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Abstract
A large body of finance literature has documented that investors succumb to behavioral biases in making their investment decisions in the U.S. and other developed stock markets. This paper extends the literature by examining trading behavior and performance of individual investors in the emerging China’s stock market using the monthly categorized ownership data uniquely available from the Shanghai Stock Exchange (SHSE). Broadly consistent with the evidence in developed markets, we find that Chinese individual investors tend to be overconfident (namely, they trade excessively and hold risky stocks), engaged in feedback trading, and predisposed to sell past outperforming stocks and hold on to past losers. We also report that stocks individual investors buy underperform those that they sell by 1.8% - 4% for different size and BM-based portfolios on the market-adjusted basis over the subsequent six months.   
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1.
Introduction

Behavioral finance theories contend that investors in financial markets do not always behave rationally. Moreover, the departures from full rationality assumed by conventional finance theories are often systematic. This has motivated substantial empirical research over the past decades to understand how investors actually behave, what affects their trading decisions, and how they perform. Answers to such questions are central to understanding the process of asset price formation and the relevance of behavioural biases in asset pricing. 
Extant research has predominantly analyzed the behavior and performance of institutional investors in equity markets, in particular, mutual funds (e.g., Grinblatt et al., 1995; Wermers, 1999; Nofsinger and Sias, 1999; Sias et al., 2001). Recently, researchers have also examined the behaviour and performance of individual investors. Odean (1999) and Barber and Odean (2000, 2001) analyze a large sample of U.S. households, find that individual investors have a tendency to trade excessively and hold high risk portfolios. Odean (1999) also finds that investors have a tendency to sell winners too early and hold on to losing investments. These findings are consistent with the predictions of behavioural finance theory that investors are often overconfident and display the “disposition effect”. Dhar and Kumar (2002) investigate the price trends of stocks brought by over 62,000 households at a U.S. discount brokerage and find investors tend to engage in feedback trades.
A few studies have also explored the investor behavior and performance of investors in markets outside the U.S. Grinblatt and Keloharju (2000, 2001) investigate the trading behavior of Finnish individual stock investors and report that sophisticated investors (foreign investors in their case) are more likely to follow momentum trading strategies and less likely to be inclined towards a home bias. In contrast, domestic investors are contrarians and disposed to sell past winners and buy past losing stocks. Thus, sophistication seems to reduce the “disposition effect”. Kim and Nofsinger (2003) study Japanese individual investors’ trading activities using market level data, and report that Japanese investor as an aggregate own risky and high book-to-market stocks, trade frequently, make poor trading decisions, and buy past winners. Feng and Seasholes (2003) analyze investor behavior in the emerging China’s market using account level data, and find that purchases and sales of Chinese investors are highly correlated. Feng and Seasholes conclude that their results are in line a rational expectations model of heterogeneously informed traders.

This paper contributes to the extant literature by investigating the behavior and performance of individual investors in the emerging China’s market using the market level data uniquely available from the Shanghai Stock Exchange (SHSE). The dataset consists of monthly aggregate stock holdings by individual and institutional investors for each firm listed on the SHSE over the February 2000 - June 2002 interval. An analysis of market level data at monthly intervals allows us to understand investor behavior and performance more accurately than that using data at quarterly or annual intervals in previous studies.
 Hirshleifer (2001) and Daniel et al. (2001) argue how cognitive biases can affect the aggregate market, and thus, investor behavior can be better inferred from market level data, while individual portfolio data may be subject to selection biases. In addition, studying the behavior and performance of Chinese investor behavior is interesting for the following reasons. First, previous research has provided important insights on investors’ trading behavior in developed stock markets, while this study allows for an understanding of how individual investors behave in an emerging market with the representative Asian culture – the China’s stock market. Second, unlike other stock markets that are dominated by institutional investors, Chinese individual investors own more than 90% of tradable shares of a typical listed company.
 The dominance of unsophisticated individual investors provides an interesting setting for an empirical test of behavioral finance theories. Third, stocks of Chinese listed companies have notoriously low float ratios. The average float ratio for the SHSE listed companies in June 2002 was 36%, as contrasted with the average float ratios of 86% and 78% in developed and emerging markets respectively.
 Low float together with the prohibition of short sales in China’s stock market allows for a test of the overconfidence theory of Hong et al. (2004) that low float ratio in a market with short sales constraints fosters overconfidence and results in price bubble. 

To study the behavior and performance of individual investors, we examine the level as well as the change of individual ownership to detect the behavioral and performance of individual investors. We find that higher levels of individual ownership or large increases in individual ownership are related to stocks with higher risk (smaller firm size, higher beta, and higher volatility), lower returns over the previous 3 and 6 months, higher book-to-market ratios (“value” stocks), higher float ratios, and higher turnover. We also report that stocks with lower individual ownerships or experiencing larger decreases in individual ownership are associated with higher market-adjusted returns than those with higher individual ownerships or larger increases in individual ownership. Stocks that individual investors sold outperform those investor bought by 1.8% to 4% for various size and BM-based portfolios on the market-adjusted basis over the subsequent 6 months.  

Our results are broadly consistent with the predictions of behavioral finance models that individual investors are overconfident and disposed to selling previously outperforming stocks and holding onto past losing investments. These behavioral biases lead investors to make poor investment decisions, that is, the stocks that investors purchased underperform those investors sold (e.g., Odean, 1998; Grinblatt and Keloharju, 2001; and Kim and Nofsinger, 2003).  

 
We further examine the behavior and performance of investors in the bull and bear markets, and find that the level or a change of individual ownership is associated with stronger relations with firm size, BM, float ratio and market adjusted returns in the bull market than in the bear market, that is, individual investors have a stronger tendency to shift their investments to stocks with small firm size, high BM and low float ratios in the bull market than in the bear market. This result appears to be consistent with Gervais and Odean’s (2001) greater overconfidence in a bull market and Hong, Scheinkman, and Xiong’s (2004) greater overconfidence in low float stocks. The greater overconfidence results in worse performance of investors in the bull market than in the bear market. Stocks with the largest increase in individual ownership in the bull market underperform those with the largest decrease in individual ownership by 5.7% on the market-adjusted basis over the subsequent six months, while there is no noticeable difference in stock performance between changes in individual ownership based portfolios in the bear market. Therefore, the evidence from investor behaviour and performance in different market states further reinforces our earlier conclusion that individual investors are subject to behavioural biases in China’s stock market. 
The remainder of this paper proceeds as follows.  We review previous research related to investor behavior and performance in Section 2. Section 3 discusses the data. Section 4 presents our empirical results. In section 5, we examine investor behavior and performance in different market states. The final section concludes.
2.
The Behavior and Performance of Individual Investors

A large body of literature has emerged to address why trades occur and how investors behave. A popular view holds that investors trade to rebalance portfolios (for risk sharing or liquidity needs) and speculate on private information (e.g., Kyle, 1985; Spiegel and Subrahmanyam, 1992; Llorente et al., 2001). Trades can also occur as a result of investors' irrationality, for example, investors are subject to fads or sentiment, overconfidence, and the disposition effect (e.g., De Long et al., 1990; Odean, 1998; Hirshleifer, 2001). 
Importantly, different trading motives predict divergent performance. If an investor trades for hedging reasons, asset prices must decrease (increase) to attract speculators to buy (sell) (e.g., Merton, 1973, 1987; Llorente et al., 2001). If an investor who primarily speculates on private information buys (sells) the asset, reflecting the positive (negative) private information about the asset’s future payoff, the subsequent price will rise (fall) (e.g., Wang, 1994; Llorente et al., 2001). When a trader under-reacts (over-reacts) to news, he/she tends to buy past winners (losers), and the resultant asset prices exhibit momentum (reversals) (e.g., Jegadeesh and Titman, 1993; Lakonishok et al., 1992; Hong and Stein, 1999). If an investor is overconfident, he/she is often certain of his/her ability, underestimates the risks, which leads him/her to trade excessively, own risky assets, causing market prices to be different from their fundamental values (De Long et al., 1990; Odean, 1998). If investors have a tendency of recognizing immediately in their mental accounts but postponing acknowledging their bad decisions, they may sell stocks that have performed well and hold on poorly performing stocks, namely, the “disposition effect” (Odean, 1998; Hirshleifer, 2001). An important consequence of behavioral biases is the poor performance of investment decisions. Another important empirically observable phenomenon is the impact of behavioural biases on the aggregate market (e.g., return predictability, high turnover). Daniel et al. (2001), Gervais and Odean (2001) and Hirshleifer (2001) make predictions of how cognitive biases can affect the behaviour of aggregate market. 

Asset float ratio may also affect asset price behaviour and the trading decision of investors. Hong et al. (2004) present a model in which investors with heterogeneous beliefs duo to overconfidence and short-sales constraints are willing to pay a higher price than the fundamental value as they anticipate finding a buyer willing to pay a even more higher price in the future. As a result, there exists a bubble component in asset price. This model also predicts that the lower the float ratio, the more overconfident the investors are, the large the bubble. If bull market fosters overconfidence, according to Hong et al. (2004), we would expect investors will allocate more investments in low float stocks than in high float stocks, and this behavior is more pronounced in the bull market than in the bear market. 
Over the past few years, researchers have provided some empirical support for the behavioural finance theories via examining the behaviour and performance of individual investors. Odean (1999) analyzes position data of 10,000 discount brokerage accounts maintained by a national wide brokerage in the U.S. He finds that these investors tend to sell more past winners than losers, trade excessively, and their returns are reduced through trading. Statman and Thorely (1999) report that high stock returns are associated with high trading volume in the subsequent periods and the crash of 1987 brought low volume for years afterwards, which is consistent with the overconfidence theory. Barber and Odean (2000, 2001) and Odean (2000) analyze a sample of 78,000 U.S. households and report that investors trade too much and hold high risk portfolios. Bange (2000) reports evidence in line with overconfident behaviour that individuals sell past losers and buy past winners as if past market performance can be extrapolated into the future. The findings of these studies on the U.S. individual investors are consistent with the behavioural hypotheses, namely, overconfidence and the disposition effect.   

Several recent studies extend the analysis of individual investor behavior to markets outside of the U.S and report similar findings. Grinblatt and Keloharju (2000, 2001) find that Finnish domestic investors are engaged in negative feedback trades while foreign investors (sophisticated investors) are inclined to positive feedback trades. Thus, the more unsophisticated the investor is, the more likely he engages in contrarian trading behaviour, and sophistication seems to mitigate the disposition effect. Analyzing annual holdings of individual investors in Japan, Kim and Nofsinger (2003) report that individual investors own risky and high book-to-market stocks, trade frequently, make poor trading decisions, and buy recent winners, and conclude that their findings are consistent with the predictions of overconfidence models. Kim and Nofsinger also show that behavioural biases of Japanese investors are greater in the bull market than in the bear market. 

More recently, Feng and Seasholes (2003) examine brokerage account data in China, and show that individual investors exhibit correlated trading behaviour, and the decision to buy or sell stocks depends on location. Feng and Seasholes contend that their results are consistent with a rational expectations model of heterogeneous informed traders. Chen et al. (2004) study individual account data from a brokerage in China and report that individual investors make poor ex post trading decisions, are more disposed to selling past winners than past losers, and exhibit overconfidence. Moreover, sophisticated investors have a stronger tendency towards behavioural biases, which is in line with Griffin and Tversky’s (1992) psychological evidence that experts are more prone to overreact than others due to greater overconfidence. This study differs from the extant works on investor behavior and performance in the China’s stock market in that we analyze the market level data at monthly intervals, while the previous studies examined data on brokerage accounts of individual investors. 

3.
Data 

We obtain the monthly holdings data that consist of the number of shares held by individuals and institutions for each firm listed on the Shanghai Stock Exchange (SHSE) at monthly intervals from February 2000 to June 2002. The data are kindly provided by the SHSE. In China, an investor or an institution is allowed to open two trading accounts: the SHSE and the SSE (Shenzhen Stock Exchange) accounts that are used to buy or sell shares of firms listed on the SHSE and SSE respectively. The accounts are maintained by the Central Securities Registry Company, Ltd. An individual or an institution can only place order through one branch of a brokerage firm. Institutions are not allowed to open accounts using individual identity. Thus, the ownership of shares can be cleanly separated by individuals or institutions.
 In our dataset, the ownership by type of investor (individuals or institutions) is recorded on the 15th of each month. We also collect data on monthly stock returns, financial statements, trading activity (turnover) for each firm over the sample period from the China Stock Market & Accounting Research Database (CSMAR). 
 Shares of a typical firm in China’s stock market are split into state shares, legal-entity shares, and tradable shares, with the restriction that state and legal-entity shares cannot be traded publicly. State shares are those owned by the central or local government. Legal-entity shares are those held by domestic legal entities (institutions) such as listed companies, SOEs, banks, etc.
 Tradable shares are the only class of shares that can be traded on stock exchanges, and are further classified into tradable A- and B-shares. Tradable A-shares are ordinary shares available exclusively to Chinese citizens and institutions. B-shares were designated for overseas investors prior to opening the market to domestic investors in February 2001. Regardless of share types, each share is entitled to the same cash flow and voting right. Individual ownership data on B-shares are unavailable, and we restrict our analysis to tradable A-shares only. 

We define individual ownership as the fraction of total tradable shares outstanding of a firm owned by individual investors. The change in individual ownership for each month is the individual ownership this month less the ownership in the previous month. Due to the feature of China’s stock market, we measure firm size as the number of tradable shares multiplied by the stock price at the end of previous month, and book-to-market ratio (BM) as the book value of common equity of a firm per share at the end of preceding fiscal year (31 December) divided by the stock price at the end of previous month. Turnover is the number of shares traded in the month divided by total tradable shares outstanding at the end of preceding fiscal year (Wang and Chin, 2004). In addition to firm size, we also use beta and return volatility as measures of risk. Beta is calculated at the beginning of each month by regressing the daily returns of a firm over the previous 6 months on the Shanghai Composite Index return over the same period. Volatility is measured as the average daily standard deviation for each month where the daily standard deviation is computed using daily returns in the previous month. 
Summary statistics for our sample are presented in Table 1. Firm size and BM reported are the figures at the end of June 2002, while other variables represent the statistics over the sample period. Our sample consists of 402 firms in June 2002. Table 1 shows that individual investors clearly dominates the market, owning about 93% of a firm’s total tradable shares outstanding, on average. The average individual ownership remains relatively stable over our sample period, with a standard deviation of 0.1% per month. The minimum and maximum individual ownership are 17.7% and 100% respectively. The average change in monthly ownership over the sample period is only 0.13%, and the change of individual ownership also displayed no noticeable time trend and fluctuated between -1.4 to 1.8%. The average market capitalization of the tradable shares in our sample at the end of June 2002 was 1.35 billion RMB, and the mean beta and volatility were 0.99 and 2.43% respectively. The average tradable book-to-market ratio was 0.79. There exhibits a high turnover in China’s stock markets. The average monthly turnover was as high as 26% and the average value-weighted return of stocks over our sample period was 0.65%.  These findings are comparable to those reported in Wang and Chin (2004).

Due to widespread government ownership, Chinese stocks typically have low float ratios. Table 1 shows that the average float ratio over the sample period is about 36%, suggesting that about 64% of total shares outstanding were held by state or legal persons. The float ratio is substantially lower than that in other markets. Dow Jones Research Report (2002) report average float ratios of 86% and 78% in developed and emerging markets, respectively.
[Insert Table 1 about here]

4.
Empirical Findings

4.1.
Levels of Individual Ownership
We start with the analysis of the relationship between individual holdings (i.e., the level of individual ownership) and risk parameters as well as firm characteristics. The results are reported in Table 2. Each month starting in February 2000, we form five equal-size portfolios based on the level of individual ownership. Quintile 1 contains one-fifth of firms with the lowest individual ownership and quintile 5 contains one-fifth of firms with the highest individual ownership. The risks and characteristics of these portfolios are reported in Table 2. Table 2 indicates that individual investors own, on average, 78.5% of tradable shares of a firm for the lowest individual ownership quintile (quintile 1). In the portfolio of firms with highest individual ownership, individual investors own 99.3% of tradable shares of a firm, on average. The second to fourth rows of Table 2 report risk measures for individual ownership-based portfolios. There is a monotonic relation between the level of individual ownership and firm size. The average size of firms with lowest individual ownership is 2,010 million RMB, while that with highest ownership is 1,021. t-statistics indicate that the difference in firm size between lowest and highest levels of ownership is significant. This finding is in line with that of Lakonishok et al. (1992) and Gompers and Metrick (2001) that there is a strong positive relationship between firm size and institutional ownership in the U.S. equity markets. We also observe that beta and return volatility are in general lower for the quintiles with lower individual ownership than those with higher individual ownership, and the difference between quintiles 1 and 5 is statistically significant for both beta and volatility. This result suggests that Chinese individual investors tend to hold risky stocks. Table 2 also shows that the mean return in the current month to quintile 1 is 0.31%, while the mean return to quintile 5 is 0.79%, but the difference in mean returns for the two portfolios are not statistically significant. The mean (holding period) returns in the previous 3 and 6 months to quintile 1 are 5.25% and 9.69% respectively, while those to quintile 5 are 2.20% and 2.35% respectively. Thus, stocks that individual investors own more earn significantly lower returns than those individual investors own less, on average. Focusing on the relation between the level of individual ownership and returns in the following 3 and 6 months in rows 5 and 6, we observe that the mean portfolio return increases monotonically with the level of individual ownership except for the quintile 4, however, the portfolio returns are significantly lower than those in the previous 3 and 6 months. For example, the mean return to the portfolio of firms with lowest individual ownership (quintile 1) over the subsequent 6 months is -3.71%, while the return to the portfolio of firms with highest ownership (quintile 5) over the same period is -0.41%, but the returns are 9.69% and 2.35% respectively over the previous 6 months. 

Table 2 also reports the relations between individual ownership and BM, turnover as well as float ratio. It shows that firms with higher individual ownership are associated with higher book-to-market ratios and turnover ratios than those with lower individual ownership. That is, individual investors tend to favour value stocks and liquid stocks. We also observe that individual investors favour stocks with low float to high float stocks. The mean float ratio for stocks with lowest individual ownership is 39.3%, while the ratio for stocks with highest individual ownership is 32.4%, and the difference in mean float ratios between the highest and lowest individual ownership quintiles is significant at the 1% level. 

Overall, results in Table 2 show that individual investors tend to favour riskier, higher BM (value), higher turnover, and lower float ratio stocks. Individual investors also prefer previously underperforming stocks to previously outperforming stocks. These findings are consistent with the behavioural finance theories that investors tend to hold risky assets and low float stocks, exhibit excessive trading, and are disposed to sell past winners and hold on the losing stocks (the disposition effect). The                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                             se results are broadly consistent with Kim and Nofsinger (2003) on Japanese individual investor behavior. 

[Insert Table 2 about here]

4.2.
Changes of Individual Ownership
To better understand investor behaviour and performance, we further examine how investors make their purchase or sale decisions, that is, how individual investors as an aggregate change their holdings at monthly intervals over the sample period. Table 3 reports the results of changes in individual ownership. We follow the similar method to group individual onwership into five equal-size quintile portfolios and examine risk parameters and firm characteristics vary with changes in individual ownership. The largest monthly decrease in individual ownership (quintile 1) is 2.09%, while the largest increase in ownership (quintile 5) is 2.24%. Consistent with the results in Table 2, we also observe a negative albeit nonmonotonic relation between changes in individual ownership and firm size, beta as well as volatility, and the differences in firm size, beta, and volatility between quintiles 1 and 5 is statistically significant. There is a negative and significant relation between changes in individual ownership and contemporaneous returns, suggesting individual investors tend to shift away from current outperforming stocks to underperforming stocks. The results from previous months’ return analysis strongly confirm the contrarian behaviour of individual investors. The mean returns to the portfolio of firms with the largest decrease in individual ownership are 8% and 11.1% over the previous 3 and 6 months respectively, while the returns to the portfolio of firms with the largest increase in individual ownership are 2.62% and 4.65% over the same period respectively. Thus, individual investors sell past winners and buy past losers, engaging in contrarian investment strategy. Note that individuals have a greater tendency to sell past winners, but stocks with smallest changes in individual ownership (quintile 3) are associated with the lowest past returns, suggesting that individual investors in China have an aversion to realizing losses, preferring to hold on to losers. This finding is consistent with Grinblatt and Keloharju (2000) that domestic investors in Finland negatively feedback trade and pursue contrarian strategies with respect to both near-term and intermediate-term past returns. Kim and Nofsinger (2003) also report that stocks individual investors sold are past winners in the previous year in Japan. The result of selling past winners by individual investors is supportive of the disposition effect of (Shefrin and Statman, 1985), which predicts the selling of past winners so that investors can realize gains and feel pride, while holding their losing investment to avoid regret. Odean (1998) provides empirical support for the disposition effect in the U.S. market. Similar evidence for investor behaviour is also reported in Bange (2000), Grinblatt and Keloharju (2000) and Nofsinger and Sias (1999).

It is likely that investors sell winners more readily than losers as they believe that their winner and loser stock returns will mean revert. Contrary to this conjecture, the average future performance of the portfolio with a large decrease in individual ownership is significantly better than that of the portfolio with a large increase in individual ownership. The mean returns to quintile 1 over the subsequent 3 and 6 months are 1.19% and –1.35% respectively, however, the returns to quintile 5 over the same periods are –1.29% and -5.52% respectively. Therefore, the result that stocks investors sold significantly outperform those they purchased suggests that Chinese individual investors make poor investment decisions. Kim and Nosfinger (2003) also report similar evidence for Japanese individual investors. 

[Insert Table 3 about here]
Table 3 also documents a positive but non-linear relationship between changes in individual ownership and turnover. The average monthly turnover is lowest for quintile 3 and increases when investors either increase their holding or decrease their holdings. The firms with largest increases in individual ownership tend to be more liquid than those with largest decreases in individual ownership. However, there is no noticeable relation between BM and changes in individual ownership and between float ratio and changes in individual ownership. 

We further examine buying and selling behavior and performance of individual investors after controlling for two of most important firm characteristics found in the previous literature: firm size and book-to-market. We follow a similar methodology to Fama and French (1992) to form two-sorting portfolios: changes in individual ownership and firm size as well as changes in individual ownership and BM. We begin with the analysis of the relation between changes in investor ownership and stock returns controlling for firm size. For each month between March 2000 and June 2002, we first sort all stocks into five equal-size portfolios based on changes in individual ownership. Within each change in ownership portfolio, stocks are further subdivided into three equal-size portfolios based on their tradable market capitalization as at the end of the previous month.
 This double-sorting procedure results in 15 portfolios. The number of stocks in each size-change in ownership portfolio is approximately 27. Table 4 reports the average monthly market-adjusted returns for the portfolios. The market-adjusted return is calculated as the raw monthly return less the return on the Shanghai A-Shares Composite Index.
Panel A of Table 4 shows that market-adjusted returns in general decrease with the changes in individual ownership. The t-values reported show that the average market adjusted return for quintile 1 is significantly lower than that for quintile 5, however, conditional on changes in individual ownership, the difference in returns between small and large firms is insignificant. Panels B and C show that the mean returns in the previous 3 and 6 months are larger for the portfolios with a larger decrease in individual ownership. Conditional on firm size, the difference in mean returns between quintiles 1 and 5 is positive and significant. Results also indicate that the larger the firm size, the greater the likelihood that individuals negatively feedback trade, although the result is significant only for quintile 1. Our results reconfirm our earlier finding that Chinese individual investors are predisposed to selling winner stocks and holding on to loser stocks, which is consistent with previous studies reporting evidence of contrarian investing by individuals (Odean, 1998; Barber and Odean, 2000; Grinblatt and Keloharju, 2000 and 2001; Kim and Nofsinger, 2003). 

Panels D and E show that conditional on firm size, the subsequent 3- and 6-month returns decrease monotonically with changes in individual ownership, with a few exceptions. The difference in market-adjusted returns between quintiles 1 and 5 is positive and significant except for future 3-month return of small firms and is larger for large firms than for small firms. Stocks that individual investors sold outperformed stocks they purchased by about 2.6%, 3.3%, and 3.9% on average for small, median, and large firms respectively on the market-adjusted basis over the subsequent 6 months. Conditional on changes in investor ownership, the returns to small firms are significantly larger than those for larger firms for all except the quintiles 2 and 3 for the 3-month interval, which is in line with the size effect documented extensively in previous studies (Fama and French, 1993). These findings reinforce our prior result that individual investors have poor stock selection skills.  

[Insert Table 4 about here]
We also examine the relationship between stock returns and investor trading behavior for firms with different levels of book-to-market ratios. Using the same two-pass portfolio sorting procedure as previously, we form 15 (5×3) portfolios based on changes in individual ownership and book-to-market ratios. Table 5 reports the mean market-adjusted returns for the 15 portfolios.

Results in Table 5 show that conditional on BM, there is a negative relation between changes in ownership and contemporaneous as well as the past market-adjusted returns. The difference in mean returns between quintiles 1 and 5 is all positive and significant at the 1% level for contemporaneous, past 3-month and past 6-month returns. Conditional on changes in individual ownership, we also find that low BM stocks significantly outperformed high BM stocks in the previous 3 and 6 months. 

Turning to the future returns for stocks grouped by changes in individual ownership and book-to-market ratio, we observe that stocks that investors sold outperform those they buy or hold on. Conditional on BM, the difference in mean market-adjusted returns between quintiles 1 and 5 is positive and significant except for the low BM firms in the subsequent 3 months. Stocks that individual investors sold outperformed stocks they bought by 3.9%, 3.8% and 1.8% for low-, median-, and high-BM stocks respectively on the market-adjusted basis over the subsequent 6 months. This result reinforces our earlier findings that individual investors have poor market timing and stock selection skills. Conditional on changes in ownership, we also observe that high BM stocks significantly outperform low BM stocks for all except the quintiles 1, 2, and 3 over the 3-month horizon. This suggests that value premiums also exist in China’s stock market, although the magnitude of value premium is smaller than size premium as reported in Table 4.

 [Insert Table 5 about here]
4.3. Investor Behavior and Performance in Different Market States

Overconfidence theories of Daniel, Hirshleifer, and Subrahmanyam (2001) and Gervais and Odean (2001) contend that, due to attribution bias, overconfidence increases after market gains, and thus bull markets foster overconfidence. As a result of overconfidence, the tendency for mispricing fundamentals is greater during bull markets (Daniel, Hirshleifer, and Subrahmanyam, 2001). Therefore, based on the behavioral finance models, we expect that investor behave differently under different market states, which will affect the investor performance and the aggregate market in terms of return behavior and market liquidity. Therefore, we proceed to examine in greater details the behavior and performance of Chinese individual investors in bull and bear markets. Our sample coincidently consists of a period of upward market and a period of downward market. Figure 1 plots the time series of the Shanghai A Share Composite Index over a 4-year period from January 1999 to December 2002.
[Insert Figure 1 about here]

The index displays a general upward trend from January 1999 to June 2001, after which the market declined from its peak. The index increased about 29% over the February 2000 - June 2001 interval and fallen 24% from its peak value in June 2001 till June 2002. Hence, we can describe the period from February 2000 through June 2001 to be a bull market (17 months) and the period from July 2001 through June 2002 (12 months) to be a bear market based on the conventional definition of market states in the finance literature.  
We begin with the analysis of how the level of individual ownership varies with returns and other firm characteristics in bull and bear markets. Similar to Table 2, we analyze risks and firm characteristics for the two subperiods by forming portfolios based on changes in individual ownership. The results are presented in Table 6.
Panel A of Table 6 reports the average level of individual ownership for each portfolio in the bull and bear markets. For the bull market, the mean individual ownership ranges from 77.5% for quintile 1 to 99.13% for quintile 5, while the mean individual ownership varies from 80.9% for quintile 1 to 99.18% for quintile 5 in the bear market. Panel B shows the mean market-adjusted return over the previous 6 months for each ownership- based quintile in the bull and bear markets. The average market-adjusted returns are in general positive with a few exception, however, for both the bull and bear markets, the return to the portfolio of stocks with lower individual ownership is higher than that to the portfolio of stocks with higher individual ownership. The difference in mean returns between quintiles 1 and 5 is significant for both the market states. Panel C shows that individual investors tend to favor small stocks than large stocks, regardless of market state, and the difference in firm size between quintiles 1 and 5 are significant at the 5% level in both bull and bear markets. Note that, conditional on the level of ownership, the difference in firm size is significant for quintile 1 albeit not for quintile 5, suggesting that individual investors favor small firms in the bull market than in the bear market. Panels D and E show that individual ownerships increase with beta and volatility in both the bull and bear markets. The book-to-market effect is shown in Panel F. The mean BM for high investor ownership appears to be higher than that for low investor ownership in the bull market, and the difference in BM between quintiles 1 and 5 is significant at the 1% level. However, the variation in BM across ownership quintiles is small in the bear market. Thus, our result tends to be in supportive of Daniel, Hirshleifer, and Subrahmanyam (2001) that investors may switch from focusing on risk measures to focusing on measures of perceived mispricing (e.g., BM) in a bull market where overconfidence is fostered. Bloomfield and Michaely (2002) find that Wall Street investors view book-to-market ratio as a measure of mispricing, and not risk.  Hence, it is likely that individuals will place greater emphasis on book-to-market ratios in a bull market, and on systematic risk measures in a bear market.

The results in Panels G and H show that mean turnover and float ratio across investor ownership quintiles. Conditional on the level of individual ownership, the average turnover in the bull market is about twice as much as in the bear market. We also observe that in the bull market, the turnover for the quintile with higher ownership is higher than that for the quintile with lower ownership. The difference in mean turnover between quintiles 1 and 5 is significant at the 1% level for the bull market but insignificant for the bear market. Consistent with the result in Table 2, there is a negative relation between float ratio and individual ownership. The difference in mean float ratios between quintiles 1 and 5 is as large as 7.22% and significant in the bull market, but it is only 1.86% in the bear market. In the last Panel, we report the subsequent 6-month mean market-adjusted returns to the ownership portfolios. Consistent with the previous results, the stocks with low investor ownership outperform those with high ownership in both the bull and bear markets. The difference in mean returns over the subsequent 6 months between quintiles 1 and 5 is significant for both the bull and bear markets. The portfolio of stocks with the lowest individual ownership outperforms that with the highest individual ownership by about 3.6% and 6.0% in the bull and bear markets respectively on the market-adjusted basis over the subsequent 6 months. 

[Insert Table 6 about here]

We also examine changes in individual ownership in different market states using the same two-pass sorting technique as previously. The results are reported in Table 7. Panel A  of Table 7 shows that changes in investor ownership vary by 5.3% and 3% in the bull and bear markets respectively. Thus, it appears that individual investors as an aggregate are more active in the bull market than in the bear market.

Results in Panel B indicate that the disposition effect persists in both bull and bear markets as individual investors are likely to sell past winners and hold on to past losers in both market states. The difference in mean market-adjusted returns over the previous 6 months between quintiles 1 and 5 is significant for the bull and bear markets. However, it appears investors have a tendency to both sell past winners and buy past winners in the bull market. The past returns of the portfolios with the largest decrease and the largest increase in individual ownership are higher than those of portfolio with the smallest change in ownership in the bull market. However, this is not the case in the bear market. 

Panels C, D, and E report the relation between changes in ownership and risk measures. Compared to the results of level of individual ownership, the relations between changes in ownership and firm size and between changes in ownership and beta in the bull and bear markets become less clear cut. In the bull market, investors tend to both sell large firm stocks and small firm stocks. The mean firm size of stocks that investors buy (quintile 5) is even larger than that of stocks investors sell (quintile 1). The mean beta for the quintile with the largest increase in individual ownership is higher than that for the quintile with the largest decrease in ownership, but the difference in beta between quintiles 1 and 5 is insignificant in both the bull and bear markets. Consistent with Table 6, investors tend to shift their holdings to more volatile stocks in both the bull and bear markets.  

Panel F shows that the difference in mean BM between quintiles 1 and 5 is insignificant for both the bull and bear markets. In Panels G and H, we observe the similar results on the relation between changes in investor ownership and turnover as well as float ratio as reported in Table 6. This confirms our earlier argument that individual investors trade more actively in the bull market than in the bear market, and they have a stronger tendency to shift their stocks from high-float stocks to low-float stocks in the bull market than in the bear market.

The last Panel of Table 7 report the mean market-adjusted returns in the subsequent 6 months for each of the portfolios based on changes in ownership. Similar to the previous findings, the average returns for stocks sold (quintile 1) are significantly lower than those for the stocks purchased, however, superior performance of stocks sold to that of stocks purchased is significant only in the bull market. The difference in mean market-adjusted returns over the subsequent 6 months between quintiles 1 and 5 is 5.7% for the bull market, while there appears no difference in mean returns between the quintiles 1 and 5 for the bear market.

[Insert Table 7 about here]
5.
Conclusions

This study examines the behavior and performance of individual investors in the emerging China’s stock market. China’s stock market has been dominated by over sixty millions of individual investors and the fastest growing stock market in the world over the past decade. Thus, an analysis of behavior and performance of Chinese individual investors serves an excellent out-of-sample test of behavioural finance theories. 

In this study, we analyze both the levels and changes of individual ownership to detect the behavior and performance of individual investors. We find that Chinese individual investors have a tendency to hold stocks with high risk (as measured by firm size, beta, and volatility), high book-to-market ratios, high turnover, and high float ratios. Moreover, individual investors as an aggregate tend to sell stocks that outperformed the market over the previous 6 months, and hold on to the underperforming stocks. However, stocks that are associated with high individual ownership or a large increase in ownership significantly underperform those with low individual ownership or a large decrease in ownership over the subsequent 6 months. Our findings are consistent with the behavorial finance theories that investors are overconfident and display the “disposition effect”. We further examine the investor behavior and performance in different market states to better understand the relevance of behavioral hypotheses in investment decisions and the associated market impact. Results from sub-sample analysis are broadly consistent with the earlier findings. Furthermore, we find that investors are predisposed to sell past winners and hold on to past losers in both the bull and bear markets, however, they appear to be more overconfident in making investment decision in the bull market than in the bear market, that is, investors tend to own (purchase) stocks with relatively higher risk, higher turnover, and lower float ratios in the bull market than in the bear market. 

Consistent with the findings in previous studies (Odean, 1999; Kim and Nofsinger, 2003), Chinese individual investors are subject to behavioral biases in making their investment decisions, in particular, they are overconfident and predisposed to sell previously outperforming stocks and hold on to previous losers. Moreover, consistent with the prediction of Hong et al. (2004), float ratio appears to be an important indicator to detect investor behavior, which has not been formally tested in the previous literature. Our findings in the important emerging market with representative Asian culture suggest that behavioral biases appear to be a universal phenomenon, and thus have important implications for asset pricing theory.
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Figure 1
Shanghai A Share Composite Index (January 1999- December 2002)
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Table 1
Summary statistics (January 2000 - June 2002)

The sample period is from between March 2000 and June 2002, and our sample consists of 402 firms listed on the SHSE. Individual ownership is the number of shares held by individual investors divided by the total number of tradable shares, in percent. The change of individual ownership is defined as the monthly change in individual ownership, in percent. The number of shares held by individual investors is measured on the 15th of each month while all other variables are measured at the end of month.  IRQ denotes the inter-quartile range. Firm size stands for the market value of a firm’s tradable shares, in million RMB. Beta is calculated at the beginning of each month by regressing a firm’s daily returns over the past 6 months on the Shanghai Composite Index returns over the same period. Volatility is measured as the standard deviation of daily returns in the previous month. BM is the book value of common equity per share divided by the stock price, where the book value is the book value of equity of a firm at the end of preceding fiscal year. Turnover is defined as monthly trading volume of all stocks divided by number of tradable shares at the end of the month. Return is the value-weighted return of stocks in the sample. Float ratio is the number of tradable shares divided by the total number of shares outstanding. Firm size and BM are measured at the end of June 2002, and other variables represent the time-series average the sample period. 
	
	Mean 
	Median
	St. Dev.
	Min
	Max
	IQR

	Individual Ownership
	92.95
	96.60
	0.09
	17.70
	100.00
	7.29

	Change in Individual Ownership
	0.13
	0.05
	0.42
	-1.41
	1.75
	0.33

	Firm Size
	1,347
	1,043
	1,070
	165
	9,514
	964

	Beta
	0.99
	1.10
	0.21
	0.32
	1.54
	0.22

	Volatility
	2.43
	2.42
	0.32
	1.44
	6.72
	1.11

	BM
	0.79
	0.63
	0.84
	-2.16
	7.43
	0.50

	Turnover
	25.83
	24.44
	9.30
	6.63
	72.2
	10.82

	Return
	0.65
	0.55
	5.89
	-12.42
	13.43
	8.01

	Float Ratio
	35.92
	36.03
	15.31
	2.40
	100.00
	16.03


Table 2
Level of Individual Ownership and Firm Characteristics

At the end of each month from March 2000, stocks are classified into equal-size quintiles based on the level of individual ownership. Individual ownership is the number of shares held by individual investors divided by the total number of tradable shares, in percent. Firm size stands for the market value of a firm’s tradable shares at the end of previous month, in million RMB. Beta is calculated at the beginning of each month by regressing a firm’s daily returns over the past 6 months on the Shanghai Composite Index returns over the same period. Volatility is measured as the standard deviation of daily returns over the previous month. Return is the mean raw return for each quintile over the respective interval. BM is the book value of common equity per share divided by share price, where book value is the book value of equity of a firm at the end of month. Turnover is defined as monthly trading volume of all stocks divided by number of tradable shares at the end of the month. Return is the value-weighted return of stocks in the sample. Float ratio is the number of tradable shares divided by the total number of shares outstanding. The t-statistic is based on the null hypothesis that the time-series averages of cross-sectional means do not differ across low and high individual ownership quintiles. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels respectively. 

	
	Quintile 1 (Lowest)
	Quintile 2
	Quintile 3
	Quintile 4
	Quintile 5 (Highest)

	Low-High (t-value)

	Individual Ownership
	78.50
	92.52
	96.51
	98.24
	99.27
	-20.77(-58.36)***

	Firm Size
	2,010
	1,539
	1,266
	1,095
	1,021
	989(40.58)***

	Beta
	0.99
	1.01
	1.07
	1.09
	1.07
	-0.08(-3.33)***

	Volatility
	2.30
	2.31
	2.36
	2.44
	2.41
	-0.11(-1.92)*

	Return
	0.31
	0.95
	0.54
	0.81
	0.79
	-0.48(-1.03)

	Return -3
	5.25
	3.74
	2.22
	2.96
	2.20
	3.05(1.99)**

	Return -6
	9.69
	5.67
	3.77
	4.70
	2.35
	7.34(3.28)**

	Return 3
	-0.85
	0.27
	0.31
	0.09
	1.35
	-2.20(-2.15)**

	Return 6
	-3.71
	-3.19
	-1.96
	-2.15
	-0.41
	-3.31(-2.20)**

	BM
	0.65
	0.74
	0.96
	0.89
	0.77
	-0.12(-4.85)***

	Turnover
	22.62
	24.03
	25.16
	26.26
	26.76
	-4.14(2.21)**

	Float ratio
	39.30
	37.83
	34.70
	33.43
	32.42
	6.82(36.87)***

	No of Firms
	81
	80
	80
	80
	81
	


Table 3

Changes of Individual Ownership and Firm Characteristics

At the end of each month from March 2000, stocks are classified into equal-size quintiles based on the change of individual ownership over the previous month. Individual ownership is the number of shares held by individual investors divided by the total number of tradable shares, in percent.  Firm size stands for the market value of a firm’s tradable shares at the end of previous month, in million RMB. Beta is calculated at the beginning of each month by regressing a firm’s daily returns over the past 6 months on the Shanghai Composite Index returns over the same period. Volatility is measured as the standard deviation of daily returns in the previous month. Return is the mean raw return for each quintile over the respective interval. BM is the book value of common equity divided by the market value of tradable shares, where book value is the book value of equity of a firm at the end of previous fiscal year. Turnover is defined as monthly trading volume of all stocks divided by number of tradable shares at the end of the month. Return is the value-weighted return of stocks in the sample. Float ratio is the number of tradable shares divided by the total number of shares outstanding. The t-statistic is based on the null hypothesis that the time-series averages of cross-sectional means do not differ across low and high individual ownership quintiles. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels respectively.
	
	Quintile 1

(Largest decrease)
	Quintile 2
	Quintile 3
	Quintile 4
	Quintile 5

(Largest increase)
	Low-High(t-value)

	Change of Ownership
	-2.09
	-0.20
	-0.01
	0.36
	2.24
	-4.33(-11.39)***

	Firm Size
	1,505
	1,255
	1,266
	1,351
	1,354
	-249(-3.02)***

	Beta
	1.01
	1.05
	1.04
	1.05
	1.06
	-0.05(-1.99)**

	Volatility
	2.38
	2.37
	2.29
	2.34
	2.41
	-0.04(-1.97)**

	Return
	1.79
	1.01
	0.34
	0.26
	0.10
	1.68(3.53)***

	Return -3
	8.00
	3.12
	1.36
	2.46
	2.62
	5.37(8.11)***

	Return -6
	11.09
	5.28
	2.93
	3.84
	4.65
	6.44(6.04)***

	Return 3
	1.19
	0.84
	0.55
	-0.45
	-1.29
	2.48(3.11)***

	Return 6
	-1.35
	-1.75
	-1.78
	-2.80
	-5.52
	4.17(3.23)***

	BM
	0.78
	0.79
	0.86
	0.81
	0.76
	0.02(0.79)

	Turnover
	24.43
	24.22
	21.01
	22.79
	26.28
	-2.15(-2.06)**

	Float
	35.92
	35.48
	35.61
	36.27
	36.43
	-0.49(-1.01)

	No of Firms
	81
	80
	80
	80
	81
	


Table 4

Market-Adjusted Returns to Portfolios Sorted on Changes in Individual Ownership and Firm Size

This table presents average market-adjusted (holding period) returns to portfolios sorted on the change in individual ownership and firm size. Market-adjusted returns are calculated by deducting the returns of the Shanghai Composite index from portfolio returns over the sample holding horizon. To form the portfolio, we first classify stocks into 5 equal-size portfolios based on the change in individual ownership each month, and then group the stocks within each individual ownership quintile into 3 equal-size portfolios based on firms’ market capitalization. Small-Large represents the average market-adjusted returns on the portfolio containing small firms minus the returns on the portfolio containing large firms, with the corresponding t-statistics in parentheses below. The t-statistic is based on the null hypothesis that the time-series averages of cross-sectional means do not differ across the quintiles. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels respectively. 

	
	Quintile 1

(Large decrease)
	Quintile 2
	Quintile 3
	Quintile 4
	Quintile 5

(Large increase)
	Low-High (t-value)

	Panel A: Contemporaneous returns

	Small firm
	0.0123
	0.0058
	0.0033
	0.0000
	0.0002
	0.012(2.29)**

	Median firm
	0.0097
	0.0069
	0.0017
	-0.0024
	0.0021
	0.0076 (1.53)

	Large firm
	0.0209
	0.0101
	0.0017
	0.0032
	-0.0061
	0.0270(4.55)***

	Small-Large
	-0.0086

(-1.08)
	-0.0043

(-0.60)
	0.0015

(0.21)
	-0.0032

(-0.41)
	0.0063

(0.83)
	

	Panel B: Past three returns

	Small firm
	0.0350
	0.0174
	0.0026
	0.0248
	0.0126
	0.0224(2.71)***

	Median firm
	0.0568
	0.0144
	-0.0064
	0.0120
	0.0072
	0.0495(6.78)***

	Large firm
	0.0775
	0.0186
	0.0019
	0.0067
	0.0154
	0.0621(6.39)***

	Small-Large
	-0.0425

(-2.74)***
	-0.0011

(-0.08)
	0.008

(0.05)
	0.0181

(1.50)
	-0.0028

(-0.16)
	

	Panel C: Past 6 Month Return

	Small firm
	0.0478
	0.0363
	0.0261
	0.0357
	0.0292
	0.0201(1.79)*

	Median firm
	0.0741
	0.0259
	-0.0016
	0.0232
	0.0384
	0.0357(3.63)***

	Large firm
	0.1154
	0.0422
	0.0174
	0.0194
	0.0423
	0.0731(6.59)***

	Small-Large
	-0.0675

(-3.90)***
	-0.0059

(-0.38)
	0.0087

(0.42)
	0.0164

(1.01)
	-0.0128

(-0.67)
	

	Panel D: Subsequent 3 Month Returns

	Small firm
	0.0314
	0.0225
	0.0225
	0.0195
	0.0183
	0.0131(1.58)

	Median firm
	0.0187
	0.0157
	0.0132
	0.0058
	-0.0048
	0.0235(2.71)***

	Large firm
	0.0108
	0.0074
	0.0033
	-0.0090
	-0.0223
	0.0331(3.22)***

	Small-Large
	0.0206

(1.83)*
	0.0151

(1.20)
	0.0193

(1.31)
	0.0285

(2.23)**
	0.0406

(3.01)***
	

	Panel E: Subsequent 6 Month Returns

	Small firm
	0.0577
	0.0495
	0.0379
	0.0419
	0.0319
	0.0258(2.34)**

	Median firm
	0.0275
	0.0289
	0.0277
	0.0184
	-0.005.
	0.0325(2.74)***

	Large firm
	-0.0008
	-0.0071
	-0.0059
	-0.0183
	-0.0394
	0.0387(2.93)***

	Small-Large
	0.0585

(3.39)***
	0.0565

(3.55)***
	0.0438

(2.39)**
	0.0602

(3.39)***
	0.0714

(3.69)***
	


Table 5

Market-Adjusted Returns to Portfolios Formed on Changes in Individual Ownership and Book-to-Market Ratio

This table presents average market-adjusted (holding period) returns to portfolios sorted on the change in individual ownership and book-to-market ratio (BM). Market-adjusted returns are calculated by deducting the returns of the Shanghai Composite index from portfolio returns over the sample holding horizon. To form the portfolio, we first classify stocks into 5 equal-size portfolios based on the change in individual ownership each month, and then group the stocks within each individual ownership quintile into 3 equal-size portfolios based on firms’ BM. BM is the book value of common equity divided by the market value of tradable shares, where book value is the book value of equity of a firm at the end of previous fiscal year. Small-Large represents the average market-adjusted returns on the portfolio containing small firms minus the returns on the portfolio containing large firms, with the corresponding t-statistics in parentheses below. The t-statistic is based on the null hypothesis that the time-series averages of cross-sectional means do not differ across the quintiles. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels respectively. 

	
	Quintile 1

(Large decrease)
	Quintile 2
	Quintile 3
	Quintile 4
	Quintile 5

(Large increase)
	Low-High

(t-value)

	Panel A: Contemporaneous returns

	Low BM
	0.0222
	0.0106
	0.0057
	0.0045
	0.0034
	0.0188(2.85)***

	Median BM
	0.0160
	0.0039
	0.0011
	-0.0045
	-0.0045
	0.0206(4.13)***

	High BM
	0.0050
	0.0046
	0.0011
	0.0004
	-0.0040
	0.0090(2.38)**

	High-Low
	-0.0172

(-2.85)***
	-0.0059

(-1.18)
	-0.0046

(-1.13)
	-0.0004

(-0.55)
	-0.0074

(-0.98)
	

	Panel B: Past three returns

	Low BM
	0.0808
	0.0374
	0.0161
	0.0315
	0.0423
	0.0384(3.18)***

	Median BM
	0.0441
	0.0148
	-0.0108
	0.0143
	0.0060
	0.0382(4.50)***

	High BM
	0.0411
	-0.0043
	-0.0122
	-0.0030
	-0.0050
	0.0461(6.82)***

	High-Low
	-0.0396

(-2.53)***
	-0.0416

(-2.78)***
	-0.0283

(-2.32)**
	-0.0364

(-2.59)***
	-0.0473

(-2.48)***
	

	Panel C: Past 6 Month Return

	Low BM
	0.1302
	0.0789
	0.0558
	0.0684
	0.0862
	0.0439(4.05)***

	Median BM
	0.0637
	0.0181
	-0.0049
	0.0187
	0.0295
	0.0341(3.04)***

	High BM
	0.0433
	0.0025
	-0.0123
	-0.0067
	-0.0017
	0.0449(4.64)***

	High-Low
	-0.0869

(-4.05)***
	-0.0764

(-3.36)***
	-0.0681

(-3.15)***
	-0.0751

(-4.89)***
	-0.0879

(-3.75)***
	

	Panel D: Subsequent 3 Month Returns

	Low BM
	0.0144
	0.0042
	0.0044
	0.0005
	-0.0103
	0.0131(1.58)

	Median BM
	0.0220
	0.0194
	0.0138
	0.0057
	-0.0030
	0.0235(2.71)***

	High BM
	0.0248
	0.0185
	0.0241
	0.0094
	0.0063
	0.0331(3.22)***

	High-Low
	0.0104

(1.23)
	0.0143

(1.62)
	0.0196

(2.47)***
	0.0089

(0.83)
	0.0164

(2.27)**
	

	Panel E: Subsequent 6 Month Returns

	Low BM
	0.0106
	-0.0042
	0.0047
	-0.0017
	-0.0288
	0.0394(2.84)***

	Median BM
	0.0353
	0.0360
	0.0247
	0.0174
	-0.0022
	0.0376(3.27)***

	High BM
	0.0391
	0.0320
	0.0373
	0.0237
	0.0213
	0.0179(1.97)**

	High-Low
	0.0285

(2.86)***
	0.0362

(4.07)***
	0.0326

(3.12)***
	0.0254

(1.86)*
	0.0501

(4.96)***
	


Table 6

Levels of Individual Ownership in Different Market States

Each month within each market state, stocks are classified into equal-size quintiles based on the level individual ownership. There are 402 firms on the SHSE. There are two market states: Bull market and bear markets based on the performance of the Shanghai Composite Index over the sample period. The bull market is between March 2000 and June 2001 (16 months), and the bear market is between July 2001 and June 2002 (12 months). Market-adjusted returns are calculated by deducting the returns of the Shanghai Composite index from portfolio returns over the sample holding horizon. Firm size stands for the market value of a firm’s tradable shares at the end of previous month, in million RMB. Beta is calculated at the beginning of each month by regressing a firm’s daily returns over the past 6 months on the Shanghai Composite Index returns over the same period. Volatility is measured as the standard deviation of daily returns over the previous month. Return is the mean raw return for each quintile over the respective interval. BM is the book value of common equity divided by the market value of tradable shares, where book value is the book value of equity of a firm at the end of previous fiscal year. Turnover is defined as monthly trading volume of all stocks divided by number of tradable shares at the end of the month. The t-statistic is based on the null hypothesis that the time-series averages of cross-sectional means do not differ across low and high individual ownership quintiles. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels respectively.
	
	Quintile 1

(Lowest)
	Quintile 2
	Quintile 3
	Quintile 4
	Quintile 5

(Highest)
	High-Low

(t-value)

	Panel A: Level of Investor Ownership

	Bull Market
	77.50
	92.62
	96.59
	98.09
	99.13
	-21.64

(-40.19)***

	Bear Market
	80.90
	92.51
	96.32
	98.23
	99.18
	-18.29

(19.78)***

	Bull-Bear (t-value)
	-3.40 (-2.24)**
	
	
	
	-0.05

(0.72)
	

	Panel B: Previous 6-month Return

	Bull Market
	0.098
	0.060
	0.056
	0.063
	0.048
	0.050(3.01)***

	Bear Market
	0.041
	0.025
	-0.005
	0.027
	-0.013
	0.058(3.44)***

	Bull-Bear

(t-value)
	0.057
(4.38)***
	
	
	
	0.061

(5.94)***
	

	Panel C: Firm Size

	Bull Market
	2,111
	1,639
	1,299
	1,178
	1,045
	1,066(38.33)***

	Bear Market
	1,876
	1,405
	1,221
	986
	1083
	753(17.28)***

	Bull-Bear

(t-value)
	236

(2.89)***
	
	
	
	-38

(-0.86)
	

	Panel D: Beta

	Bull Market
	0.99
	0.98
	1.05
	1.04
	1.06
	-0.07(-1.98)**

	Bear Market
	0.96
	1.05
	1.09
	1.15
	1.14
	-0.18(-10.33)***

	Bull-Bear

(t-value)
	0.03
(0.96)
	
	
	
	-0.08
(-2.07)**
	

	Panel E: Volatility

	Bull Market
	2.19
	2.21
	2.23
	2.32
	2.35
	-0.14(-1.91)*

	Bear Market
	2.30
	2.44
	2.52
	2.54
	2.55
	-0.15(-1.98)**

	Bull-Bear

(t-value)
	-0.11
(-0.88)
	
	
	
	-0.20
(-1.89)*
	

	Panel F: Book-to-Market

	Bull Market
	0.55
	0.71
	0.96
	0.88
	0.74
	-0.19(-7.27)***

	Bear Market
	0.77
	0.78
	0.95
	0.90
	0.80
	-0.03(0.96)

	Bull-Bear

(t-value)
	-0.22

(3.14)***
	
	
	
	-0.14

(1.62)
	

	Panel G: Turnover

	Bull Market
	28.5
	30.7
	32.5
	34.2
	32.9
	-4.38(-2.29)**

	Bear Market
	14.8
	15.0
	15.4
	15.6
	13.9
	0.89(0.91)

	Bull-Bear

(t-value)
	13.8

(7.68)***
	
	
	
	18.89

(10.27)***
	

	Panel H: Float Ratio

	Bull Market
	39.35
	37.60
	33.71
	30.98
	32.13
	7.22(25.93)***

	Bear Market
	38.70
	38.11
	36.04
	36.22
	36.84
	1.86(1.97)**

	Bull-Bear

(t-value)
	0.65

(0.88)
	
	
	
	-4.71

(-8.23)***
	

	Panel I: Subsequent 6-month Return

	Bull Market
	0.085
	0.029
	0.011
	0.026
	-0.006
	0.091(8.57)***

	Bear Market
	0.031
	0.020
	-0.004
	-0.037
	-0.039
	0.070(6.33)***

	Bull-Bear

(t-value)
	0.076

(4.39)***
	
	
	
	-0.033
(3.88)***
	


Table 7

Changes of Individual Ownership in Different Market States

Each month within each market state, stocks are grouped into equal-size quintiles based on the changes of individual ownership. There are 402 firms on the SHSE. There are two market states: Bull market and bear markets based on the performance of the Shanghai Composite Index. The bull market is between March 2000 and June 2001 (16 months), and the bear market is between July 2001 and June 2002 (12 months). Market-adjusted returns are calculated by deducting the returns of the Shanghai Composite index from portfolio returns over the sample holding horizon. Firm size stands for the market value of a firm’s tradable shares at the end of previous month, in million RMB. Beta is calculated at the beginning of each month by regressing a firm’s daily returns over the past 6 months on the Shanghai Composite Index returns over the same period. Volatility is measured as the standard deviation of daily returns over the previous month. Return is the mean raw return for each quintile over the respective interval. BM is the book value of common equity divided by the market value of tradable shares, where book value is the book value of equity of a firm at the end of previous fiscal year. Turnover is defined as monthly trading volume of all stocks divided by number of tradable shares at the end of the month. The t-statistic is based on the null hypothesis that the time-series averages of cross-sectional means do not differ across low and high individual ownership quintiles. ***, **, and * denote statistical significance at the 1%, 5%, and 10% levels respectively.
	
	Quintile 1

(Large decrease)
	Quintile 2
	Quintile 3
	Quintile 4
	Quintile 5

(Large increase)
	High-Low

(t-value)

	Panel A: Change in Ownership

	Bull Market
	-2.49
	-0.18
	0.09
	0.50
	2.84
	-5.32

(-11.07)***

	Bear Market
	-1.55
	-0.21
	-0.16
	0.18
	1.46
	-3.01(-8.35)***

	Bull-Bear

(t-value)
	-0.94

(-1.62)
	
	
	
	1.38

(2.01)**
	

	Panel B: Previous 6-month Return

	Bull Market
	0.099
	0.056
	0.027
	0.041
	0.059
	0.040(3.83)***

	Bear Market
	0.052
	0.007
	0.007
	0.006
	0.006
	0.046(4.05)***

	Bull-Bear

(t-value)
	0.047
(2.71)***
	
	
	
	-0.053
(2.39)***
	

	Panel C: Firm Size

	Bull Market
	1,569
	1,279
	1,293
	1,444
	1,686
	-117(-2.43)**

	Bear Market
	1,420
	1,223
	1,230
	1,227
	1,376
	43(0.68)

	Bull-Bear

(t-value)
	150

(1.80)*
	
	
	
	310

(2.73)***
	

	Panel D: Beta

	Bull Market
	1.01
	1.02
	1.01
	1.02
	1.03
	-0.01(-0.59)

	Bear Market
	1.04
	1.09
	1.10
	1.10
	1.07
	-0.03(-1.37)
	

	Bull-Bear

(t-value)
	-0.03
(-1.20)
	
	
	
	-0.04
(-1.36)
	

	Panel E: Volatility

	Bull Market
	2.25
	2.25
	2.16
	2.23
	2.32
	-0.07(2.33)**

	Bear Market
	2.45
	2.53
	2.47
	2.50
	2.51
	-0.06(-2.06)**

	Bull-Bear

(t-value)
	-0.20
(-2.78)***
	
	
	
	-0.10
(-2.69)***
	

	Panel F: Book-to-Market

	Bull Market
	0.74
	0.77
	0.85
	0.80
	0.69
	0.04(1.40)

	Bear Market
	0.84
	0.81
	0.86
	0.83
	0.85
	-0.01(-0.16)

	Bull-Bear

(t-value)
	-0.10

(1.62)
	
	
	
	-0.16

(1.99)**
	

	Panel G: Turnover

	Bull Market
	37.18
	31.94
	27.85
	29.48
	32.09
	5.01(4.12)***

	Bear Market
	16.83
	13.83
	11.91
	13.79
	18.48
	-1.65(-1.11)

	Bull-Bear

(t-value)
	20.35

(13.45)***
	
	
	
	13.60

(4.97)***
	

	Panel H: Float Ratio

	Bull Market
	36.31
	35.88
	34.30
	34.98
	34.26
	-2.05(-2.68)***

	Bear Market
	36.70
	37.52
	37.39
	38.10
	36.62
	-0.08(-0.26)

	Bull-Bear

(t-value)
	-0.49

(-1.99)***
	
	
	
	-2.36

(-4.33)***
	

	Panel I: Subsequent 6-month Return

	Bull Market
	0.047
	0.044
	0.034
	0.033
	-0.011
	0.057(5.72)***

	Bear Market
	0.004
	-0.003
	0.001
	-0.012
	0.004
	-0.001 (-0.12)

	Bull-Bear

(t-value)
	0.043
(4.05)***
	
	
	
	-0.015
(-1.93)*
	








� Correspondence address: Department of Finance and Accounting, School of Business, National University of Singapore, Singapore 119260. Tel: 65 68744555; Fax: 65 67792083. Email: bizwcy@nus.edu.sg.





� Faugere and Shawky (2003) argue that a longer time interval would allow greater portfolio adjustments by institutional investors, resulting in the possible loss of information on the trading behavior of investors.


� In China’s stock market, a firm usually has 3 classes of shares: State shares, legal-entity shares, and tradable shares with the restriction that the state shares and legal-entity shares are not allowed to trade in the secondary market. Tradable shares account for about 35% of total shares outstanding for a typical listed company. See Section 3 for more details.


� Dow Jones Research Report : China Stock Market in a Global Perspective (2002).





� Although unlawful, there are incidents that institutions borrow individual identity card to open individual investor accounts. Those institutions typically use these individual accounts to hide their trades and manipulate stock prices.


� Legal-entity shares can be held by any corporate identity. Since it is not difficult for individuals to form financial consulting or asset management firms, therefore, legal entities can be private, state owned, or mixed ownership companies.    


� The data for stock holdings is as at the 15th of each month.  Hence, all size-change in individual ownership-sorted portfolios are formed on the 15th of each month.  As CSMAR database provides only month-end market capitalization, we use the previous month’s market capitalization.  For example, in forming the size-change in individual ownership-sorted portfolio for June 2000, we use market capitalization of tradable shares as at 31 May 2000 and stock holdings data as at 15 June 2000.
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