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What is the profile of stocks preferred by Stock Connect investors?——
From the perspective of value investment, information asymmetry, and
corporate governance

Chuangi Lao*”

! Economics and Management School of Sichuan Tourism College, Chendu 610100, Sichuan,
China

SUMMARY: As the second-biggest organization investor in the A-share market on the basis
of holding size, the investment behaviors and strategies of Stock Connect investors have already
drawn quite much attention. According to five-year panel data (2019-2023), the authors have
constructed a multi-dimension description of what stock choices Stock Connect investors prefer.
Experiential study results show that: From the angle of value investment, Stock Connect
investors have preference for enterprises which are "big" (having bigger total market value,
main business income, and average daily transaction volume), "excellent” (having higher
dividend yield rate, total asset turnover rate, and gross sales profit margin), and "steady"
(having lower turnover rate and asset-liability ratio). From the angle of information non-
symmetry, the investors of Stock Connect prefer companies that have more analyst study ratings
and those which are not cross-listed. From the angle of corporation management, Stock
Connect investors are fond of non-state-run enterprises which have higher ESG scores and
higher proportion of share holding by the biggest shareholder. This research offers proof that
Stock Connect holding proportions and preferential features have a certain degree of forecast
ability in relation to coming stock investment gains, ESG achievement, and financial
achievement.

KEYWORDS: Stock Connect, Value Investment, Information Asymmetry, Corporate
Governance

1 Introduction

In November 2014 and December 2016, the “Shanghai-Hong Kong Stock Interconnection” and
“Shenzhen-Hong Kong Stock Interconnection” (below together are called “Stock
Interconnection”) were one after another put into operation, therefore they mark the most key
and important step until now in the opening of China's capital market. Till the end of 2023, the
total market value of A-shares that Stock Connect investors hold has got close to 2 trillion CNY,
and it takes up about 5.73 percent of the total free-float market capitalization of the whole
market in the same period [1, 2]. By way of comparison, the total market value of A-shares
which are held by all public funds is 5.2 trillion CNY. The total market value that Stock Connect
holds has surpassed one-third of what public funds hold, and its daily trading volume therefore
always accounts for approximately 7%. The Stock Connect program has already exceeded the
Qualified Foreign Institutional Investor (QFIlI) and RMB Qualified Foreign Institutional
Investor (RQFII) schemes, and become the main path that foreign capital uses to enter China's
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capital market [3, 4]. Its influence upon asset pricing and the A-share market is being
continuously increased. Along with the economy that is continuously growing and the capital
market that becomes more and more open, China's Stock Connect scheme is ready to obtain
further market value and influence, and it will play a bigger role in the process of
internationalization [5, 6].

As the important pass for foreign capital to enter A-shares, Stock Connect capital
movements largely reflect foreign investors’ mood concerning this market [[7, 8]. In addition,
its special information revealing system (daily inner-trading real-time releasing of total fund
flow statistics, daily after-trading releasing of transaction data for the ten most active transaction
stocks, and every week releasing of Stock Connect holding quantities for all stocks) therefore
means that the total in-flow and out-flow of Stock Connect funds and their adjustments to single
stock positions are often considered as markers of market mood, hence closely watched by other
A-share market participants and hence used as a key investment reference [9, 10]. Experimental
data indicates that Stock Connect has shown excellent investment effect and stock choice ability
inside the A-share market, with its total portfolio incomes greatly surpassing those of famous
A-share indices, which includes the CSI 300. Hence, it is also vividly given the name
“intelligent capital”.

This leads to a very important question: what are the underlying logic and characteristic
factors behind Stock Connect's excellent stock selection ability? Can they be systematically
summarized and quantified? Currently, the total scale of China's A-share market has leaped to
the second place globally [11, 12]. In such a market characterized by the distinct features of an
“emerging and transitioning” stage, research on the stock selection preferences of the Stock
Connect program holds profound theoretical and practical significance: First, for regulatory
authorities, understanding the stock selection preferences of foreign investors can help them
improve existing policies and systems, leverage advantages and avoid disadvantages, increase
the proportion of funds that adhere to value investment and long-term investment principles,
prevent adverse impacts from cross-border “hot money” and “fast money”, and promote the
healthy development of the market [13, 14]. Second, domestic investors who blindly follow
Stock Connect's trades without understanding its underlying stock selection logic and
characteristic factors often fail to see the bigger picture (Proverb “Cannot see the wood for the
trees”). As a As a result, their actual investment performance is often poor. By learning from
the stock selection preferences and strategies of mature foreign investors, domestic investors
can improve their professional capabilities and stock selection skills, optimize their investment
portfolios, and reduce investment risks [15] 16].

This paper attempts to quantitatively analyze the characteristic preferences of Stock
Connect investors' stock selection from the three dimensions of value investment, information
asymmetry, and corporate governance, with the hope of providing valuable reference for
regulators and investors [17, 18]. The research findings are: From a value investment
perspective, Stock Connect investors prefer companies that are “large” (with larger total market
capitalization, primary business income, and average daily trading volume), “outstanding”
(with higher dividend yield, total asset turnover ratio, and gross sales margin), and “stable”
(with lower turnover rate and asset-liability ratio). From an information asymmetry perspective,
Stock Connect prefers companies with more analyst research ratings and those that are not
cross-listed [19, 20]. From a corporate governance perspective, Stock Connect prefers non-
state-owned enterprises with higher ESG scores and higher ownership concentration by the
largest shareholder. This study also finds that Stock Connect holding ratios and preferred
characteristics have a certain power for the future investment returns, ESG performance, and
predictive financial performance of stocks.

The main contributions of this paper are: 1) As the second-largest institutional investor in
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terms of holding scale in China, the study of Stock Connect investors' stock selection
preferences is of great significance. However, there is currently little research on this topic
domestically and internationally, and this paper fills this gap. 2) This paper provides a multi-
dimensional profile of Stock Connect investors' investment behavior from the three dimensions
of value investment, information asymmetry, and corporate governance, systematically
summarizes and empirically studies their stock selection preferences, and has strong practical
guidance significance. The empirical results of this paper also correct some misunderstandings
of Stock Connect investments in the past, such as finding that Stock Connect investors prefer
companies with larger trading volumes but lower turnover rates, companies that are not cross-
listed, and non-state-owned enterprises. 3) Based on the research results, this paper provides
several suggestions that can serve as inspiration for regulators and other investors.

2 Methods

2.1 Hypothesis formulation and empirical logic

Along with China's capital market continuous opening, the Stock Connect schemes (Shanghai-
Hong Kong Stock Connect and Shenzhen-Hong Kong Stock Connect) have already exceeded
QFII and RQFII, hence becoming the main channel that foreign capital enters the A-share
market. Stock Connect capital, because they have obvious extra incomes, are often called
"clever money,” and the reason that is behind their combination building not only shows the
stock choice liking of overseas investors but also has more and more deep influence on asset
price setting in the A-share market. When foreign investors carry out cross-border investments,
they face a microstructure and a macro environment which have extremely big differences from
their own domestic markets. Hence, this thesis builds an empirical analysis frame that includes
three aspects: value investment, information non-symmetry, and company governance, with the
aim to deeply analyze the basic logic that lies behind the stock choice preferences of Stock
Connect capital. This research’'s whole empirical logic frame is displayed in Figure 1.
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Figure 1: Empirical Logic and Predictive Performance Transmission Mechanism of Stock
Selection Preferences by Northbound Trading Funds

Like what Figure 1 displays, the stock choice inclinations of northbound capital flows are
3
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the outcome of the mutual function and overall appraisal of these three dimensions. First of all,
on the aspect of value investment, organization investors in mature markets generally follow
value investment principles, and when they carry out cross-border asset allocation to emerging
markets, they still continue this strategy. According to the "prudent investment™ and "safety
net" hypotheses, and from the consideration of fiduciary duty and reputation protection, foreign
investors have the tendency to put capital into enterprises that possess high safety and financial
stability. Moreover, when carry out dynamic asset allocation in the whole world, overseas
investors therefore must give first priority to targets which have international competition
ability, good profit making ability, and comparatively favourable valuation. Therefore, within
the A-share market, foreign investors as a rule have liking for large-scale, high liquidity, profit-
making, and financially healthy "blue-chip” enterprises. According to the above analysis, this
paper puts forward the below hypotheses:

H1: Stocks traded through the Shanghai-Hong Kong Stock Connect tend to have a
preference for stocks with the characteristics of "large size, high quality, and stability" for value
investing.

Secondly, from what the transmission path shows, information not symmetric is the core
obstruction that foreign capital encounters in cross-boundary investment. Because of the
geographical distance, language differences, cultural differences, accounting standards and
legal systems, the foreign capital on many occasions is in a disadvantageous position when it
obtains the specific information of local companies and industries. For the purpose of
overcoming this "outsider disadvantage"” and lowering information searching expenses, foreign
capital has heavy reliance upon external signal transmission mechanisms and third-party
information intermediate bodies. For example, the enterprises that have more securities analysts
to follow and give them ratings, enterprises which employ the "Big Four" international
accounting firms to do auditing, or enterprises which are cross-listed on more strictly regulated
mature markets (for example Hong Kong) hence often possess higher information transparency
and lower idiosyncratic risks. These characteristics can obviously reduce the information
friction that exists between overseas capital and local enterprises. According to this, the present
paper puts forward the second hypothesis:

H2: Information asymmetry has a significant impact on the stock selection preferences of
northbound capital, with foreign investors preferring companies with higher information
transparency.

Finally, from the perspective of corporate governance, the generally weak investor
protection systems in emerging markets severely restrict the capability of foreign investors to
carry out effective supervision and safeguard their own rights after they finish investment. For
the purpose of evading agency expenses and moral risk, overseas investors frequently regard
this as an alternative protective mechanism when they make stock choices. From one side, in
an environment which has weak investor protection, higher equity concentration can cause
major shareholders to do supervision on management, hence improving corporate performance.
On the opposite side, the extremely high proportion of equity pledge that big shareholders hold
frequently can reveal risks of benefit shifting and possible financial crises, which overseas
investors will regard as signals of warning. On another hand, the attribute of a company’s actual
controller (for example state-owned enterprises compare with non-state-owned enterprises) has
a double-edged sword effect on the aspect of resource obtainment and policy interference, while
ESG (Environmental, Social, and Governance) performance, as a global speech of sustainable
development, can effectively decrease non-financial risks and short-term speculative conduct
of enterprises. Hence, this present paper puts forward a third hypothesis:

H3: Corporate governance characteristics have a significant impact on the stock selection
preferences of northbound capital, with foreign investors favoring companies with excellent
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governance structures and outstanding ESG performance.

2.2 Data sources and sample organization

The present research puts its emphasis on A-share listed companies that hold Stock Connect
shares, it uses econometric models to conduct an investigation of the characteristic factors
which have influence on the investment preferences of Stock Connect. Because the Stock
Connect held shares is not large, and the information reveal work was not complete when this
mechanism just started, and moreover, the FTSE ESG Index that we use has complete published
data only starting from 2019, therefore we chose half-year panel data on company level between
2019 and 2023, which altogether counts 10 periods. Because many companies have zero or
extremely small Stock Connect holdings in every period, and for the purpose of robustness, we
have excluded samples whose Stock Connect holdings are lower than 1 million CNY in each
period. In addition, on account of the notable dissimilarities in the capital organization of the
banking trade when put next with other trades, therefore we also have excluded banks. At the
end, we have gotten rid of a small quantity of samples that have missing or abnormal data. In
the end, we got 17,636 effective company samples, which approximately include the upper one-
third of non-bank A-share listed companies in terms of market value. All data that this study
uses were got from Wind Database.

The focus of this study is Stock Connect investment preference. We use the proportion of
Stock Connect holdings and the holding deviation rate as the dependent variables in our
empirical research. Due to the complex ownership structure of A-shares, including tradable
shares and restricted shares, A-shares and H-shares, and considering that the FTSE A50 Index
and CSI 300 Index, which Stock Connect tracks the most, both use free float-adjusted market
capitalization weighting, we use free float as a representation of tradable shares in this study.
We define the proportion HRate; ;,0f Stock Connect holdings in stock i at time t as follows:

HShares; ¢
HRate; = .
Lt FShares; ¢

(1)

Previous studies have shown that the concentration of foreign holdings is often high, and
their deviation from the standard market portfolio configuration is also often large. To analyze
the deviation between the Stock Connect investment portfolio and the market portfolio
configuration, we define the Stock Connect holding deviation rate HBias; ;0f stock i at time t
as follows:

(HSharesijt*Pricei’t)/ > (HSharesi’t*Pricei,[)
(FSharesi’t*Pricei,t)/ > (FSharesi,t*Pricei,t) )
% Z (FSharesLt*Pricei’t)

> (HShares; *Price; ;)

HBias; =

)
=HRate; ;

In the formula, HRate; ;represents the percentage of shares held tby northbound investors
through the Stock Connect at time t i; represents HShares {i,t} the specific number of shares
FShares; held by northbound investors at time t ; irepresents ithe total free float of the stock
HBias; ,at time t. trepresents the deviation t of northbound iinvestors' holdings of the stock at
time t, used to measure the deviation of the foreign investment portfolio from the standard
market portfolio allocation; Price;represents the stock price iat ttime t. When , it indicates
that northbound investors are overweight in the stock relative to the market benchmark;
conversely, it indicates underweight.HBias; >0
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Figure 2: Histogram of Stock Connect Holding Ratio (Left) and Holding Deviation Rate (Right)

The histogram that is in Figure 2 makes it clear that even after we exclude companies which
have small holding amounts, the Stock Connect holding ratios and holding amounts still show
an obvious right skewness. The skewness numerical value has obvious positive property, hence
a big part of the data are gathered in the left tail section. This has proven that the holding density
and deviation of Stock Connect are in reality relatively high. In this situation, therefore, it is not
suitable to utilize conventional OLS and other approaches to carry out modeling. This thesis
utilizes a panel Tobit model, which effectively can handle the problem of dependent limited
variables.

HRate; =+ Z B * Xi ke tuithy 3)

HBias; =B, + Z B, * Xi ke ctuithy (4)

In the formula, B is the intercept term; B, is the partial regression coefficient of each
explanatory variable; X represents the value of tthe i-th explanatory variable of kthe stock
at time t i (a total of 16 explanatory variables are introduced); «;,is the random disturbance
term; u;is used to capture individual fixed effects that do not change over time; A.is used to
control for time fixed effects caused by macroeconomic fluctuations. We have selected 16
indicators as independent variables, attempting to explain Stock Connect's stock preferences
from three dimensions: value investment strategy, information asymmetry, and corporate
governance. The specific definitions of the independent variables are shown in Table 1.
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Table 1: Definition of independent variables

Expected

Variable Category Variable Name Sign Code Variable Description
Log of Market + X1 Log value of total market
Capitalization capitalization at the end of the period
Total dividends in the past year /
Dividend Yield (%) + X2 | Total market capitalization at the end
of the period
Log of Main Business + X3 Log value of main business revenue
Revenue in the past year
Total Asset .Turnover + X4 Total asset turnover ratio (TTM)
Value Investment Ratio
Dimension Gross Profit Margin + X5 | Gross profit margin in the past year
Asset-Liability Ratio i X6 Asset-liability ratio_ of the latest
report period
3-Year Revenue Growth + X7 Financial report data for the past three
Rate years
Turnover Rate i X8 Cumulative turnover rate (free float
shares) over the past year
Log of Average Daily + X9 Log value of average daily trading

Trading Volume volume over the past year
Dummy variable, set to 1 if the

Big Four Audit (Yes/No) + X10 |annual report is audited by a Big Four

. firm
Information Hong Kong Listing Dummy variable, set to 1 if the
Asymmetry ? X11 L .
Di X (Yes/No) company is listed in Hong Kong
imension — —
Number of institutions providing
Number of Research . .
Ratings + X12 |investment ratings for the company at
g the end of the period
Top 10 Shareholders' .
Holding Ratio + X13| Data as of the latest report period
Corporate Share Pledge Ratio - X14 Data as of the end of the period
Governance FTSE Russell ESG Score + X15 Data as of the end of the period
Dimension State-Owned Enterprise . .
(SOE) Controller ) %16 Dummy va_rlable, setto 1 if the act_ual
controller is a state-owned enterprise
(Yes/No)

Table 1 gives out the definitions of the sixteen independent variables and the anticipated
positive or negative direction of their regression coefficient values. In this article, the original
data for total market value, core business income, and mean daily trading volume have been
undergone logarithmic transformation. The three independent variables, namely whether get
audit from a Big Four firm, whether have Hong Kong listing, and whether the actual controller
is a state-owned enterprise, all are dummy variables, they are set to 1 when the answer is yes
and 0 when the answer is no. The FTSE Russell ESG Score is employed by people to measure
the evaluation on ESG that foreign investors give to Chinese listed companies. It is in the whole
world one of the most authoritative ESG rating frameworks, which is composed of 14 theme
assessments and more than 300 single indexes, its total full score is 5 points. It can effectively
manifest the preferences that foreign investors hold toward the ESG performance of A-share
listed companies.
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2.3 Predictive performance testing model design

Our previous research indicates that Stock Connect has very distinct preferences in stock
selection. So, how is the predictive power of these preference characteristics? Can heavy Stock
Connect holdings improve the performance and ESG ratings of listed companies? To address
these questions, we constructed the following econometric model for testing:

YFi. =B, tHRate + Z B * Xiekteiet uthy (5)

In this equation, YF; . respectively represent the future six-month return (RF) of stock i
at time t, the FTSE Russell ESG score (ESGF) at the end of the future six-month period, and
the trailing twelve-month (TTM) return on equity (ROEF) for the next fiscal reporting period
(with 2024 data available until the end of March). These variables represent the investment
return, ESG performance, and financial performance of the stock, respectively.
HRate; ;represent the proportion of Stock Connect holdings in stock i at time t, which is the

dependent variable used in the original model X .

2.4 Descriptive Statistics of VVariables and Variance Inflation Factor (VIF)
Test

The VIF values are shown in Table 2, and all independent variables have VIF values far less
than 10, indicating that the model does not suffer from serious multicollinearity.

Table 2: Descriptive Statistics of Variables

. . . . Standard VIF
Variable Name Mean [Median|Minimum|{Maximum Deviation Value

HRate 0.032] 0.015 0 0.704 0.049

HBias -0.521[-0.757 | -0.999 6.859 0.6827
Log of Market Capitalization [23.419|23.241| 21.194 | 28.580 0.974 7.39
Dividend Yield (%) 1.361 | 0.718 0 40.481 1.935 1.23
Log of Main Business Revenue|22.077{21.944 | 14.434 | 28.812 1.515 4.80
Total Asset Turnover Rate | 0.578 | 0.508 0 11.976 0.561 1.75
Gross Sales Margin 0.316 0.281 | -3.600 0.993 0.202 1.67
Asset-Liability Ratio 0.434]0.433 | 0.013 2.290 0.192 1.76
3-Year Revenue Growth Rate {0.171] 0.124 | -0.923 | 15.380 0.336 1.06
Turnover Rate _|14.574/12.111| 0.742 86.342 9.800 3.09
Log of Average Dally Trading |1 675 18,926 | 16.266 | 22.695 0.958 6.98
Big Four Audit (Yes/No) 0.115] O 0 1 0.319 1.30
Hong Kong Listing (Yes/No) | 0.053| 0 0 1 0.223 1.36

Number of Research Analyst
Ratings . 8.063 | 4.000 0 56 9.403 2.02
Top 10 Shareholder Ownershiplo 5930/ 0.5042 | 0.0622 | 0.9884 | 001614 | 2.46
Share Pledge Ratio 0.0859(0.0072 0 1 0.0294 1.36
FTSE Russell ESG Score [0.509| 0 0 3.9 0.738 2.02
State-Owned Enterprise

Controller (Yes/No) 0367 O 0 1 0.482 1.40

Table 2 gives the description statistics of every variable. At the present stage, the proportion
of shares held by Stock Connect investors is not large, having an average value of 3.2%, a

8



INGEGNERIA SISMICA — INTERNATIONAL JOURNAL OF EARTHQUAKE ENGINEERING

median value of 1.5%, and a maximum value of 70.4%. The standard deviation value is 4.9%,
and the mean value is far bigger than the median value, therefore it shows that there is a large
difference in the shareholding distribution situation among the sample companies. The
outcomes regarding shareholding divergence are like, with an average value of -0.521, a middle
value of -0.757, and a maximal value of 6.859. Merely 12.77% of the investigated sample
possesses a deviation larger than 0, which shows an overweight situation, hence it suggests that
Northbound investors hold underweight positions on the majority of stocks, thus having a
comparatively high concentration and deviation. Because this present paper possesses a great
number of independent variables, we have carried out a Variance Inflation Factor (VIF) test for
the prevention of multicollinearity. This test can assist us in comprehending the quality of the
econometric model and the mutual action between independent variables, therefore better
evaluating the model’s practical applicability.

3 Empirical Results

3.1 Benchmark Model Regression Results

Table 3 presents the regression results of the Tobit model. For both HRateand HBias, except

for slight differences in the significance of the regression coefficients of the debt-asset ratio and

the share pledge ratio, the positive or negative direction and significance of the other

independent variables' regression coefficients are basically consistent. Overall, we believe that

the shareholding preferences of the Stock Connect program have the following characteristics:
Value Investment: Preference for “Large, Outstanding, and Stable” Companies

Table 3: Tobit Model Regression Results

. . Shareholding Shareholding
Variable Nams Expectation Ratio HRate Deviation Rate HBias
S + 0.0063**(7.71 0.1347**(15.72
Log of Market Capitalization + 0 0006**23 72; 0.005 4**((3 3 4))
Dividend Yield (%) N 0.0016*%(2.98) 0.0239**(4.28)
Log of Main Business Revenue + 0.0019%(2.43) 0.0174*(2.12)
Total Asset Turnover_Rate + 0.0081%*(3.37) 0.0738**(2.86)
;;‘;isjgﬁil?”ggiro - -0.0027 (-0.90) -0.0603*(-2.10)
y + -0.0009 (-10.24) -0.0080(-0.82)
3-Year Revenue Growth Rate ) -0.0005*%(-1.62) -0.0057**(-11.53)
Turnover Rate . ol . k(a1
Log of Average Daily Trading * 0.0052%*(7.2) 0.0613**(8.17)
\Volume
. . + -0.0027(-1.62 -0.0271(-1.51
Big Four Audit (Yes/No) ? —0.0174*S<(—6.52)) —0.1694*5‘(—5.623)
Hong Kong Listing (Yes/No) + 0.0009%*(16.69) |  0.0107**(18.03)
Number of Research Analyst Ratings ' ' ' '
Top 10 Shareholder Ownership Ratio o o
Share Pledge Ratio + 0.0623**(17.66) 0.6761**(17.73)
FTSE Russell ESG Score *
State-Owned Enterprise Controller N ooogggi*glzzgé?) 0'880211*2*(&'122)
(Yes/No) 0.0054**(-4.62) | -0.0601**(-4.67)
logL 35977.8 -5649.5

Note 1: ** and * indicate significance at the 1% and 5% levels, respectively.
Note 2: The values in parentheses are the t-values of the regression coefficients.

From a value investment perspective, the regression coefficients of the independent
variables, including the logarithm of total market capitalization, dividend yield, the logarithm

9
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of main business income, total asset turnover ratio, gross profit margin, turnover rate, and
average daily trading volume, are all significant at the 5% confidence level, and the positive or
negative direction of the regression coefficients aligns with our expectations. This demonstrates
that Stock Connect investors take into account the previously mentioned characteristics when
making investment decisions. The regression coefficient of the three-year revenue growth rate
did not pass the significance test, suggesting its role is relatively secondary. Analyzing the
above-mentioned significant independent variables, we can summarize the value investment
preferences of Stock Connect investors as follows: “Large, Outstanding, and Stable”. (1) “Large”
is reflected in three aspects: large total market capitalization, high business income, and large
average daily trading volume. Large companies often imply a larger market share and growth
potential, stronger market influence, better stability and liquidity, higher information
transparency, and greater research coverage. For institutional investors like Stock Connect, with
a position scale reaching two trillion, taking substantial positions in large listed companies helps
achieve their investment goals while managing risk and improving efficiency. (2) “Outstanding”
is reflected in three aspects: higher dividend yield, total asset turnover ratio, and gross profit
margin. in a lower turnover rate and debt-asset ratio. A higher average daily trading volume but
a lower turnover rate indicates that the higher trading volume is mainly due to the large total
market capitalization of the investment target. Although the debt-asset ratio regression
coefficient of HRatedid not pass the significance test, both the debt-asset ratio regression
coefficients of HRateand HBiasare negative, indicating that a lower debt-asset ratio is still an
important consideration for Stock Connect investments. The preference for “Large,
Outstanding, and Stable” listed companies demonstrates the value investment tendency of
Stock Connect investors, especially their preference for “White Horse” stocks (-established
companies with strong fundamentals). Research hypothesis H1 is supported. This contrasts
sharply with the investment styles of some domestic investors who prefer “speculating on small
and inferior stocks”, “short-term, quick gains”, and “gambling-style” investments, which is
worth reflecting on and learning from.

Information Asymmetry Has a Significant Impact on Stock Connect Investment Preferences

The empirical results show that whether a company is listed on HKEX and the number of
research analysts covering the stock have a more significant impact on both HRateand HBias.
However, the regression coefficient of whether audited by a Big Four firm did not pass the
significance test at the 5% level, which contradicts previous literature. We believe this is mainly
because previous studies covered an earlier time range. In recent years, regulators have taken a
series of measures to strengthen the information disclosure requirements of listed companies,
strengthen auditor independence, optimize the audit environment, and increase audit penalties
on firms violating regulations. The audit quality and professionalism of mainland audit firms
have been greatly improved, and the trust of foreign investors in A-share audit reports has also
been significantly enhanced. The positive effect of the number of research analysts on Stock
Connect holdings aligns with expectations. However, the negative impact of being listed on
HKEX on Stock Connect investment also contradicts previous research. We believe the main
reason is the absence of an arbitrage mechanism, leading to significantly higher A-share prices
compared to H-share prices for most dual-listed companies, with the AH share premium
widening in recent years. This is significantly different from other cross-border listed markets
where stock prices are basically converging. Based on value investment considerations, if Stock
Connect is optimistic about the long-term development prospects of a certain listed company,
it tends to invest in the cheaper H-shares rather than A-shares. Overall, research hypothesis H2
IS supported.

Corporate Governance Has a Significant Impact on Stock Connect Stockholding
Preferences

10
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The results in Table 3 indicate that the top ten shareholders' equity ratio and the FTSE
Russell ESG score have a more significant positive impact on both HRateand HBias, while
the state-owned nature of the ultimate controller has a more significant negative impact. In
addition, the large shareholder's share pledge ratio has a more significant negative impact on
HRate . Overall, Stock Connect investors prefer non-state-owned enterprises with high
ownership concentration. The coefficient of the FTSE Russell ESG score is significantly
positive, indicating the importance Stock Connect investors place on ESG indicators. China is
currently vigorously promoting sustainable development policies and dual carbon goals. The
ESG concept aligns with the above policies and the general trend of improving the corporate
governance level of listed companies, and is therefore increasingly valued by foreign
institutional investors. Overall, research hypothesis H3 is supported.

3.2 Robustness Tests

To ensure the reliability of the research findings, this paper conducts several robustness checks.

1. Lagged Dependent Variable Test and Results of Adding Industry Dummy Variables

We conducted separate models with lagged independent variables and added industry
dummy variables to the original model to examine the robustness of the model. Table 4 presents
the results for the dependent variable, the Stock Connect holding ratio HRate. From the results,
except for the change in significance of the logarithm of main business income in the model
with lagged independent variables, the other main results are basically consistent with the
original model, and the robustness of the original model is verified. In addition, from the
regression results of adding industry dummy variables, Stock Connect tends to be underweight
in three industries: non-bank financials, public utilities, and national defense military industry,
and tends to be overweight in the household electrical appliances industry. This aligns with our
intuitive observations and further illustrates the unbalanced nature of Stock Connect allocations.

Table 4: Tobit Model Results with Lagged Dependent Variable and Industry Dummy Variables

Independent Variable Industry Variables

Variable Name

Debt-Asset Ratio
3-Year Revenue Growth Rate
Turnover Rate

Logarithm of Average Daily Trading Volume

Big Four Auditors (Yes/No)

Hong Kong Listing (Yes/No)

Number of Research Ratings

Top 10 Shareholders' Holding Ratio
Share Pledge Ratio
FTSE Russell ESG Score

State-Owned Enterprise (Yes/No) (Controller)

-0.0027(-0.85)
-0.0017(-1.55)
-0.0004**(-7,14)
0.0053**(5.67)
-0.0013 (-0.70)
-0.0114**(-3.82)
0.0001**(11.72)
0.0578**(13.55)
-0.0076**(-2.83)
0.0076**(9.13)
-0.0057**(-4.25)

(Lagged) Added
Logarithm of Total Market Capitalization 0.0076**(7.76) 0.0068**(8.20)
Dividend Yield (%) 0.0006**(3.32) 0.0006**(3.82)
Logarithm of Main Business Income -0.0003(-0.46) 0.0011**(2.10)
Total Asset Turnover Ratio 0.0043**(3.98) 0.0016*(1.99)
Gross Profit Margin 0.0072*(2.55) 0.0073**(2.89)

-0.0004 (-0.15)
-0.0001(-0.88)
-0.0005**(-10.53)
0.0053**(7.21)
-0.0025(-1.52)
-0.0176**(-6.63)
0.0009**(15.59)
0.0619**(17.49)
-0.0052*(-2.21)
0.0090**(13.06)
-0.0041**(-3.45)

Non-bank Financial Industry
Public Utilities Industry
National Defense Military Industry
Household Electrical Appliances Industry

-0.01642%*(-2.68)
-0.01116*(-2.12)
-0.0151**(-2.79)

0.0221**(3.40)

Note 1: The regression coefficients in the lagged model represent the results of the independent variables
lagged by one period.

Note 2: The industry dummy variables are based on the Shenwan First-Level Industries. If a listed company
belongs to a specific first-level industry, the industry dummy variable ID is set to 1, otherwise it is set to 0.
Only industry variables with significant regression coefficients are presented here.
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2. Other Robustness Checks

To test the robustness of the original model's results, we conducted the following additional
tests: (1) modifying the dependent variable to the market value of Stock Connect holdings,
using both circulating and total capital; (2) adding independent variables such as Wind ESG
scores, return on total assets, beta values, and volatility; (3) using a fixed-effects panel model;
and (4) modifying the sample period and applying winsorization to the data. The results
remained largely consistent with the original model (omitted here due to space constraints).

3.3 Extension Research: Predictive Performance of Stock Connect's Stock

Selection Characteristics

The model employs a two-way fixed-effects panel model, and the results are presented in Table
5. The regression coefficients for HRateare all positive and statistically significant at the 1%
level. On average, a 1 percentage point increase in Stock Connect holdings is associated with a
0.209 percentage point increase in the stock's future six-month return, a 0.647 percentage point
increase in its FTSE Russell ESG score, and a 0.146 percentage point increase in its next fiscal
period's ROE (TTM). This fully demonstrates that Stock Connect holdings have a significant
positive impact on the stock’s future investment returns, ESG performance, and financial
performance. The initial intention of the regulatory authorities to improve the quality of A-share
listed companies by introducing the Stock Connect program is gradually being realized.

Table 5: Predictive Performance of Stock Connect Holdings and Preference Characteristics

Variable Name RF ESGF ROEF
HRate 0.6470**(3.97)
Logarithm of Total Market 0.2088**(3.09) -0.0735**(- 0.1458**(4.57)
Capitalization -0.3614**(- 4.25) 0.0774**(7.73)
Dividend Yield (%) 37.64) 0.0056**(3.15) | 0.0001 (0.05)
Logarithm of Main Business 0.0019 (1.28) | 0.1170**(7.16) | 0.0273**(2.67)
Income -0.0122(-1.10) -0.0343**(- | 0.0382**(6.37)
Total Asset Turnover Ratio 0.0191**(2.71) 3.09) 0.2072**(3.91)
Gross Profit Margin 0.1379**(4.29) | 0.0302 (0.54) | -0.2090(-0.65)
Debt-Asset Ratio -0.0162(-0.34) -0.2045%*(- -0.0201%*(-
3-Year Revenue Growth Rate -0.0015(-0.06) 3.05) 3.09)
Turnover Rate 0.0052**(10.20) | -0.0074(0.32) | 0.0014**(4.25)
Logarithm of Average Daily -0.1130%**(- -0.0050*(- -0.0226**(-
Trading Volume 15.41) 4.91) 5.49)
Big Four Auditors (Yes/No) 0.0035 (0.74) | 0.0934**(6.53) | -0.0014 (-0.19)
Hong Kong Listing (Yes/No) -0.0036(-1.39) | 0.0497*(2.22) | 0.0039 (0.34)
Number of Research Ratings 0.0012 (1.64) | -0.0196 (-0.27) | 0.00169**(4.99)
Top 10 Shareholders' Holding Ratio | 0.3332**(5.05) | 0.0016 (1.17) | -0.0718 (-1.18)
Share Pledge Ratio 0.0566 (1.74) 0.0776 (0.66) 0.0355 (1.87)
FTSE Russell ESG Score -0.0754**(-8.06) | 0.1067*(2.49) | -0.0063 (-1.04)
State-Owned Enterprise (Yes/No) 0.0145 (0.51) 0.0224 (0.57)
(Controller) -0.0447(-1.38)
Intra-group R* 0.2647 0.1840 0.0646

4 Conclusions and Recommendations

By making use of panel data that spans from 2019 to 2023, this research does empirical
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examination of the core determining factors of stock choice inclinations among investors that
use the Stock Connect program, and it takes consideration of factors connected with value
investment, information asymmetry, and corporate governance. Our research work finds out
several key elements which affect these preferences, and thus gives economic explanation for
their importance. Moreover, we discover that both the Stock Connect holding proportion and
these characteristic factors display a certain degree of prediction ability for future stock returns,
ESG performance, and financial performance.

According to these discovered results, we put forward the following policy suggestions: 1.
We Must Attach High Degree of Attention to the Monitoring of Dynamic Changes of Stock
Selection Characteristics Conducted by Northbound Investors. Through the combination with
seat monitoring, this method therefore can help us prevent the bad influences from outside “hot
money” and “fast money”. We should make more efforts to absorb and sustain outer capital
which follows the doctrines of value investment and long-term investment. 2. Promoting the
enhancement of quality of listed companies is the foundation for pushing forward the healthy
development of the market. The fondnesses of Northbound Capital investors for factors that
connect to value investment, information asymmetry, and corporate governance fully display
that they pay much attention to the quality of companies which are listed. Only through
promoting the quality of listed firms and enterprise management governance, and intensifying
information publication, can foreign capital be continuously attracted. 3. Further make existing
policies more optimized to better pull in overseas capital, including enlarging the investment
target scope for northbound investors, urging listed companies to distribute cash dividends,
pushing securities firms to raise the quantity of research services for overseas investors, putting
necessary limits on share pledges from big shareholders, pushing forward the announcement of
ESG information by listed companies, and carrying out outside evaluations on this kind of
announcement.

To the internal investors, we give the suggestion: 1. Hold a long-term, value-centered
investment philosophy, get far away from speculative dealing behaviors like “buying and
selling small bad-quality stocks”, “short-time, level, quick” tactics, and “gambling-type”
speculating actions. 2. In consideration of the predictive capability of the Stock Connect holding
proportion and the already identified characteristic factors, domestic investors ought to think
about combining this information with their current investment strategies, thus the two sides
can together promote promotion of their investment performance.
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