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ABSTRACT

The Chinese government has tried to improve corporate governance and the quality of external audits. To assess the actual effect of these regulatory changes, we quantify the impact of corporate governance and external audits on compliance to mandatory disclosure requirements. Our study uses a direct measure of compliance published by the Shenzhen Stock Exchange from 2001 to 2007. Our findings show that auditor opinions increase the compliance to mandatory disclosure requirements. Based on factor analysis, we also find that improved internal governance led to higher compliance to disclosure requirements. The external governance environment, measured by the degree of institutional development, had a positive effect on firms’ compliance to disclosure requirements.   
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1. Introduction
Apart from the revised Company Law and the new Security Law in 2005, the ‘Guidelines for Introducing Independent Directors to the Board of Directors of Listed Companies’ (2001) issued by the China Securities Regulatory Commission (CSRC)  have transformed corporate governance in China. In addition, the CSRC issued the ‘Code of Corporate Governance for Listed Companies in China’, which promulgates new regulations on mandatory disclosure requirements.
 External audit has been the subject of recent reforms, because of frequent scandals (e.g. the Zhongtianqin case in 2001), widespread fraudulent financial reporting and tunnelling (Sami and Ye, 2005; Gao and Kling, 2008a). Hence the question arises whether changes in corporate governance regulations and external audit affected the compliance to mandatory disclosure requirements. To investigate this research question in the Chinese context will help investors and researchers understand the role of institutional reforms in similar emerging economies. China offers a unique setting to analyze the link between corporate governance, external audits and compliance to mandatory disclosure requirements, as the Shenzhen Stock Exchange (SZSE) measured compliance from 2001 to 2007. In contrast to self-constructed indices, this measure is not distorted by the authors’ selection of items or index weights. 
Research on China has mainly focused on voluntary disclosure (Li et al., 2004; Li and Liu, 2006; Ho and Wong, 2001; Sami et al. 2011). The main limitation of these studies is that Chinese firms are reluctant to disclose information voluntarily, which restricts the number of observations (Xue, 2008). Research on China has either adopted a direct approach using self-constructed indices based on the methodology developed by Meek et al. (1995), or an indirect approach that relies on stock market reactions to news. For instance, Choi et al. (2010) use the bid-ask spread as a measure of information asymmetry. Most studies focus on the impact of corporate governance on firm performance. These studies analyze either stock market performance (e.g. Tobin’s Q, risk-adjusted stock returns) or accounting performance (e.g. ROE, ROA). In particular, Bai et al. (2004) assess the impact of eight corporate governance measures on Tobin’s Q and market-to-book ratios. Qi et al. (2000) show that ownership structure affects firms’ return on equity. Using data for 2007, Singh and Gaur (2009) show that business groups exhibit lower profitability than independent firms. Accordingly, the impact of corporate governance and external audit on the compliance to mandatory disclosure requirements has not received much attention.
The paper makes three contributions. First, instead of relying on indirect measures, we use a direct measure of mandatory disclosure compiled by the SZSE. No similar measure is published by any stock exchange in other countries. Second, the empirical model reveals governance mechanisms and external audit variables that enhance disclosure. This allows assessing the effectiveness of recent reforms in China (e.g. the requirement that at least 30% of board members have to be outsiders). Third, the study includes a broad range of internal and external corporate governance measures, which reduces the likelihood of an omitted variable bias. For instance, Bai et al. (2004) only use eight measures with a focus on ownership concentration. Moreover, many studies are limited in terms of the period covered. For instance, Singh and Gaur (2009) only collect data for 2007. Wu and Cui (2002) rely on data for the year 2000; hence, their findings cannot be generalized given the limited number of observations. Moreover, we account for serial correlation of disclosure practice (path dependence) and the endogeneity of external audit variables, which make the results more robust.
The paper has the following structure: the literature review highlights the theoretical background and inherent measurement problems. We also discuss mandatory disclosure requirements and the peculiarities of the Chinese governance system. The third section develops the hypotheses followed by section four that describes the data set and variables. The fifth section shows the empirical findings, and the discussion derives policy recommendations and identifies limitations.
2. Literature review 
2.1 Theoretical background and methodological issues

Agency theory, which relates agency problems to the separation of ownership and control, provides the theoretical basis for corporate governance research (Jensen and Meckling, 1976). In spite of a clear theoretical stance, methodological issues arise due to measurement problems, inherent endogeneity and path dependence. In particular, previous research interprets some findings like theoretical facts; for instance that board size reduces firm valuation (Yermack, 1996). Yet empirical findings are country and time specific. The actual challenge in corporate governance research is to measure internal and external governance mechanisms considering the country-specific context. For instance, business groups and high ownership concentration might be regarded as weak internal governance in a developed and market-based country. In emerging markets with infant institutions, business groups might compensate for the lack of external governance (Khanna and Palepu, 2000). In particular, business groups can provide internal markets if external markets are underdeveloped or do not exist (e.g. internal capital markets).
Prior research on disclosure exhibits similar methodological issues primarily related to measuring disclosure (e.g. aggregated disclosure score, importance adjusted scoring). Apart from these direct measures of disclosure, indirect measures exist that rely on stock market reactions triggered by news releases. The indirect approach assumes that good disclosure reduces stock return volatility (Diamond and Verrecchia, 1991). However, this relationship is not clear, as better disclosure might attract more institutional investors, and high institutional ownership can be linked to increased volatility (Sias, 1996). Moreover, the indirect approach assumes that stock markets are efficient and liquid, which is questionable in China (Gao and Kling, 2006). Another issue is that disclosure and corporate governance are often combined into one index,
 which makes it impossible to detect the relationship between corporate governance and disclosure. Furthermore, constructing a voluntary disclosure index for China lacks reliability, as legal requirements keep changing and only a few companies disclose information voluntarily (Xue, 2008). Consequently, we use a direct measure of compliance to mandatory disclosure requirements as discussed in section four. 

In terms of empirical methods, regression models – usually based on panel data – are the standard tool of analysis. With the exception of Bushee and Noe (2000), earlier studies use variables in levels and do not consider the firm’s past disclosure. The latter point is crucial, as neglecting serial correlation between past and present disclosure biases results. It seems to be likely that firm’s disclosure practice does not change overnight and depends on the history of practice within the organization. In terms of methodology, we follow previous studies and implement a multivariate panel data model; however, due to using four discrete ranks of disclosure (the dependent variable) we apply an ordered logit model and check for path dependence, heteroskedasticity and endogeneity of audit variables. 

2.2 Disclosure requirements and its transitions over time in China
Recently published reviews by Yang et al. (2011) and Li et al. (2010) provide an overview of regulatory changes and their impact on corporate governance. The most significant regulatory change that affected mandatory disclosure requirements was the ‘Code of Corporate Governance for Listed Companies in China’. It was issued by the CSRC and the State Economic and Trade Commission on 7th January 2001. It established audit committees that are responsible for “the company’s financial information and its disclosure” (chapter 3, section 6, article 54(4)). Chapter 7 highlights the requirement for ‘ongoing information disclosure’ and stresses the disclosure of information concerning corporate governance and controlling shareholders’ interests. Article 87 specifies disclosure requirements and states that “A listed company shall truthfully, accurately, completely and timely disclose information (…)”. Article 89 recommends that information should be provided online to ensure quick access. The ‘Guidelines for Introducing Independent Directors to the Board of Directors of Listed Companies’ issued on 16th August 2001 by the CSRC represent the second major regulatory change. The guidelines define a minimum requirement concerning the ratio of independent directors, which has to exceed 30%. However, the mandatory requirements have not come into effect before 30th June 2003. These guidelines strengthened the monitoring role of the board of directors. Apart from these regulatory changes, enforcement of mandatory requirements has improved considerably. Zou et al. (2008) discuss the revised Security Law (2005) and its implications for mandatory disclosure. The Security Law (2005) defines the civil liabilities for false disclosure, which facilitates enforcing mandatory disclosure requirements.
Mandatory disclosure requirements have changed over time considerably. Interestingly, the Company Law (1993) does not define the term ‘disclosure’. It only refers to false information in financial statements, which can prevent companies from being listed on stock exchanges (Company Law, 1993, article 152(5)). Companies in the process of liquidation that provide false financial statements can be fined (Company Law, 1993, article 217). Therefore, the Company Law (1993) only requires correct financial statements if the company wants to go public or if the company is in liquidation. The revised version in 2005, introduces the role of the secretary of the board that has the legal obligation to disclose information (Company Law, 2005, article 124). Since 2001, the ‘Code of Corporate Governance for Listed Companies in China’ clearly defines mandatory disclosure requirements.
2.3 Peculiarities of the Chinese governance system

In China, privatization has reduced state ownership and led to a separation of ownership and control, which has caused agency problems (Tam, 1995). In May 1992, the State Economic System Reform Commission
 proposed a two-tier system with a board of directors and a supervisory board, which seems to resemble the German two-tier system – but the composition and effectiveness of the supervisory board differ substantially. The supervisory board should monitor the board and senior management and cannot consist of members of the board of directors or executives. The supervisory board can investigate transactions, financial documents, hire external advisors, convene shareholder meetings and request reports from senior managers and the board of directors. Yet the power of supervisory boards is negligible in practice (Tam, 1995). 

In spite of the somewhat ambiguous two-tier system, China has emulated the Anglo-American market based corporate governance model. In order to function, the market-based system requires a developed external capital market. For instance, Gao and Kling (2006) show that market liquidity did not improve since the reopening of the Shenzhen and Shanghai Stock Exchanges in 1991. Apart from stock markets, Tam (2000) asserts that a market for corporate control does not exist in China. This seems to be overstated, as many mergers and acquisitions occur between private firms or state-owned enterprises (SOEs) (Gao and Kling, 2008b). Nevertheless, a market-based system might be difficult to realize in China. Contrarily to the pursuit of the Anglo-American model, Tam (2000) contends that China experimented with a “main bank” system similar to the Japanese Keiretsu model in 1996. The idea was to establish strong relationships between state banks and SOEs. 

On a different note, Pistor and Xu (2005) stress the importance of administrative governance compared to the Western-style legal governance. They contend that policy makers transplant Western law and legal institutions into emerging markets, which makes them ineffective and exposed to two serious faults: (1) the incompleteness of law in emerging markets, (2) the lack of reliable firm-specific information. The latter point stresses the need for a high compliance to mandatory disclosure requirements. Zhang (2007) argues that relying on the market mechanism is not sufficient to strengthen corporate governance. Instead, legal sanctions and enforcement need to be strengthened. 

Even after years of privatization, SOEs still play a crucial role in China, and therefore the impact of state ownership on corporate governance needs to be addressed. Following Liu and Sun (2005), our study applies the pyramid shareholding concept to identify the total ownership of the state, as many local and regional state-controlled agencies own shares. Previous studies find a u-shaped relationship, which illustrates that privatized firms and firms with very high state ownership exhibit better corporate governance compared to firms with moderate state ownership (Cheung et al., 2008).
 Hovey et al.  (2003) use a short period from 1997 to 1999 to examine the relationship between ownership concentration and market valuation of listed companies in China; hence, the market environment during this short period can influence their results.
 Nevertheless, their study is appealing, as they construct a Herfindahl index (HI) to quantify ownership concentration, which we incorporate. 


Apart from the influence of the state through share ownership, the State-owned Asset Supervision and Administration Commission (SASAC) exercises considerable control in the state-owned enterprise sector. In 2003, the government founded SASAC to supervise the 196 largest SOEs, which abolished the overlapping control of various ministries. In particular, SASAC can appoint top executives and dispatch supervisory boards. Quiang (2003) contend that the state directly or indirectly appoints 69% of all directors and CEOs based on figures for 2001. Hence the study needs to control for state ownership and privatization.
3. Development of hypotheses and construction of variables
This section develops three hypotheses in line with prior research. In particular, the study focuses on three main factors that could affect compliance to mandatory disclosure requirements: external audit, internal governance and external governance. This section also discusses the variables used to test these hypotheses and highlights the firm and industry-specific control variables. 


There is an established literature on the role of external audit in enhancing corporate governance and disclosure. Sami and Ye (2005) investigate the case of Zhongtianqin, a leading Chinese audit firm that collapsed in 2001. This case illustrates that auditors do not always guarantee better disclosure. Wang et al. (2008) argue that SOEs are less likely to hire large audit firms, which reduces the quality of external audits because of the lack of experience and independence of smaller audit firms. O’Reilly et al. (2006) show that modified audit opinions can predict insolvency of Chinese companies. Thus, external audits can be a signal for investors and they might influence disclosure (Ting et al., 2008). Bushman and Smith (2001) emphasize the importance of financial information in enhancing corporate governance and economic growth. In particular, they contend that financial accounting is a key element to determine managers’ compensation. Hence, accurate performance measures can increase firms’ profitability through incentive mechanisms. Apart from managers’ compensation, financial information is necessary for other corporate control mechanisms. In China, managers’ compensation does not depend directly on stock performance, as equity compensation of Chinese executives is only evident in Hong Kong (Chan et al., 2009). However, the State-owned Asset Supervision and Administration Commission (SASAC) uses financial information to evaluate the performance of executives of the largest SOEs. DeFond and Subramanyam (1998) emphasize the importance of audit as another channel through which financial information could influence corporate governance structures. 


The literature relies on a set of variables that capture the impact of external audit. In particular, Wang and Chen (2004) show that Chinese firms audited by the big five audit firms exhibit better transparency measured by the quantity of accounting information provided. Moreover, audit firms can issue a non-clean opinion, which indicates financial difficulties and lack of trust in financial reports (non-clean). Annual reports contain the cost of external audit, which can be a signal for a thorough audit process (audit cost). Accordingly, we derive the following joint hypothesis related to external audits.


Hypothesis 1: External audits enhance compliance to mandatory disclosure requirements.

The second joint hypothesis refers to internal governance mechanisms. Haniffa and Cooke (2002) use a set of internal governance measures and add cultural components (e.g. ethnicity) to their study of corporate governance and disclosure. They show that apart from internal governance cultural components are relevant. Contrarily, Wallace and Naser (1995) focus exclusively on the impact of firm characteristics (e.g. total assets) on mandatory disclosure. They assert that larger companies show better compliance to mandatory disclosure requirements. In contrast, Hasan et al. (2008) analyze disclosure, external audit and corporate governance; thus, we follow this approach. Yet our empirical model accounts for heteroskedasticity, endogeneity and path dependence. We do not incorporate cultural components because of the lack of cultural variation within China.
The main challenge in the literature is to quantify the quality of internal governance mechanisms. We follow the empirical literature and use the following variables. To account for the negotiation power of CEOs and senior managers, we control for managers’ compensation (salary_p) relative to earnings before interest and taxes. Besides controlling for financial leverage, we include the ratio of bank loans to total debt (bank debt) as a measure of the importance of bank finance. Banks have an incentive to monitor firms with substantial bank loans to ensure repayment of loans. Concerning the relationship between ownership structure and disclosure, the empirical findings for China are inconclusive. Cui (2004) finds a positive relationship between disclosure and ownership concentration, whereas Li and Liu (2006) do not detect any impact. Li et al. (2004) contend that there is a u-shaped relationship; however, Wang and Zhang (2007) show an inverted-u-shaped relationship. To quantify ownership concentration, we construct the Herfindahl index (HI) defined as the squared sum of share ownership of the ten largest shareholders. We standardize the measure by taking the sum of squared shares of firm j minus the lowest sum of squared shares in the sample. We then divided by the difference of the highest and lowest value in the sample. By construction, the standardized Herfindahl index reaches values in the range of zero (no concentration) to one (highest level of concentration). The study needs to address not just the concentration of ownership but also the difference between SOEs and private entities due to the predominant role of the state. We use a dummy variable (D_SOE) to indicate state-owned enterprises and account for companies privatized from 2001 to 2007 (pr). Apart from ownership structure, we account for the board’s efficiency, which depends on the size (board size), independence (independent, duality) and subordinate institutions (committee) of the board. Based on US data, Jensen (1993) and Yermack (1996) argue that a small board is more effective. The independence of the board depends on the ratio of independent members and whether the CEO is also the chairman of the board (duality). In recent years, many Chinese firms have set up committees (e.g. audit committee, nominating committee, compensation committee and development strategy committee); thus, we control for the number of committees. Furthermore, business groups are becoming more important in China and they might be responsible for poor corporate governance practice (group) (Khanna and Palepu, 2000).

Hypothesis 2: Internal governance mechanisms enhance compliance to mandatory disclosure requirements.
The importance of external governance has been stressed by LaPorta et al. (2000). Their study incorporates proxies for external governance mechanisms to quantify the impact of the legal framework (e.g. protection of shareholders) and the quality of law enforcement on corporate transparency. For emerging markets, Hasan et al. (2008) show that policy changes improved compliance in Bangladesh. Fan and Wang (2004) compile a regional market function index for China, which consists of a government intervention index (intervention) and the degree of development of the regional legal system, enforcement and intermediary organizations (i.e. securities companies, law firms, accounting firms and media) (legal). Those intermediary organizations could improve information flows and scrutinize companies’ news releases. Firms that issued both A-shares and B-shares (or H-shares) have to undergo dual reporting procedures, which might lead to better corporate transparency and higher market valuation (Bai et al., 2004). Hence, we include two dummy variables for firms that issued B or H-shares (b_share and h_share) and formulate the third joint hypothesis.
Hypothesis 3: The external governance environment measured by the regional degree of development (legal and intervention) and cross-listing enhances disclosure. 

In line with Wallace and Naser (1995) and prior research we include firm and industry-specific control variables to ensure that the observed relationships are no caused by unobserved firm or industry characteristics. In line with prior research, we cover the following control variables: firms size (size), financial leverage (leverage), market valuation (EV_EBIT), profitability (ROIC), industry and year dummies. Contrarily to prior research, we determine a robust measure of profitability based on operating profits relative to invested capital (see appendix) that does not depend on firms’ capital structure (unlike return on equity) and is not affected by non-operating assets (unlike return on assets). The entity value based market multiple (EV_EBIT) does not depend on capital structure unlike the market-to-book multiple. 

4. Data and method of sampling
The study includes all firms listed on the Shenzhen Stock Exchange (SZSE) from 2001 to 2007, as the SZSE only published the disclosure index for this period. The number of listed companies increased from 1094 in 2001 to 1345 in 2007; hence, the panel data set consists of 8864 observations. In line with previous studies, we exclude banks and insurance companies due to differences in reporting and disclosure. To measure mandatory disclosure, we use the Information Disclosure Evaluation Index compiled by the SZSE. This index accounts for the quantity and quality of accounting information and distinguishes between four categories: excellent, good, sufficient and insufficient. The appendix reports the original announcement of the SZSE on 10th May 2001 that outlines the evaluation criteria, which remained unchanged until 2007. The officers of the SZSE decide about the assigned disclosure quality rank. The criteria refer to different aspects of mandatory disclosure: timeliness, accuracy, integrity, and legality. Apart from these criteria, the SZSE assesses the cooperation of the respective company and the Secretary of the Board. Based on the CSRC (2000), the Secretary of the Board has the responsibility of disclosing information to the public. The board of directors should appoint a senior manager to this role. Importantly, the criteria do not contain elements of voluntary disclosure, which could bias the measure, for firms could compensate for a lack of statutory disclosure through voluntary elements. The SZSE Credibility Archive provides the corporate transparency index, and other financial and governance data refer to the China Stock Market Research Series (CSMAR database). The appendix contains the definition of variables that represent the following areas in line with the three hypotheses: (1) audit related variables, (2) internal governance measures, (3) external governance measures and (4) firm-specific control variables.
5. Empirical analysis
5.1 Descriptive analysis

Table 1 summarizes descriptive findings based on medians for continuous variables and means for categorical variables from 2001 to 2007. The average value of the disclosure index improved slightly until 2005 but declined thereafter; thus, it is unreasonable that the Chinese government tried to manipulate the Information Disclosure Evaluation Index.
 In fact, it seems that the government needed a reliable evaluation to assess the impact of regulatory changes on the compliance to mandatory disclosure requirements. The most intriguing fact is the drastic decline of state ownership, which is in line with government policies to promote private enterprise; however, privatization came to a halt in 2005. The percentage of non-clean audit opinions declined from 11% to 6%; however, 2003 marked the lowest level. The cost of external audit remained more or less on the same level, so a signaling effect by spending substantially more on audits did not prevail. As expected, firm size and financial leverage increased indicating the growth of Chinese firms and their demand for debt finance until 2006. In 2007 at the beginning of the financial crisis, financial leverage declined. Interestingly, bank finance did not increase in line with total long-term debt, which shows that firms relied on other sources of external debt finance.
 The data show that managers’ compensation relative to EBIT increased from 0.38% to 2.58%. Profitability (ROIC) declined steadily in line with valuation levels measured by the EV/EBIT multiple. The increase in the ratio of independent members of the board reflects new government policies to enhance corporate governance, as the legal requirement demands a minimum level of 30%. In addition, the number of committees increased, whereas board size returned to its initial level in 2007. The separation of the chair of the board and the CEO (duality) increased in 2007 compared to previous years, which strengthened the independence of the board. Noteworthy, the concentration of ownership (HI) declined – but the formation of business groups might have outweighed the decline in ownership concentration. The external governance environment remained almost unchanged. 

(Insert Table 1)
Table 2 displays a correlation matrix of all explanatory variables. Correlation coefficients are low – except the correlation between the degree of regional development (legal) and state intervention. Both variables are positively related with a correlation coefficient of 0.44, which is significantly different from zero. To avoid multicollinearity problems, we use a factor analysis to determine a single factor, which combines both variables. This factor indicates the degree of institutional development in the region (region). To test whether multicollinearity is present, we calculate variance inflation factors (VIF), which measure the impact of multicollinearity on the estimated variance of the coefficient. Firm size has the highest VIF of 1.37 – but still well below the critical value of 2.5 that would indicate multicollinearity.

(Insert Table 2)

5.2 Ordered logit models 

The dependent variable is categorical, as the SZSE defines four categories for different degrees of compliance to mandatory disclosure requirements. Therefore, we apply ordered logit models instead of multivariate regressions that require a continuous dependent variable. The ordered logit models capture six sets of explanatory variables and control variables (size, leverage, ROIC and EV_EBIT) to test the three hypotheses. (A) Based on hypothesis 1, the model includes non-clean audit opinions, cost of audits (audit cost) and a dummy variable for the big five audit firms. (B) Based on hypothesis 2, we consider internal governance measures (HI, D_SOE, pr, committee, board size, duality, independent, group, bank debt, and salary_p). (C) The third model refers to hypothesis 3 and accounts for the external governance environment (b_share, h_share, and region). (D) The fourth specification combines all three hypotheses, and model E controls for industry-specific effects (industry dummies) and time-effects (year dummies).
 To account for an alleged path dependence of disclosure, model F includes the disclosure rank (1 to 4) of the previous year. Controlling for the firm’s past rank differs from previous research. Implementing changes regarding disclosure is a longer process and depends on the organization’s record of disclosure practice. Ignoring serial correlation would bias estimated coefficients and confidence levels. Equation 1 illustrates the model structure of the extended specification (model F). We lag all explanatory variables by one year to ensure weak exogeneity based on the concept of Granger causality. To account for heteroskedasticity, we apply the Huber-White sandwich estimator.
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 (Insert Table 3)

Apart from assessing the partial impacts of individual audit and governance proxies, Table 3 reports F-tests for the three joint hypotheses developed in section three. Apparently, the three hypotheses can be confirmed in all specifications – except in model F that considers the path dependence of the disclosure rank, where hypothesis three cannot be supported. Hence, external governance mechanisms are less relevant in enhancing the compliance to mandatory disclosure requirements.

Moreover, Table 3 shows that auditors were able to detect weak disclosure, for non-clean audit opinions preceded a lower disclosure ranking in the following year. This negative partial impact is consistent across all specifications. Even after considering path dependence, audits were vital to highlight bad practice. Audit costs and the size of the audit firm were not significant factors, which is in line with prior research (Eng and Mak, 2003; Chen and Jaggi, 2000). The control variables reveal a significant and positive impact of firm size on disclosure, which confirms previous studies (see Eng and Mak, 2003, among others). Ownership concentration measured by the standardized Herfindahl index (HI) had a positive impact on disclosure, which is robust across different model specifications. Eng and Mak (2003) do not find a significant relation between block holding and disclosure. Prior research shows a positive impact of state ownership on disclosure (Eng and Mak, 2003). Empirical studies on China exhibit ambiguous findings. Cui (2004) find a positive relationship between disclosure and ownership concentration, Li and Liu (2006) do not detect any impact, Li et al. (2004) contend that there is a u-shaped relationship, whereas Wang and Zhang (2007) uncover an inverted-u-shaped relationship. Concerning the impact of ownership concentration on performance, Wu and Cui (2002) show that concentrated ownership leads to a weaker stock market performance in terms of multiples – but accounting performance seems to be superior. Our findings show that state ownership (D_SOE) reduced compliance, albeit newly privatized companies (pr) did even worse. The latter observation points to the monitoring role of the state and the advantage of administrative governance as discussed by Pistor and Xu (2005). Yet significant and negative coefficients of state ownership and recent privatization vanish after controlling for the path dependence of disclosure (see model F). Recently privatized companies tend to have a low disclosure rank already before privatization. The policy change aimed at increasing the ratio of independent members of the board did not succeed in terms of enhancing mandatory disclosure.
 This result corresponds with prior findings (Eng and Mak, 2003; Ho and Wong, 2001). Choi et al. (2010) using an indirect measure of transparency do not find any effect of the ratio of independent board members on information asymmetry. The external governance environment and in particular the degree of regional development of intermediary institutions (region) had a positive and significant impact on disclosure across all model specifications. To check the model specifications, we conduct likelihood ratio tests (see Table 3; LR Chi2 and associated p-values), which show that all model specifications contain a relevant set of explanatory variables. Considering path dependence leads to a pronounced improvement of model fit indicated by a higher pseudo R-squared. 
5.3 Robustness checks

Thus far, the model assumes that external audit is exogenous or at least weakly exogenous due to using lagged variables. Nevertheless, it seems to be likely that internal governance influences external audit, as companies with good internal governance are more inclined to selected good audit firms (Cohen et al., 2002). Accordingly, the detected impact of external audits on mandatory disclosure might be driven by internal governance mechanisms and not by the quality of external audits. To control for the alleged endogeneity of audit variables, we apply a two-stage model. First, we regress the three audit variables on internal governance variables. Second, we use the residuals (the unexplained components) in the ordered logit models.  

Apart from controlling for endogeneity, we apply a common factor analysis to the internal governance variables. Using common factors serves two purposes. First, we eliminate correlation between internal governance measures, which might lead to multicollinearity. Second, one can argue that combining internal governance mechanisms reveals the actual impact on disclosure compared to studying isolated partial impacts. Based on the internal governance measures, we determine the number of factors (indices) required to capture the information content of the individual variables. We determine the eigenvalues of the respective factor and plot the eigenvalues against the number of factors (scree plot). The eigenvalues decline rapidly and fall below one after including three factors. Information criteria, namely Akaike and Bayesian Schwarz, confirm the choice of three factors. Hence we use three factors that are uncorrelated by construction to capture the internal governance mechanisms. Based on factor analysis, we derive factor scores for every observation, which enter the ordered logit models as explanatory variables. All three factors (labeled indices) exhibit an upward trend, which indicates that internal governance has improved in China. We re-estimate the ordered logit models using the three factors. We also conduct a two-stage approach to account for the alleged endogeneity of audit variables. Table 4 reports both model extensions.

(Include Table 4)

Specification G shows the results after replacing the individual internal governance variables with the three factors (model C). The results do not change, as internal governance factors (the three indices) have explanatory power. Improved governance leads to better compliance. Specification H also considers the endogeneity of audit variables and uses the three internal governance indices. Moreover, specification I uses the individual internal governance measures (as used in model F) – but applies a two-stage model to control for the endogeneity of the audit variables. Even after considering endogeneity and using a common factor analysis, we confirm that external audits make a valuable contribution to enhancing compliance to mandatory disclosure requirements.
Furthermore, we address the possibility of time-varying parameters by considering interaction terms between the explanatory variables and year dummies. We use F-tests to conduct a joint hypothesis test that the parameters are constant over time. We also determine the partial impacts (coefficients) of explanatory variables for different time periods. Table 5 summarizes the analysis and highlights that the partial impacts change over time. Firm size and profitability show significant effects in all time periods, whereas the impact of financial leverage is only relevant in 2002 and 2007. Interestingly, the importance of internal governance mechanism and external audits seems to decline since 2005, which coincides with the slowdown of privatization.
(Include Table 5)

6. Discussion 
The study uses a direct measure of compliance to mandatory disclosure requirements of Chinese companies listed on the SZSE. We test three hypotheses related to the role of external audits, internal governance mechanisms and the external governance environment. Compared to previous studies, the empirical model also accounts for path dependence of disclosure practice, for firms’ past disclosure ranking influences future rankings. In addition, we consider the endogeneity of external audits, as firms with sound internal governance tend to hire good auditors. Testing the first hypothesis shows that audits and in particular non-clean audit opinions play a vital role in assessing a firm’s mandatory disclosure practice. Therefore, the results do not confirm the pessimistic view of DeFond et al. (2000), who contend that auditors are less effective and lack independence in China. Moreover, Wang et al. (2008) argue that the quality of audits is lower in the case of smaller audit firms. Moreover, Wang and Chen (2004) found that firms audited by the big five audit firms had better transparency measured by the quantity of accounting information provided. Yet, the paper shows that the size of audit firm does not influence mandatory disclosure. Interestingly, the majority of papers do not include variables that test the impact of external audit on corporate governance in China (Bai et al., 2004; Choi et al., 2010; Qi et al., 2000; Singh and Gaur, 2009).

The second hypothesis tests the importance of internal governance and underlines that state ownership reduced compliance to mandatory disclosure requirements. Although recently privatized firms seem to do even worse, the effect disappears after accounting for the firm’s past disclosure ranking. Consequently, the findings do not support prior research on transition economies that show that privatized firms exhibit more governance problems (Kaufmann and Siegelbaum, 1997). Interestingly, the study shows that ownership concentration enhances disclosure, which needs to be interpreted in the context of emerging economies. Apparently, a system that lacks developed external markets might benefit from principal shareholders that exercise effective control (Khanna and Palepu, 2000). The third hypothesis analyses the role of the external governance environment, which is relevant in improving disclosure. In particular, the degree of regional development of intermediary institutions contributes to better compliance. Cross-listing, however, does not affect mandatory disclosure, which contradicts previous findings based on voluntary disclosure (Bai et al, 2004). Moreover, firm size is a fundamental control variable, for larger firms tended to exhibit higher disclosure rankings. Empirical cross-country studies also show that larger firms have better transparency (Durnev and Kim, 2005). However, their study only includes a small number of Chinese firms (25 observations), and they acknowledge that there is substantial within country variation. 
Based on the findings, we formulate tentative policy recommendations. The decline of mandatory disclosure since 2005 coincides with the slowdown of privatization. In addition, internal corporate governance and external audit lost their significant impact on compliance (see Table 5). Thus, there is a need for sustained corporate governance reforms and further privatization. China needs to maintain the momentum of market reforms and further improve the external governance environment. 
The main limitation of the study is to rely on a transparency indicator from a secondary source. Of course, this limitation is similar compared to other direct measures of voluntary disclosure published by the Association for Investment Management and Research (AIMR) or other organizations (Eng and Mak, 2003). From our perspective, analyzing voluntary disclosure seems to be of limited use in the case of transition economies, as mandatory requirements are not fulfilled, which poses a more serious risk to investors.   
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Table 1: Descriptive statistics

	
	Mean or median over time
	Observations over time

	year
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	Total

	disclose
	2.47
	2.58
	2.66
	2.71
	2.76
	2.71
	2.65
	468
	467
	464
	456
	495
	489
	485
	3324

	non clean
	0.11
	0.10
	0.05
	0.08
	0.09
	0.06
	0.06
	1079
	1144
	1206
	1293
	1279
	1268
	1277
	8546

	big five
	0.06
	0.06
	0.06
	0.05
	0.05
	0.05
	0.05
	1076
	1138
	1205
	1280
	1279
	1267
	1261
	8506

	audit cost
	0.43
	0.41
	0.42
	0.40
	0.42
	0.45
	0.48
	1055
	1124
	1155
	1206
	1146
	1045
	943
	7674

	size
	20.91
	20.99
	21.10
	21.13
	21.20
	21.33
	21.45
	1077
	1140
	1200
	1291
	1279
	1259
	1264
	8510

	leverage
	0.80
	0.86
	1.00
	1.08
	1.18
	1.30
	1.21
	1076
	1140
	1197
	1266
	1272
	1258
	1263
	8472

	bank debt
	0.50
	0.49
	0.49
	0.44
	0.42
	0.37
	0.35
	995
	1044
	1091
	1222
	1207
	1159
	1159
	7877

	salary_p
	0.38
	0.60
	0.75
	0.85
	0.88
	0.95
	2.58
	912
	1105
	1162
	1266
	1272
	1245
	1251
	8213

	ROIC
	9.63
	7.44
	7.05
	6.56
	5.61
	6.48
	2.81
	1077
	1140
	1200
	1290
	1279
	1259
	1259
	8504

	EV_EBIT
	2.70
	2.55
	2.36
	2.15
	2.01
	1.84
	1.82
	1076
	1140
	1197
	1266
	1272
	1257
	1258
	8466

	committee
	0.00
	1.04
	1.70
	2.10
	2.95
	3.48
	3.66
	1079
	1143
	1204
	1286
	851
	594
	850
	7007

	board size
	9.34
	9.78
	9.82
	9.69
	9.60
	9.43
	9.35
	1075
	1138
	1198
	1290
	1273
	1258
	1240
	8472

	duality
	11.49
	9.89
	9.89
	12.14
	11.26
	11.70
	13.06
	1079
	1143
	1203
	1293
	1252
	1256
	1248
	8474

	independent
	7.63
	24.93
	32.93
	34.31
	34.82
	35.21
	33.39
	1074
	1139
	1198
	1289
	1274
	1254
	1243
	8471

	group
	52.00
	52.01
	52.90
	53.67
	53.87
	53.86
	53.73
	1075
	1144
	1206
	1293
	1279
	1268
	1275
	8540

	HI
	0.31
	0.30
	0.28
	0.27
	0.25
	0.19
	0.19
	1077
	1144
	1206
	1275
	1279
	1263
	1264
	8508

	intervention
	6.69
	6.70
	6.71
	6.74
	6.75
	6.75
	6.75
	1071
	1136
	1198
	1285
	1272
	1259
	1263
	8484

	legal
	5.79
	5.79
	5.79
	5.79
	5.80
	5.79
	5.80
	1071
	1136
	1198
	1285
	1272
	1259
	1263
	8484

	b_share
	7.88
	7.17
	6.80
	6.26
	6.25
	6.16
	6.30
	1079
	1144
	1206
	1293
	1279
	1266
	1270
	8537

	h_share
	1.85
	1.92
	1.99
	2.01
	1.95
	1.97
	1.97
	1079
	1144
	1206
	1293
	1279
	1266
	1270
	8537

	D_SOE
	70.76
	71.24
	67.50
	61.41
	50.04
	50.16
	50.04
	1019
	1144
	1206
	1293
	1279
	1268
	1275
	8484


Table 2: Correlation matrix
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1. non clean 1.00

2. big five -0.01 1.00

3. audit cost -0.010.28* 1.00

4. size -0.09*0.26*0.32* 1.00

5. leverage 0.14* -0.02 0.00 -0.02 1.00

6. bank debt 0.05*-0.10* -0.02-0.11* 0.01 1.00

7. salary_p 0.01 0.01 -0.02-0.08* 0.00 0.02 1.00

8. ROIC -0.01 0.01 0.00 0.00 0.00 -0.01 0.00 1.00

9. EV_EBIT -0.02 0.01 0.00 0.01 -0.01 0.01 0.01-0.03* 1.00

10. committee -0.08* 0.00 0.010.16*0.04*-0.07*0.05* 0.00 -0.01 1.00

11. board size -0.03*0.09*0.08*0.21*-0.04* -0.02 -0.01 0.020.03*0.06* 1.00

12. duality 0.02 0.00 -0.01-0.05*0.03* 0.020.03* 0.00 -0.02 0.00-0.04* 1.00

13. independent -0.07 0.03 0.020.12*0.03*-0.07*0.06* 0.01 0.000.42*-0.06* 0.02 1.00

14. group -0.05* -0.020.05*0.13*-0.03* 0.02-0.04* 0.01 -0.01 0.02 0.00-0.09* 0.02 1.00

15. HI -0.07*0.08*0.06*0.21*-0.07*-0.09*-0.08* 0.00 0.01-0.11* 0.02-0.08*-0.06*0.23* 1.00

16. intervention 0.000.05* 0.030.03* -0.02-0.04*0.03* 0.00 -0.01 -0.01-0.03* 0.020.03* 0.01-0.04* 1.00

17. legal 0.03*0.10*0.09*0.16* -0.01-0.07*0.03* 0.01 0.01-0.05* 0.00 0.020.04* -0.02 0.020.44* 1.00

18. b_share 0.04*0.22*0.07*0.11* 0.01 -0.01 0.00 0.00 -0.01-0.04* 0.02 -0.01 -0.010.04*-0.07*0.14*0.19* 1.00

19. h_share 0.020.36*0.33*0.21* 0.00-0.07* -0.02 0.00 0.000.04*0.07*-0.05*0.06* 0.010.09*0.04*0.05*-0.04* 1.00

20. D_SOE -0.03* -0.02 0.020.14*-0.03* -0.02-0.04* 0.00 0.01-0.06*0.10*-0.07*-0.11*0.12*0.27*-0.08*-0.06* 0.02 -0.01 1.00


Stars indicate significance on the 95% level of confidence.

Table 3: Ordered logit models

	Model
	A
	B
	C
	D
	E
	F

	size
	0.3615***
	0.3588***
	0.4224***
	0.3652***
	0.3779***
	0.2372***

	leverage
	-0.0147***
	-0.0114**
	-0.0143**
	-0.0105***
	-0.0098**
	-0.0043

	ROIC
	0.0010**
	0.0012**
	0.0011***
	0.0010**
	0.0009*
	0.0003

	EV_EBIT
	-0.0017
	-0.0013
	-0.0021
	-0.0016
	-0.0016
	-0.0010

	non clean
	-1.6413***
	-
	-
	-1.6649***
	-1.7410***
	-1.3988***

	big five
	0.2872
	-
	-
	0.0174
	-0.0593
	-0.0512

	audit cost
	-0.0679
	-
	-
	-0.1243
	-0.1272
	-0.0138

	HI
	-
	1.2157***
	-
	1.1053***
	1.1905***
	1.0106***

	D_SOE
	-
	-0.1745*
	-
	-0.2086*
	-0.2441**
	-0.1112

	pr
	-
	-0.3981***
	-
	-0.3527***
	-0.3729**
	-0.1362

	committee
	-
	0.0535**
	-
	0.0577**
	0.0749***
	0.0603**

	board size
	-
	0.0552***
	-
	0.0653***
	0.0609***
	0.0364*

	duality
	-
	-0.0026**
	-
	-0.0020
	-0.0018
	-0.0013

	independent
	-
	0.0102***
	-
	0.0054
	0.0083
	0.0088

	group
	-
	-0.0007
	-
	-0.0013
	-0.0009
	-0.0009

	bank debt
	-
	-0.8036***
	-
	-0.8598***
	-0.9544***
	-0.7348***

	salary_p
	-
	-0.0123**
	-
	-0.0125**
	-0.0127**
	-0.0062

	region
	-
	-
	0.1371***
	0.1409***
	0.1343***
	0.0669*

	b_share
	-
	-
	-0.0004
	-0.0002
	-0.0002
	-0.0004

	h_share
	-
	-
	-0.0035
	-0.0025
	-0.0015
	-0.0023

	dis_1
	-
	-
	-
	-
	-
	-4.7281***

	dis_2
	-
	-
	-
	-
	-
	-3.4177***

	dis_3
	-
	-
	-
	-
	-
	-2.3015***

	dis_4
	-
	-
	-
	-
	-
	-0.4437

	year 2002
	-
	-
	-
	-
	0.5093*
	0.7605***

	year 2003
	-
	-
	-
	-
	0.3402
	0.4956**

	year 2004
	-
	-
	-
	-
	0.4528**
	0.4835**

	year 2005
	-
	-
	-
	-
	0.5983***
	0.4895**

	year 2006
	-
	-
	-
	-
	0.2003
	0.1120

	Observations
	2721
	2214
	2822
	2126
	2126
	2116

	LR Chi2
	268.03
	203.54
	151.78
	331.66
	374.34
	730.82

	P-value
	0.00
	0.00
	0.00
	0.00
	0.00
	0.00

	Pseudo R-squared
	0.05
	0.04
	0.03
	0.07
	0.08
	0.16

	F-tests for joint hypotheses: Chi-square test statistic

	Hypothesis 1
	134.75***
	-
	-
	109.95***
	114.56***
	63.98***

	Hypothesis 2
	-
	 80.96***
	-
	64.61***
	67.41***
	35.93***

	Hypothesis 3
	-
	-
	 25.19***
	18.52***
	16.20***
	3.64


 *** p<0.001, ** p<0.01, * p<0.05

Table 4: Common factors and two-stage least squares

	Model
	G
	H
	I

	size
	0.4045***
	0.4187***
	0.3081***

	leverage
	-0.0137**
	-0.0142***
	-0.0057

	ROIC
	0.0024**
	0.0022***
	0.0012***

	EV_EBIT
	-0.0052
	-0.0033
	-0.0021

	non clean
	-
	-1.6424***
	-1.4628***

	big five
	-
	0.1869
	-0.0091

	audit cost
	-
	-0.1500
	-0.0989

	index 1
	0.0079
	0.0193
	-

	index 2
	0.2182***
	0.2042***
	-

	index 3
	0.0711*
	0.0634
	-

	HI
	-
	-
	1.1093***

	D_SOE
	-
	-
	-0.1855

	pr
	-
	-
	-0.2760*

	committee
	-
	-
	0.0735**

	board size
	-
	-
	0.0287

	duality
	-
	-
	-0.0015

	independent
	-
	-
	0.0057

	group
	-
	-
	-0.0014

	bank debt
	-
	-
	-0.6387***

	salary_p
	-
	-
	0.0004

	region
	-
	-
	0.0492

	b_share
	-
	-
	-0.0008

	h_share
	-
	-
	-0.0013

	dis_1
	-
	-
	-4.5311***

	dis_2
	-
	-
	-3.2673***

	dis_3
	-
	-
	-2.1542***

	dis_4
	-
	-
	-0.1796

	year 2002
	-
	-
	0.7639**

	year 2003
	-
	-
	0.5464**

	year 2004
	-
	-
	0.5893**

	year 2005
	-
	-
	0.6365**

	year 2006
	-
	-
	0.0649

	Observations
	1768
	1704
	1698

	LR Chi2
	139.34
	222.05
	626.19

	P-value
	0.00
	0.00
	0.00

	Pseudo R-squared
	0.04
	0.06
	0.17


*** p<0.001, ** p<0.01, * p<0.05

TABLE 5: Time-varying parameters

	
	non clean
	
	size
	
	leverage
	

	year
	lower
	upper
	lower
	upper
	lower
	upper

	2002
	-2.19*
	-0.84*
	0.31*
	0.57*
	-0.11*
	-0.03*

	2003
	-2.07*
	-0.46*
	0.31*
	0.57*
	-0.02
	0.00

	2004
	-2.31*
	-1.03*
	0.32*
	0.58*
	-0.07
	0.05

	2005
	-3.58*
	-1.97*
	0.33*
	0.59*
	-0.10
	0.03

	2006
	-2.76
	1.07
	0.31*
	0.56*
	-0.15*
	-0.03*

	2007
	-2.98
	5.34
	0.30*
	0.55*
	-0.02
	0.00

	
	ROIC
	
	index2
	
	
	

	year
	lower
	upper
	lower
	upper
	
	

	2002
	0.00*
	0.01*
	0.09*
	0.53*
	
	

	2003
	0.00*
	0.02*
	0.10*
	0.50*
	
	

	2004
	0.00*
	0.00*
	0.00*
	0.34*
	
	

	2005
	0.00*
	0.01*
	-0.15
	0.33
	
	

	2006
	0.02*
	0.04*
	-0.32
	0.42
	
	

	2007
	0.00*
	0.00*
	-0.48
	0.21
	
	


Stars indicate significance on the 95% level of confidence.

Appendix

Definition of variables

	Variable name
	Group
	Definition

	disclose
	dependent variable
	Shenzhen Stock Exchange information disclosure quality evaluation: 1 for insufficient (dis_1), 2 for sufficient (dis_2), 3 for good (dis_3), 4 for excellent (dis_4).

	non clean
	audit
	Dummy that indicates non-clean audit reports; 1 for Yes, 0 for No.

	big five
	audit
	Dummy for the top 5 audit firms; 1 for Yes, 0 for No.

	audit cost
	audit
	Cost of audit in million Yuan.

	size
	control
	Natural logarithm of total assets.

	leverage
	control
	Financial leverage is defined as total debt divided by total common equity.

	ROIC
	control
	Return on invested capital defined as net operating profit less adjusted taxes (NOPLAT) divided by invested capital (IC) in per cent.

	EV/EBIT
	control
	We determine the enterprise value (total debt plus market value of equity) and derive the EV/EBIT multiple; compared to other valuation measures the EV/EBIT multiple is not affected by the capital structure of firms.

	intervention
	external governance
	Regional degree of state intervention. A large value indicates a low extent of state intervention in the respective region.

	legal
	external governance
	Development of the regional legal system and intermediary organizations. A large value indicates a high degree of development.

	b_share
	external governance
	Dummy if company issued B-share or not; 1 for Yes, 0 for No.

	h_share
	external governance
	Dummy if company issued H-share or not; 1 for Yes, 0 for No.

	bank debt
	internal governance
	Share of bank finance relative to total debt. 

	salary_p
	internal governance
	Compensation of top three executives relative to profits (EBIT) in per cent.

	committee
	internal governance
	The number of committees.

	board size
	internal governance
	The size of the board of directors.

	duality
	internal governance
	Dummy if the CEO concurrently serves as the chairman of the board of directors; 1 for Yes, 0 for No.

	independent
	internal governance
	The ratio of independent directors.

	group
	internal governance
	Dummy if a business group is the controlling shareholder; 1 for Yes, 0 for No.

	HI
	internal governance
	Standardized Herfindahl Index based on ownership of the 10 largest shareholders; 1 indicates the highest and 0 the lowest level of concentration.


Measures on the Examination of Information Disclosure of Listed Companies, issued by Shenzhen Stock Exchange on May 10, 2001
 

Article 1.


1. These procedures are formulated in accordance with ‘Rules of Shenzhen Stock Exchange on Listing of Stocks’, in order to regulate information disclosure of listed companies, improve its quality, and assess the work of information disclosure by the Board of listed companies and the Secretary of the Board.

Article 2.

2. Shenzhen Stock Exchange takes one year as a test period, and will carry out information disclosure assessment to listed companies over six months.

Article 3. 


3. The assessment of information disclosure of listed companies by Shenzhen Stock Exchange is based on the information disclosure behavior during the year, judging from the timeliness, accuracy, integrality, legality

4. At the same time, the cooperation offered by the listed companies and the Secretary of the Board and the rewards and punishments they received of the year are taken into consideration.

Article 4.


5. When examining the timeliness of the information disclosure of listed companies, the major concerns are the following:

6. Whether to workout and disclose the periodic reports as arranged;

7. Whether to workout and disclose the periodic reports within the statutory time;

8. Whether to report the interim information to Shenzhen Stock Exchange timely in accordance with relevant state laws, regulations, and ‘Rules of Shenzhen Stock Exchange on Listing of Stocks’;

9. Whether to proclaim the interim information to Shenzhen Stock Exchange timely in accordance with relevant state laws, regulations, and ‘Rules of Shenzhen Stock Exchange on Listing of Stocks’.

Article 5.


10. When examining the accuracy of the information disclosure of listed companies, the major concerns are the following:

11. Whether containing the errors about the key words or numbers (including electronic documents) in the proclamation, and the impact of these errors;

12. Whether the proclamation is simple and clear;

13. Whether the proclamation is ambiguous, misleading or has false statements

Article 6. 

14. When examining the integrality of the information disclosure of listed companies, the major concerns are the following:

15. Whether to offer the integrated documents 

16. Whether the format meets the requirements

17. Whether the content is complete and has significant omission.

Article 7.

18. When examining the legality of the information disclosure of listed companies, the major concerns are the following:

19. Whether the content of the proclamation is in line with the laws, regulations, and ‘Rules of Shenzhen Stock Exchange on Listing of Stocks’;

20. Whether the procedures relating to the proclamation is in line with the laws, regulations, and ‘Rules of Shenzhen Stock Exchange on Listing of Stocks’.

Article 8. 

21. When examining the cooperation offered by the listed companies and the Secretary of the Board, the major concerns are the following:

22. The Board can respond the supervision letter and questions of Shenzhen Stock Exchange timely;

23. The Secretary of the Board and the board members attend meeting arrangements timely;

24. The Secretary of the Board should promote the Board to fulfill obligations of information disclose to fulfill obligations

25. The Secretary of the Board keeps in touch with Shenzhen Stock Exchange, and can inform the changes of telephone, fax number timely.

26. The Secretary of the Board can communicate with Shenzhen Stock Exchange actively when abnormity occurred.

27. The Secretary of the Board can participate in the relevant training as required.

28. The Board and the Secretary of the Board can complete the other matters as required.

Article 9. 

29. The rewards and punishments received by the listed companies and the Secretary of the Board are concerned.

30. The times of awards offered by Securities regulatory authorities;

31. The times of punishments offered by China Securities Regulatory Commission;

32. The times of accusation made by Shenzhen Stock Exchange publicly;

33. The times of criticism made by Shenzhen Stock Exchange intramurally;

34. The times of receiving the supervision letter issued by the Administration Department of Shenzhen Stock Exchange.

35. The times of receiving the oral warning made by the Administration Department of Shenzhen Stock Exchange.

Article 10. 

36. The assessment results of the Board and the Secretary of the Board will be informed to the Board of listed companies within a month after the year, and as the basis for carrying out the punishment to listed company and the Sectary of the Board.

Article 11.

37. Shenzhen Stock Exchange is responsible for the interpretation of these Procedures. 

Article 12. 

38. These procedures come into effect as of the date of promulgation.

Release Date: May 10, 2001             Implementation date: May 10, 2001

* Lei Gao, School of Finance, Nanjing Audit University, Nanjing, 210044, PR China, E-mail: � HYPERLINK "mailto:drgaolei@126.com" ��drgaolei@126.com�, Phone: 0086-(0)25-58699840, Fax: 0086-(0)25-58731549


** Gerhard Kling (corresponding author), School of Management, University of Southampton, Highfield, Southampton SO17 1BJ, UK, E-mail: � HYPERLINK "mailto:g.kling@soton.ac.uk" ��g.kling@soton.ac.uk�, Phone: 0044-(0)23-8059-5427


� The literature review discusses disclosure requirements and its transitions over time in more detail.


� For instance, transparency accounts for 25% of the overall rating by Standard and Poor’s.


� The State Economic System Reform Commission was the most influential think tank in China at the beginning of the reform process.


� They used state ownership and squared state ownership to mimics the u-curved relationship of state ownership found in other studies.


� In addition, they should pool their data set and should not report their results for different years separately.


� Another piece of evidence is that our models (see Table 3) did not find any benefit of state ownership.


� Apart from bank debt and a small amount of corporate bonds, trade credit and leases provide additional funding.


� Table 5 does not report the coefficients for industry dummies – but results are available from the authors.


� We refer to the Guidelines for Introducing Independent Directors to the Board of Directors of Listed Companies, issued on 16th August 2001 by the CSRC.
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