which is
associated with ‘trade-based manipulation’. In contrast, Barclay and Warner
(1993) introduced stealth trading hypothesis, which predicts that privately
informed traders use medium sized trades so as not to reveal their information.
They found most of the cumulative stock-price change i1s due to medium-size
trades.  Similarly, Chakravarty (2001) found that medium-size trades are
associated with a disproportionately large cumulative stock price change relative
to their proportion of all trades and volume. In addition. they found that the source
of the disproportionately large cumulative price impact of medium-size trades 1s

trades initiated by institutions.

Given the presence of price manipulation it is unclear whether there would be the
same need for privately informed investors to adopt stealth trading in China's
stock market. Moreover, it is interesting to examine traders’ trading strategy in a
less developed regulatory regime. Chapter 6 of this thesis intends to test price
manipulation hypothesis in addition to the stealth trading and public information

hypotheses by investigating which trades move prices in China’s stock market.
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1.3.4 Investor Psychology

Market microstructure research examines how prices are set under specific trading
mechanisms. O’Hara (1997) viewed trading mechanisms as “a tvpe of trading
game in which players meet at some venue and act according to some rules.’
There are three dimensions of a trading mechanism, which are the market
participants, the exchange and the trading rules. Therefore, is a market
participant’s behaviour or psychology going to have an effect on prices?
Behavioural finance has then emerged as an alternative view of financial markets.
Behavioural finance theory rests on two major foundations: investor sentiment
and limited arbitrage. Shleifer (2000) argued that investors are not fully rational
in general. Many investors react to irrelevant information in forming their
demand for securities and act as noise traders in the market because of their
irrationality. Black (1986) confirmed that they trade on noise rather than
information. If the theory of efficient markets relied entirely on the rationality of

individual investors, the theory is questionable because investors’ psychology has

great influence.

One of the fascinating subjects that should receive more attention from investors
is the psychology of numbers. According to the EMH, share prices should follow
a simple random walk process. However, prices tend to be observed more
frequently at some numbers than other. Psychological experiments demonstrate

more generally that clustering of outcomes at round numbers is a fundamental
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attribute of human behaviour. Most research on price clustering has been
conducted in western financial markets, where there 1s manifest preference for

trading at round numbers. The number preferences under Chinese culture might

provide interesting insights.

Brown et al. (2002) analysed the effect of Chinese cultural factors, such as
preferences for specific numbers, on price clustering for six Asia-Pacific stock
markets (Australia, Hong Kong, Indonesia, Philippines, Singapore and Taiwan).
They found that Chinese try to avoid the “unlucky’ number 4 because the
pronunciation of 4 is similar to the phrase “to die’. Chapter 7 of this thesis has a
primary purpose of extending the work of Brown et al. (2002) testing whether

cultural factors help explain price clustering in China’s stock market.

1.4 Overview of Findings

The major findings are summarized in this section. Firstly, Chapter 4 investigates
the evolution of China's stock market via analysing the ongoing predictive ability
and profitability of simple, well known technical trading rules. It extends the
analysis of Brock et al. (1992) and Tian et al. (2002) in two ways. It examines if
the conclusions extend to other markets — namely, the U.K., Hong Kong and
Japan. It also investigates that in the case of China whether the predictability and
profitability of technical trading rules changed across the 1990°s. The results

suggest that while technical trading rules had short term predictive ability and
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profitability in the Chinese stock markets during the 1990°s. this lessened as the
decade progressed and the markets evolved.  The notion of stock markets
evolving 1s supported by results for a number of the main developed markets
where the technical trading rules had predictive ability during the 1970°s that

disappeared by the 1990°s.

Secondly, Chapter 5 examines the intraday variation in the bid-ask spread. trading
volume and volatility in China’s stock market. The results are different from
previous research. It documents an L-shaped pattern of bid-ask spread and
volatility. The volume pattern i1s relatively flat in the morning session with a
marginal increase at the open and marginal decrease at the close; while 1t shows a
J-shaped pattern in the afternoon session. The evidence in support ot the two
main theoretical models of intraday behavior, information models (Admati and
Pfleiderer, 1989, and Foster and Viswanathan, 1990) and market closure model
(Brock and Kleidon, 1992), is very mixed. Moreover, as the theoretical models
have been developed in the context of quote-drive markets, it is felt that there is a

room for a theoretical model to explain the intraday behavior in an order-driven

market.

Thirdly, chapter 6 extends Barclay and Warner's (1993) original work on stealth
trading by analysing which trades move price for the emerging China stock
market. China is an emerging market with a developing regulatory framework

and lack of sophistication of the general investing public. Given the nature of
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China’s stock market. the price manipulation hypothesis is proposed in addition to
the stealth trading and public information hypotheses examined by Barclay and
Warner. Using high-frequency data the results show that while medium and
large-size trades are associated with disproportionately large. overall. cumulative
stock price changes, it is the large-size trades which have the largest effect on
cumulative price increases. Thus, while there is some support for stealth trading in
the Chinese market, there are other effects in operation such as price
manipulation. The results add to the current literature on stealth trading and

would also be of interest to regulators in China to strengthen the regulation.

Finally, Chapter 7 extends the work of Brown et al. (2002) on the impact of
cultural factors on price clustering to the China’s stock market and to an analysis
of price resistance. The results support the presence of cultural factors impacting
on price clustering with the digit 8 showing a higher propensity tor clustering and
the digits 4 and 7 showing a lower propensity. These results are further supported
by an analysis of limit order prices. However. a range of measures for price
resistance shows only the digit 0 as a significant resistance point. The theoretical
contribution of this study is the addition of a new explanation for price clustering,
namely cultural preference. This is broadly consistent with the proposition of
behavioural finance theory that investors are not fully rational in general and they
react to irrelevant information in forming their demand for securities; for example.

the preference of the lucky number 8 among Chinese investors. This study also
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enriches the market microstructure literature that not only the trading mechanism

aftects prices but the psychology of investors does so as well,

1.5 Contributions and Implications

Generally, this thesis is a further contribution to a better understanding ot the
characteristics, the microstructure and market efficiency of the Chinese equity
market. It is expected to contribute to the existing literature in the following areas.
First, it contributes to the existing studies of market efficiency by investigating the
informational and operational efficiency, using both low-frequency and high-
frequency data.  Second, it provides further evidences of the market
microstructure research by examining various issues in the Chinese equity market.
Third, it extends the existing understanding of investors’ irrationality from

evidence of the Chinese cultural eftects.

Compared to extensive empirical work of the US market, the Chinese equity
market has received relatively little attention. Jaffe and Westerfield (1985)
suggested that the evidence of international markets other than the US may
provide support for or against the proposition that the stock market anomalies are
a world-wide phenomenon and not due to specific institutional arrangement in the
United States. Since China is becoming an emerging global power, investors

from the rest of the world will want to understand China’s stock market better.
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The results of this research will have implications for practical investment
strategies. Particularly, with China’s entry into WTO, the Chinese equity market
attracts more and more foreign investors  attention. Thus. understanding the
characteristics, the microstructure and market efficiency becomes increasingly

important, in particular, for global institutional investors.

This research could also serve as a reference for regulators and policy makers who
are involved in the design of an efficient trading system. Despite the
shortcomings of the regulatory framework in China, government has played an
important role in the evolution of the equity markets. Efforts have been made In
order to assure an honest and fair market, to enhance market efficiency with
regard to the provision and pricing of broker/dealer services, and to enhance
market efficiency with regard to the pricing of shares traded. Because of the
tremendous importance of the equity market to the economy and the complexity
of its microstructure, the equity has received analysis in depth and breadth. There
is a further reason to the extensive research of the equity market: the designer of
the trading systems and the regulators of the market do in fact have the power to
improve the efficiency of the market’s operations. Therefore, this research hopes

to provide implications to the regulatory body to improve the market design and

regulation.
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1.6 Structure of the Thesis

This thesis includes 8 chapters. The remainder of this thesis is organized as
follows. Chapter 2 describes the background to China’s stock market. including
the brief overview of China’s economy, the background to the stock market, and
the institutional structure of the market as compared to other international markets.
Chapter 3 generally describes the data used in this research. The rest of the thesis
comprises four empirical studies. Chapter 4 investigates the evolution of market
efficiency of China’s stock market via analysing the ongoing predictive ability
and profitability of technical trading rules. Chapter 5 studies the intraday
regularities of the volatility, volume and spread. Chapter 6 examines which trades
move prices by testing the stealth trading, public information and price
manipulation hypotheses. Chapter 7 is dedicated to studying the influence of
cultural factors on price clustering and price resistance in China’s stock market.

Finally, chapter 8 summarizes the findings and discusses the possible implications.

The limitations of the thesis and future research directions are also discussed in

the final chapter.
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CHAPTER 2

BACKGROUND TO

CHINA’S STOCK MARKET

2.1 Introduction

No matter what the measure, the growth of China’s economy has been impressive.
However, although the potential scale of its markets is huge. it is often difficult
for westerners to fully comprehend. Particularly. since the stock markets in China
emerged over a decade ago, several important 1ssues remain unaddressed. This
chapter, therefore, describes the background to China’s stock market. Section 2.2
briefly reviews China’s economy. Section 2.3 discusses the major characteristics
of China’s stock market. Section 2.4 reviews the institutional structure of China’s

stock market and compares it with developed markets. Finally. section 2.5

concludes.
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2.2 Overview of China’s Economy

China has adopted the planned economy svstem since 1949. It embarked on its
reform and open policy in 1979, and entered the era of the socialist market
economy. China’s role is increasingly important in the world economy. It is
widely acknowledged that one of the most important changes in the world 1s the
rapid development of China. Using statistics from the World Bank. the Asian
Development Bank (ADB) and the Chinese National Bureau ot Statistics (NBS).

the position of China’s economy in the world 1s summarized brietly as follows.

Firstly, China is the largest country in terms of population, which has a population
of 1.3 billion. It has the biggest market potential in the world. The real GDP
(Gross Domestic Product) grew by 9.7 percent a year on average from 1990 to
2003 (from ADB). It is important to remember that this was an economy starting
from a very low base. Such a high growth resulted from exports, surging foreign
direct investment (FDI), buoyant domestic demand, and expansionary fiscal and
monetary policies. World Trade Organization (WTO) accession brought a
significant increase in FDI. Out of the top 500 companies in the world, over 400
have set up offices in China. China attracted kDI of over USD 53 billion in 2003,

exceeding the United States for the first time and becoming the largest FDI

recipient (from World Bank).



CHAPTER 2
BACKGROUND TO CHINA'S STOCK MARKET 25

Secondly, China has the second largest foreign currency reserve which exceeded
USD 510 billion.  The UN (United Nations) Conference on Trade and
Development concluded that China is the second largest engine for world
economic growth, after the United States. Measured at purchasing power parity
(PPP), China’s contribution rate to the world economic growth in 1980-2000 was

14 percent, ranking second in the world after the United States (from World Bank).

Thirdly, China is the third largest importing country in the world. The volume of
total amount of imports in 2003 reached over USD 410 billion. The contribution
rate of China to world trade ranks third behind the United States and Japan (from

NBS).

Fourthly, China is the fourth largest exporting country with the volume of total

exports reaching USD 438 billion in 2003 (from NBS).

Fifthly, China is the fifth biggest investing country. By the end of year 2003,
there are more than 7400 Chinese enterprises investing in over 160 countries and

regions with a total investment of USD 33 billion (from NBS).

Finally, China is the sixth largest economy in the world in terms ot its economic
size. China’s GDP reached USD 1.4 trillion in 2003. China’s economy is deeply

integrated into the world economy. It makes 40 percent of the air-conditioners, 50
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percent of the televisions and refrigerators, 60 percent of the garments. and 80

percent of the toys (from ADB).

T'o conclude, China is an economy undergoing rapid transformation. The size of
China’s economy is likely to climb to the second largest by 2030. Its rapid
growth has brought great business opportunities for the rest of the world. All of
the world’s economic fortunes are now linked with those of China. Its dynamism

makes 1t increasingly important for global economic growth.

2.3 Background to China’s Stock Market

2.3.1 Fact and Figures

China has been developing its stock markets for more than 14 years. Officials
hoped the stock market would put household savings to use as financing tor listed
companies, most of which were state-owned e<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>