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ABSTRACT KEYWORDS

The random inspection of the China Securities Regulatory  CSRC's random inspection;
Commission (CSRC) is an important policy for practicing “standar- capital market information
dizing regulatory behavior and innovating management modes”. efficiency; stock price

synchronicity; regulatory

This study investigates how CSRC's random affect capital market ; ;
innovations

information efficiency from the perspective of stock price synchro-
nicity. Using a sample of China’s non-financial A-share firms from
2013 to 2019, we find that random inspections significantly reduced
the stock price synchronicity of inspected firms. Random inspec-
tions could increase the probability of releasing management earn-
ings forecasts, media coverage and investor attention, and thereby
improve information efficiency. Further study finds that the effect of
random inspections on stock price synchronicity is stronger for non-
state controlled firms, districts with more listed firms, and districts
with more transparent government. This study enriches the litera-
ture on the consequences of random inspections and extends our
knowledge of the relationship between regulatory innovations and
the information efficiency of the capital market.

1. Introduction

The report to the 20th National Congress of the Communist Party of China (CPC) stressed
the construction of a high-level socialist market economy, which requires the market to
play a decisive role in resource allocation and the government to play a better role in
regulating the market. The better role of the government aims to improve and promote
the decisive role of the market in resource allocation. The government should strive to
‘guarantee fair competition, strengthen market supervision, and maintain market order’
to enhance the efficiency of resource allocation of the market.

Since the 18th CPC National Congress, there has been a continuous transformation of
the government’s functions. The 19th CPC National Congress put forward that the
government needs to transform its functions, streamline administration and delegate
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powers, innovate regulatory methods, and enhance its credibility and enforcement ability.
The 20th CPC National Congress states that the government needs to transform its
functions, optimise the accountability system and organisational structure, promote the
legalisation of institutions, functions, authorities, procedures, and responsibilities, and
enhance the efficiency and credibility of government administration. The State Council
has implemented the random inspection system since 2015 to standardise government
regulation and innovative management modes. In the capital market, the CSRC’s random
inspection has shown significant regulation effects, such as improving information dis-
closure quality (Liu et al., 2021) and standardising corporate operations (Teng et al., 2022).
These findings suggest that the CSRC’s random inspection is a practice of the better
regulatory role of government, contributing to the improvement of security regulation
efficiency. This is consistent with the theoretical statement that a competent government
provides space and premise for an efficient market (Lu & Wang, 2021).

An unanswered question is whether the CSRC’s random inspection can enhance the
efficiency of resource allocation of the capital market. Information serves as a foundational
determinant of capital market resource allocation efficiency, with higher information effi-
ciency leading to higher resource allocation efficiency. This study explores the impact and
mechanisms of the CSRC’s random inspection on capital market information efficiency,
regarding stock price synchronicity. Based on a sample of Chinese A-share non-financial
listed firms from 2013 to 2019, this paper uses a difference-in-difference (DID) model to
empirically investigate how the CSRC’s random inspection affects capital market informa-
tion efficiency. The results find that the CSRC's random inspection significantly decreases
the stock price synchronicity, suggesting that the CSRC's random inspection promotes
more firm-specific information entering stock prices and thus improves the capital market
information efficiency. The mechanism tests show that the CSRC's random inspection
significantly increases the management earnings forecast, the media coverage, and the
investor attention, which can accelerate the heterogeneous information content of stock
prices and thus decrease the stock price synchronicity. Further study finds that the effect of
the CSRC's random inspection on the stock price synchronicity is relatively weak in SOEs,
indicating a more pronounced effect for non-SOEs. The effect is strengthened by the
number of listed firms within a district, indicating the CSRC's random inspection could
alleviate the resource constraint of securities supervision and improve security regulation
efficiency. Finally, the effect is found to be strengthened by government transparency,
revealing that the effect of random inspection depends on a high-transparent government.

This paper studies how the random inspection system influences capital market
information efficiency by investigating the impact and mechanisms of the CSRC’s random
inspection on stock price synchronicity. The paper enriches the research on the effective-
ness and consequences of the random inspection system and provides evidence for the
interaction between the competent government and the efficient market. The contribu-
tions of this paper are as follows:

First, this paper enriches the research on the consequence of the random
inspection system. Kong et al. (2021) and Huang et al. (2020) theoretically dis-
cussed how the random inspection system generates a regulatory effect on pro-
duct quality. Liu and Wang (2021) investigated the accounting information quality
random inspection carried out by the Ministry of Finance and found it could
restrain earnings management. Teng et al. (2022) studied the market reaction to
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the CSRC's random inspection and demonstrated the effectiveness of the random
inspection from the regulatory effect on corporate decisions and the deterrent
effect on corporate violation behaviours. Existing studies also explored CSRC's
random inspection on accounting firms (Wen et al., 2020; Zhang et al., 2022) and
on listed firms (Ban et al., 2022; Liu & Shen, 2021; Liu et al., 2021, 2022), and found
significant impacts on the stock price crash risk, accounting information quality,
and company violation. Stock price synchronicity is an important aspect that
reflects the capital market information efficiency. This paper expands on the con-
sequences of the CSRC’s random inspection by showing its impact and mechan-
isms on stock price synchronicity.

Second, this paper extends the study on the relationship between government regula-
tion and capital market information efficiency from the perspective of the CSRC's random
inspection. China’s socialist market economy pursues the organic integration of the
competent government and the efficient market. On the one hand, the government
would, through its visible hand, stabilise stock price fluctuations (Teng et al., 2020). On
the other hand, government behaviour, such as securities market system construction
(You et al., 2007), security violation punishment (Gu et al., 2016), capital market liberal-
isation (Zhong & Lu, 2018), and industrial policy (Chen & Yao, 2018), could reduce stock
price synchronicity and thus improve the capital market efficiency. The existing literature
mainly investigates the determinants of stock price synchronicity from information dis-
closure, corporate governance, and information intermediaries. This paper focuses on the
role of government regulation and studies the CSRC’s random inspection. It shows how
this regulation innovation improves capital market information efficiency by revealing
more firm-specific information and providing new evidence on the interaction between
the competent government and the efficient market.

The remainder of the paper is organised as follows. Section 2 introduces the literature
review and hypothesis development. Section 3 presents the research design. Section 4
reports empirical results. Section 6 summarises the conclusions and implications.

2. Literature review and hypothesis development
2.1. Random inspection of CSRC

The State Council released the Notice of the General Office of the State Council on promot-
ing the Random Inspections and Regulating the Interim and Post-Event Supervision in
July 2015. Since then, CSRC has been actively implementing random inspections in
securities regulation, to standardise real-time and post-event supervision. The CSRC’s
random inspection has been fully implemented since 2016. Listed firms are important
targets of the CSRC's random inspection. According to the List of Matters Subject to
Random Inspection of CSRC (2015, 2021), the CSRC supervises and inspects information
disclosure and corporate governance of listed firms. The selection of firms for random
inspections is mainly determined through drawing lots and lottery. The CSRC conducts
random selections in March, April, and May, while on-site inspections mostly occur
between September and November (Teng et al., 2022).

The promulgation and implementation of the CSRC’s random inspection are
significantly informative to the market (Teng et al., 2022). The CSRC’s random
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inspections of listed firms have regulatory and governance effects, such as curbing
earnings management (Liu et al.,, 2021; Teng et al., 2022), improving information
disclosure quality (Liu et al., 2021), and enhancing internal control quality (Teng
et al, 2022). The CSRC’s random inspection also generates a deterrent effect on
violations, increasing the probability of violation detection (Liu & Shen, 2021), and
reducing the likelihood of subsequent violations by listed firms (Ban et al., 2022;
Teng et al.,, 2022). Furthermore, the CSRC’s random inspection also affects audit risk
(Liu & Shen, 2021) and auditing conservatism (Liu et al., 2022).

The CSRC could also conduct a joint inspection of listed firms and their engaged
auditing firms. The study by Wen et al. (2020) revealed that the random inspection
of accounting firms can enhance their customers’ financial reports quality, thus
reducing the stock price crash risk. Zhang et al. (2022) found that the random
inspection of accounting firms contributes to strengthening branch office manage-
ment, improving internal controls, and thereby reducing auditing opinion
shopping.

2.2. Stock price synchronicity

There are two theoretical views on stock price synchronicity. The information efficiency
view holds that the fluctuations in stock prices deviating from the market average
returns stem from firms’ specific information. A lower degree of stock price synchro-
nicity indicates a higher level of specific information embedded in the stock price,
thereby reflecting a higher level of capital market information efficiency (Jin & Myers,
2006; Morck et al., 2000; Roll, 1988). The information efficiency view is widely studied
in China, the literature has explored the roles of investors (Bian et al., 2022; Luo et al,,
2021), media (Huang & Guo, 2014), analyst (Yi et al., 2019; Zhu et al., 2007), financial
reporting regime (Jin, 2010; Wang & Li, 2019), and government (Chen & Yao, 2018; Gu
et al, 2016; You et al., 2007; Zhong & Lu, 2018) in determining stock price synchro-
nicity. These studies conclude that enhancing investor protection and improving
information transparency help to reduce stock price synchronicity, thus, enhancing
capital market information efficiency.

According to the irrational behaviour view, factors such as market noise, speculative
bubbles, and investor cognitive biases contribute to the fluctuations in stock prices. For
firms with opaque information, amplified market noise increases the uncertainty sur-
rounding their fundamentals (Zhou, 2014). Consequently, speculative trading activities
drive stock price volatility, subsequently reducing stock price synchronicity (Dasgupta
et al, 2010). In this context, stock price synchronicity serves as a positive reflection of
capital market information efficiency (Lee & Liu, 2011; West, 1988; Xu et al., 2013).

With the continuous improvement of institutions in China’s capital market, the
inverse association between stock price synchronicity and market information effi-
ciency has become increasingly recognised (You et al., 2007). More and more studies
support the information efficiency perspective and find that stock price synchronicity is
predominantly determined by firm-specific information. We thereby suppose stock
price synchronicity serves as a negative reflection of capital market information effi-
ciency in this study.
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2.3. Hypothesis development

From the information efficiency perspective, stock price fluctuations are driven by firm-
specific information. We expect that the CSRC's random inspection improves capital
market information efficiency and therefore reduces stock price synchronicity.

Firstly, The CSRC's random inspection reveals firm-specific information. Once a firm is
selected for random inspection, the CSRC will conduct comprehensive on-site inspections,
focusing on various facets, such as the authenticity, accuracy, completeness, timeliness,
and fairness, of information disclosure, the compliance of corporate governance practices,
the formalisation in exercising of shareholder rights and control by major shareholders or
ultimate controllers, the standardisation of accounting procedures and financial manage-
ment, and so on. If deficiencies or problems are detected in any of these areas, the CSRC
mandates listed firms to rectify problems and submit rectification reports on time.
Throughout this process, pertinent regulatory documents and rectification reports are
promptly disclosed, which helps reveal firm-specific information and therefore lowers
stock price synchronicity. The study of Teng et al. (2022) shows significant market reac-
tions when listed firms are targeted for inspection, indicating that the CSRC’s random
inspections effectively unveil firm-specific information to the market.

Secondly, the CSRC's random inspection could improve information disclosure. Prior
research has shown that low earnings management (Lu & Shen, 2011) and high informa-
tion disclosure quality (Choi et al., 2019; Peterson et al., 2015) increase the firm-specific
information content in stock prices, decreasing stock price synchronicity. The random
inspection wields effective regulatory power derived from governmental authority, exert-
ing substantial governance influence over the financial reporting quality of the inspected
firms. After CSRC's random inspections, both accrual and real earnings management of
inspected firms significantly decrease (Liu et al., 2021; Teng et al., 2022), and information
disclosure quality improves (Teng et al., 2022). Furthermore, the random inspection may
also augment the ‘quantity’ of information disclosure. In addition to the information
disclosed during the inspection and rectification process, the random inspection
enhances the internal control of inspected firms (Teng et al, 2022), contributing to
increased voluntary information disclosure levels (Khlif et al., 2021). As documented by
Gassen et al. (2020), information disclosure and information intermediaries not only
augment the quantity of firms’ public information relative to overall market information
but also reduce investors’ information acquisition costs, mitigating adverse selection
issues, and thereby diminishing the stock price synchronicity.

Thirdly, the CSRC’s random inspection could decrease stock price synchronicity by
increasing media and investor attention. As an integral component of public enforce-
ment, random inspection of CSRC generates positive externalities and strengthens the
role of social monitoring. The random inspection emphasises the importance of informa-
tion disclosure and accepting social monitoring to foster regulatory collaboration. In
terms of execution effectiveness, prior research has demonstrated that the CSRC's random
inspection enhances the supervisory role of auditors (Liu & Shen, 2021; Liu et al., 2022).
Furthermore, the CSRC’s random inspection elicits media and investor attention to the
inspected firms, prompting market participants to unveil, disseminate, and exploit firm-
specific information. Studies by Dong and Ni (2014) and Zhang et al. (2022) found an
inverse relationship between media attention and stock price synchronicity, revealing
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that firms with higher levels of media attention experience decreased synchronicity.
Greater investor attention can also facilitate more firm-specific information into the
stock price (Andrei & Hasler, 2015) and lower the stock price synchronicity as a result of
information exchange on social media platforms (Zheng et al., 2022) and online searches
(Hu et al., 2021).

In summary, the CSRC’s random inspection can reveal more firm-specific information. It
may also facilitate firm-specific information reflected in stock prices by improving the
quality and quantity of information disclosure, as well as increasing media and investor
attention. Consequently, CSRC’s random inspection leads to a reduction in stock price
synchronicity and enhances capital market information efficiency.

Based on the information efficiency view, we propose the following hypothesis:

H1: The CSRC's random inspection reduces the stock price synchronicity.

3. Research design
3.1. Models and variables

To empirically examine the effect of CSRC's random inspection on stock price synchroni-
city, we follow Teng et al. (2022), Liu and Shen (2021), and Wen et al. (2020) and construct
a time-varying DID model as shown in equation (1):

SYN;: = ao + B Post_Inspection; + Y.Controls + Firm + Year + €;; (1)

where SYN is stock price synchronicity which is calculated according to Gul et al. (2010),
Wang and Li (2019), and Zhao et al. (2020), using equations (2) and (3):

liw = Qj + Birm,w + Yilkw + Eiw (2)

SYN =In[R?/(1 — R?)] 3)

where r;,, represents the weekly return of firm i in week w of a year, r,,, ,, is the weekly
market return (the CSI 300 Index) in week w of a year, ry,, is the weekly value-weighted
industry return of industry k in week w of a year. After excluding observations with trading
weeks less than 26 within a year, we regress each firm’s annual data using equation (2) to
obtain the model goodness of fit (R?). We then calculate the stock price synchronicity
(SYN) of each firm based on equation (3).

In equation (1), Post_Inspection is a dummy variable representing the post-period of
random inspection. Referring to the design of Teng et al. (2022) and Liu and Shen (2021),
Post_Inspection equals 1 for inspected firms during the year of inspection and subsequent
years, and 0 during other years. For the non-inspected firms, Post_Inspection remains 0
throughout the sample period. The coefficient of Post_Inspection, 3;, measures the impact
of CSRC’s random inspection on stock price synchronicity. Following Gul et al. (2010),
Wang and Yu (2013), and Gu et al. (2016), we control for weekly return variance of the
industry (Var_Ind) and a set of firm-level variables, including weekly return skewness
(Skewness), weekly return kurtosis (Kurtosis), differential of monthly average turnover



Table 1. Variable definitions.

CHINA JOURNAL OF ACCOUNTING STUDIES . 205

Variables Variable name Variable definition
SYN stock price synchronicity Calculated based on equation (2) and equation (3)
Post_Inspection random inspection of CSRC A dummy variable equals 1 for inspected firms during the year of
inspection and subsequent years, 0 otherwise
Var_Ind industry weekly return The variance of value-weighted weekly returns of an industry in
variance a year.
Skewness firm weekly return skewness  The skewness of weekly returns of a firm in a year
Kurtosis firm weekly return kurtosis The kurtosis of weekly returns of a firm in a year
Dtn monthly average turnover The difference between the average monthly stock turnover of the
rate differential current year and that of the previous year for a firm
AbsDacc accounting transparency The absolute value of discretionary accruals is calculated using the
modified Jones model
LSize asset size The natural logarithm of the book value of total assets
LLev leverage ratio Total liabilities to total assets
LROA return on assets Net profit to total assets
LGrowth growth rate the percentage change in sales (current year minus previous year)

LShare_Insti
LSOE
LAnalyst
LShare_Top1

LBoard_Size
LBoard_Indep

LDual

LBig4

institutional investor
ownership percentage

ownership type

analyst coverage

shareholding percentage of
the largest shareholder

board size

board independence

CEO-Chair duality

auditing quality

divided by the previous year’s sales
The percentage of institutional investor shareholdings

A dummy variable equals 1 for state-owned enterprises, 0 otherwise
The natural logarithm of (1 + number of analysts following)
The percentage of shares held by the largest shareholder

The natural logarithm of the number of board members

The ratio of independent directors to the total number of board
members

A dummy variable equals 1 if the chairman and CEO are served by
the same person, 0 otherwise

A dummy variable equals 1 if the auditor is one of the Big4
international accounting firms, 0 otherwise

rate (Dtn), accounting transparency (AbsDacc), asset size (LSize), leverage ratio (LLev),

return on assets (LROA), growth rate (LGrowth), institutional investor ownership percen-

tage (LShare_Insti), ownership type (LSOE), analyst coverage (LAnalyst), shareholding

percentage of the largest shareholder (LShare_Top1), board size (LBoard_Size), board

independence (LBoard._Indep), CEO-Chair duality (LDual), and auditing quality (LBig4).'
Variable definitions are shown in Table 1.

3.2. Sample selection and data source

The random inspection system was launched nationwide by the State Council in 2015, and the
CSRC initiated inspections on listed firms in 2016. The study period therefore covers three
years surrounding 2016, i.e. from 2013 to 2019. Moreover, firms that have already undergone
inspections by local CSRC bureaus in the past three years are excluded from re-inspection. For
example, as outlined in the Implementation Plan for Random On-site Inspections of Listed
Companies by the Beijing Securities Regulatory Bureau in 2016, the following entities shall not
be the objects of random inspection: entities with preliminary evidence or clues of suspected
illegal activities under investigation, entities subject to legal cases and inspections initiated
within the previous year, and entities had been randomly inspected by the Beijing Securities
Regulatory Bureau within the past three years. To mitigate the potential impact of duplicate

'Teng et al. (2022) found a significant negative market reactions when firms are inspected by the CSRC. Our results remain
unchanged after controlling for the cumulative abnormal returns within one day before and after the CSRC's random
inspection announcement. We acknowledge this valuable insight from anonymous reviewers.
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inspections, we end the sample period by 2019. The research sample thus consists of A-share
non-financial listed firms, excluding those under enforcement investigation, resulting in a final
dataset comprising 17,607 firm-year observations. We winsorise all continuous variables at
their 1% and 99% percentiles. The list of listed firms subjected to random inspection of CSRC is
hand-collected from the websites of local CSRC bureaus. Data for other variables are extracted
from the Wind and CSMAR databases.

4. Empirical results
4.1. Descriptive statistics

Table 2 reports the descriptive statistics of the main variables, including correlation
coefficients, number of observations, means, standard deviations, minimum values, and
maximum values. The highest correlation coefficient is —0.55 between board size
(LBoard_Size) and board independence (LBoard_Indep). Asset size (LSize) and leverage
(LLev) also exhibit a significant correlation, with a coefficient of 0.50. The remaining
variables show correlation coefficients within a reasonable range, suggesting there are
no severe multicollinearity issues in the model. The statistics of variables are all within
a reasonable range. The correlation between SYN and Post-Inspection is —0.05 and statis-
tically significant at the 1% level, indicating reduced stock price synchronicity after the
CSRC's random inspection, thus providing preliminary evidence for H1.

4.2. The CSRC’s random inspection and stock price synchronicity

We use equation (1) to examine the impact of random inspection of CSRC on stock price
synchronicity, and the results are reported in Table 3. Column 1 of Table 3 shows the
results of the baseline model, and the coefficient of Post_Inspection is —0.066 at a 5%
significance level. Economically speaking, the stock price synchronicity of inspected firms
decreases by 0.066 relative to firms that were not inspected, which is approximately 44%
of the sample mean. These findings verify the significant reduction in stock price syn-
chronicity due to the CSRC’s random inspection and support H1. To address the potential
regional bias, column 2 of Table 3 includes the interactive fixed effects of Province*Year.
The results show that the coefficient of Post_Inspection remains negative and statistically
significant. These results support the information efficiency view that the CSRC’s random
inspection facilitates the integration of firm-specific information into the stock price,
leading to a decrease in stock price synchronicity and an improvement in capital market
information efficiency.

4.3. Robustness tests

4.3.1. Parallel trend test

The empirical study employing a DID model requires satisfying the parallel trend assumption.
To examine the parallel trend, we introduce dummy variables for the current year (Current)
and the three years before and after (Before3, Before2, Beforel, After1, After2, and After3) the
CSRC's random inspection. The empirical results are presented in Table 4. The results show
that coefficients for Before3, Before2, and Before1 are all statistically insignificant, while those
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Table 3. The CSRC’s random inspection and stock
price synchronicity.

m V)]

SYN SYN
Post_Inspection —-0.066** —0.063**
(—2.48) (=2.39)
Var_Ind 11.599* 13.567*
(1.69) (1.94)
Skewness —0.161*** —0.159***
(-16.13) (—15.89)
Kurtosis —0.024*** —0.025***
(-7.60) (=7.97)
Dtn —0.054*** —0.055***
(=21.11) (=21.37)
AbsDacc —0.219*** —0.232%**
(=2.77) (=2.92)
LSize 0.156*** 0.167%***
(9.09) (9.37)
LLev —-0.107 —-0.126*
(-1.64) (-1.95)
LROA 0.726*** 0.653%***
(5.58) (5.00)
LGrowth —0.019*** —0.018***
(-3.22) (—3.08)
LShare_|Insti —0.218*** —0.234***
(—5.44) (-5.82)
LSOE 0.034 0.030
(0.63) (0.55)
LAnalyst 0.037%** 0.040%***
(4.31) (4.71)
LShare_Top1 —0.002* —0.002
(-1.92) (-1.35)
LBoard_Size —-0.031 —-0.034
(—0.40) (—0.43)
LBoard_Indep 0.008 -0.014
(0.04) (—0.07)
LDual —0.002 0.002
(=0.10) (0.10)
LBig4 0.076 0.091
(1.01) (1.22)
_cons —3.332%** —3.424%**
(-7.89) (—8.05)
Firm Yes Yes
Year Yes Yes
Province*Year - Yes
N 17607 17381
12_a 0.471 0.474

T statistics shown in parentheses; ***, ** and * indicate
statistical significance at the 1%, 5%, and 10% levels,
respectively.

for Current, After1, After2, and After3 are all significantly negative. This suggests that before the
random inspection, the stock price synchronicity of inspected and uninspected firms exhib-
ited parallel trends. However, after the inspection, the stock price synchronicity of the
inspected firms significantly decreased compared to the uninspected firms.

Figure 1 graphically presents the results of the parallel trends test. As shown, before
the random inspection, the coefficients for Before3, Before2, and Beforel do not signifi-
cantly differ from zero, while the coefficients for Current, After1, After2, and After3 are all
significantly negative. These results confirm the parallel trend assumption.



210 X. XIA ET AL.

Table 4. The parallel trend

test.
(1)
SYN
Before3 —-0.010
(-0.25)
Before2 —-0.066
(=1.55)
Beforel —0.021
(-0.51)
Current -0.072*
(-1.74)
Post1 —-0.087*
(-1.86)
Post2 —0.143**
(-2.44)
Post3 —0.189**
(-2.40)
Controls Yes
Firm Yes
Year Yes
N 17607
r2_a 0.472

T statistics are shown in par-
entheses; ***, **, and * indi-
cate statistical significance at
the 1%, 5%, and 10% levels,
respectively.

JUSIOIFA0

]

T T T T T T
Before3 Before2 Beforel Current Postl Post2 Post3

year relative to the inspection

Figure 1. The parallel trend.

4.3.2. Alternative measurements for stock price synchronicity

Drawing on Li et al. (2014) and Huang and lJiang (2022), we adopt synchronicity
(SYN_Factor) and idiosyncratic volatility (/V_Factor) calculated based on the CAPM three-
factor model as alternative indicators of stock price synchronicity. A higher value of
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SYN_Factor indicates a higher level of stock price synchronicity, whereas a higher value of
IV_Factor indicates a lower level of stock price synchronicity. The calculation processes are
presented in equations (4)-(6):

r,' - ai + BMﬁ,-I’M + BSMB,[SMB + IBHML,iHML + Ei (4)
SYN Factor = In [Rt%acror (1 - Rt%acror)} 5)
IV_Factor = In[Var(g;)] (6)

The robustness test results for the alternative dependent variables are presented in
Table 5. In column (1) of Table 5, using SYN_Factor as the dependent variable, the
coefficient of Post_Inspection is shown to be —0.052 with a 1% significance level, indicat-
ing that the CSRC’s random inspection significantly reduces stock price synchronicity. In
column (2) of Table 5, using IV_Factor as the dependent variable, the coefficient of
Post_Inspection is 0.059, significant at the 1% level, suggesting that the random inspection
significantly increases the stock price idiosyncratic volatility, thereby reducing stock price
synchronicity.

4.3.3. Using a matching sample

The CSRC randomly inspects listed firms at a relatively low frequency. To address potential
biases arising from the sample size differences between inspected and non-inspected
firms, we conduct a robustness test using a matching sample. Specifically, we use the
Propensity Score Matching (PSM) method to identify non-inspected firms that closely
resemble the inspected firms in terms of asset size (LSize), leverage ratio (LLev), and return
on investment (LROA) within the same province and year. The matched sample is then
employed to conduct the DID empirical analysis. The results are presented in Table 6.
Columns (1)-(3) of Table 6 display the results using SYN, SYN_Factor and IV_Factor,
respectively. The coefficients of Post_Inspection are —0.066, —0.045, and 0.036, respec-
tively, all of which are statistically significant. The results from the PSM-DID analysis
buttress the main findings.

4.3.4. Placebo test

Adhering to the design of a random inspection system, the selection process by the CSRC
is random. This provides us with an exogenous setting to conduct the DID empirical
analysis. We conduct a placebo test to further check the robustness of our results.
Specifically, an equivalent number of firms are randomly chosen as virtual inspected
firms, while other firms are classified as non-inspected firms in 2016, 2017, 2018, and
2019. The placebo sample is then utilised for testing equation (1) and the procedure is
repeated 500 times. The distribution of the 500 DID coefficients of Post_Inspection and
their respective p-values are depicted in Figure 2. As illustrated, the coefficients based on
the placebo sample exhibit a normal distribution with a mean of zero, and most p-values
are above 0.1, indicating that most of the regression coefficients are not statistically
significant. The findings illustrated in Figure 2 from the placebo test confirm that the
observed reduction in stock synchronicity can indeed be attributed to the CSRC’s random
inspection.
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Table 5. Alternative measurements for stock price

synchronicity.

M

@

SYN_Factor IV_Factor
Post_Inspection —0.052%** 0.059%**
(=2.59) (3.39)
Var_Ind —12.297** 9.886***
(=2.51) (2.78)
Skewness —0.112%** 0.189***
(—13.86) (31.15)
Kurtosis —0.016*** 0.001
(-5.97) (0.52)
Dtn —0.062*** 0.070%***
(=31.51) (41.50)
AbsDacc —0.133** 0.075
(=2.18) (1.59)
LSize 0.100%*** —0.143***
(7.49) (=13.49)
LLev —0.260*** 0.133%**
(—5.08) (3.37)
LROA 0.389%*** —0.467***
(4.00) (—6.35)
LGrowth —0.011*** 0.007**
(=2.71) (2.20)
LShare_Insti —0.205*** 0.159%***
(—6.73) (6.31)
LSOE 0.053 —-0.066*
(1.22) (-1.92)
LAnalyst 0.005 0.004
(0.82) (0.66)
LShare_Top1 —0.001 0.002%***
(—0.80) (2.62)
LBoard_Size 0.051 0.041
(0.83) (0.82)
LBoard_Indep 0.005 0.002
(0.03) (0.02)
LDual 0.009 0.004
(0.55) (0.28)
LBig4 —-0.020 0.062
(—0.38) (1.35)
_cons —2.668*** —4.925%**
(-8.22) (—18.98)
Firm Yes Yes
Year Yes Yes
N 17487 17487
r2_a 0.560 0.618

T statistics are shown in parentheses; ***, ** and * indicate
statistical significance at the 1%, 5%, and 10% levels,

respectively.

4.4. Mechanism tests

The above empirical results indicate that the CSRC’s random inspection could
facilitate the integration of more firm-specific information into the stock price,
thereby reducing stock price synchronicity and enhancing capital market informa-
tion efficiency. As important participants in the capital market, firms, media, and
investors play crucial roles in this process. Higher levels of corporate information
disclosure, increased media coverage, and more proactive searching of company
information by investors can result in greater inclusion of firm-specific information
in stock prices. Therefore, we examine the mechanisms through which random
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m

@

®3)

Post_Inspection
Var_Ind
Skewness
Kurtosis

Dtn
AbsDacc
LSize

Llev

LROA
LGrowth
LShare_Insti
LSOE
LAnalyst
LShare_Top1
LBoard_Size
LBoard_Indep
LDual

LBig4

_cons

Firm

Year

N
r2_a

SYN
—0.066**
(=2.18)
11.896
(1.10)
—0.168***
(=11.09)
—0.025%**
(=5.16)
—0.055***
(=13.38)
-0.126
(=1.01)
0.188***
(7.03)
-0.026
(=0.27)
0.817%**
(4.30)
—0.021%**
(=2.38)
-0.104
(—1.64)
0.026
(0.31)
0.025*
(1.94)
-0.003*
(=1.77)
0.087
(0.71)
0.206
(0.61)
—0.008
(—0.25)
0.131
(1.18)

—4.352%%%

(—6.61)
Yes
Yes

6997
0.471

SYN_Factor
—0.045*
(-1.92)
—15.779**
(=2.03)
—0.117%**
(—9.48)
—0.017***
(—4.05)
—0.063***
(—20.38)
—-0.035
(—0.38)
0.092%**
(4.30)
—0.193**
(—2.49)
0.385%**
(2.72)
—0.014**
(=2.20)
—0.124**
(=2.52)
0.018
(0.25)
0.004
(0.38)
—0.002*
(-1.70)
0.174*
(1.81)
0.429*
(1.69)
-0.013
(—0.52)
—-0.087
(-1.09)
—2.876***
(—5.54)
Yes
Yes
6949
0.563

IV_Factor
0.036*
(1.80)
9.591*
(1.67)
0.189***
(18.63)
0.002
(0.51)
0.073%***
(27.85)
0.021
(0.29)
—0.147%**
(—8.88)
0.136**
(2.30)
—0.375%**
(=3.50)
0.009*
(1.83)
0.089**
(2.21)
—0.081
(=1.41)
—0.002
(=0.20)
0.003***
(3.02)
—-0.025
(=0.30)
-0.189
(—0.88)
0.007
(0.37)
0.100
(1.44)
—4.678***
(=11.26)
Yes
Yes
6949
0.626

T statistics are shown in parentheses; ***, ** and * indicate statistical significance at

the 1%, 5%, and 10% levels, respectively.

inspection of CSRC reduces stock synchronicity from the perspectives of improving
corporate information disclosure (i.e. the release of management earnings fore-
casts), enhancing media attention, and increasing investor attention. The results

are reported in Table 7.

4.4.1. Improving corporate information disclosure
We argue that the CSRC’s random inspection induces firms to disclose more
fundamental information, thereby enabling the inclusion of greater firm-specific
information into stock prices. To examine this mechanism, we investigate whether
the CSRC random inspection promotes the disclosure of management earnings
forecasts. Management earnings forecasts contain significant informational content
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Figure 2. The placebo test.

(Waymire, 1984). To test the impact of the CSRC random inspection on the prob-
ability of disclosing management earnings forecasts, we use a logit model and
introduce a dummy variable, IfMEF (indicating whether the company releases
management earnings forecasts). We also test the mediating effect of IfMEF. The
results are presented in columns (1)-(3) of Table 7. Column (1) shows that the
coefficient of Post_Inspection is significantly positive at the 10% level, indicating
that the CSRC's random inspection significantly increases the probability of man-
agement earnings forecasts. Columns (2) and (3) show the empirical results when
introducing the mediating variable. In each column, Post_Inspection is significantly
negative, and the result of IfMEF on SYN is also significantly negative, suggesting
that management earnings forecasts significantly reduce stock price synchronicity.
The results of the mediating effect test at the bottom of the table demonstrate that
the interaction between Post_Inspection and IfMEF significantly contributes to
decreasing stock price synchronicity, suggesting that management earnings fore-
casts play a mediating role.

4.4.2. Enhancing media attention. Listed firms inspected by the CSRC will attract
more media coverage. This implies that the CSRC's random inspection enhances
media attention, leading to stock prices reflecting more firm-specific information
and ultimately contributing to a reduction in stock price synchronicity (Huang &
Guo, 2014). With the advancements in modern information technology, online media
has emerged as a dominant medium for information dissemination and acquisition.
We therefore use the natural logarithm of the number of online financial news
articles (MediaAtten) to measure media attention. Results in columns (4)-(6) of
Table 7 show the mechanism test. Column (4) reveals that the coefficient of
Post_Inspection on MediaAtten is significantly positive, indicating that the CSRC's
random inspection significantly increases media attention. Results in columns (5)
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Table 7. Mechanism tests.

(M ) @)
Improving the release of management earnings forecasts

IfMEF SYN SYN
logit OoLS OoLS
Post_Inspection 0.232* —0.057** —0.057**
(1.72) (=2.15) (-=2.11)
IfMEF —0.046***
(-2.61)
Controls Yes Yes Yes
Firm Yes Yes Yes
Year Yes Yes Yes
Z for reference interaction 2.40%*
Z for mediated interaction —0.00
Z for the pure indirect effect —-0.00
N 8135 16930 16930
r2_a 0.242 0.242
LR chi2 —2601.104
() (5) (6) 7) 8) )
Enhancing media attention Increasing investor attention
MediaAtten SYN SYN InvAtten SYN SYN
OLS OoLS OLS OLS OLS OLS
Post_Inspection 0.080%** —0.058** —0.053** 0.015* —0.065** —0.064**
(2.71) (=2.19) (—=1.98) (1.68) (—2.40) (—2.36)
MediaAtten —0.071***
(-9.22)
InvAtten —0.063**
(=2.35)
Controls Yes Yes Yes Yes Yes Yes
Firm Yes Yes Yes Yes Yes Yes
Year Yes Yes Yes Yes Yes Yes
Sobel Z —2.600*** -1.641*
p 0.01 0.10
N 17039 17039 17039 16382 16382 16382
r2_a 0.222 0.243 0.247 0.704 0.251 0.251

The mediating effect tests in columns (2)-(9) also control the one-year-lagged market-to-book ratio, found age, and stock
price volatility; T statistics are shown in parentheses; ***, ** and * indicate statistical significance at the 1%, 5%, and
10% levels, respectively.

and (6) show the results when including the mediating variable. In each column,
Post_Inspection is significantly negative, and the result of MediaAtten on SYN is also
significantly negative, suggesting that media attention significantly reduces stock
synchronicity. In column (6), after including the mediating variable, the impact of
Post_Inspection is relatively diminished compared to column (5), indicating
a mediating effect of MediaAtten (Preacher & Hayes, 2004). The test of the mediating
effect at the bottom demonstrates that media attention plays a significant mediating
role in the impact of the CSRC's random inspection on reducing stock price
synchronicity.

4.4.3. Increasing investor attention. The CSRC's random inspection not only
increases media attention but also could attract investors’ attention towards
inspected firms, thereby incorporating firm-specific information into stock prices.
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We refer to Drake et al. (2012) and Feng (2014) and use investor web search
volume (InvAtten) as a measure of investor attention. Columns (7)-(9) in Table 7
present the results. The results in column (7) reveal that the coefficient of
Post_Inspection on InvAtten is significantly positive, indicating that the CSRC's
random inspection significantly increases investor attention. Columns (8) and (9)
show that Post_Inspection is significantly negative in each column, and the results
of InvAtten on SYN are also significantly negative, suggesting that investor atten-
tion significantly reduces stock synchronicity. In column (9), after including the
mediating variable, the impact of Post_Inspection is relatively reduced compared to
column (8), indicating a mediating effect of InvAtten (Preacher & Hayes, 2004). The
results of the mediating effect test at the bottom demonstrate that investor
attention plays a significant mediating role in the impact of random inspection
of CSRC in reducing stock price synchronicity.

In summary, the CSRC’s random inspection significantly promotes the release of
management earnings forecasts and increases media and investor attention, resulting
in more firm-specific information incorporated into stock prices and reducing stock price
synchronicity.

4.5. Further analysis

4.5.1. Ownership type (SOEs and non-SOEs)

The effect of the CSRC’s random inspection on stock price synchronicity may vary
across firms with different ownership types. On one hand, political connections may
weaken the effectiveness of CSRC regulatory enforcement (Correia, 2014), suggest-
ing that the inherent political affiliations of state-owned enterprises (SOEs) may
dampen the regulatory effect of CSRC's random inspection. On the other hand,
CSRC’s random inspection primarily focuses on the regulatory compliance of listed
firms. SOEs face stricter regulatory supervision, leading to more standardised cor-
porate governance practices compared to non-SOEs. Therefore, the regulatory
effect of the CSRC's random inspection may be stronger for non-SOEs. A related
study by Liu et al. (2021) found that the effect of CSRC’s random inspection on
accrual and real earnings management is significant only in non-SOEs. Based on the
above analysis, we expect a stronger effect of CSRC’'s random inspection on redu-
cing stock price synchronicity for non-SOEs.

Table 8 presents the moderating effect of ownership nature. Columns (1)-(3) show the
results using SYN, SYN_Factor, and IV_Factor as dependent variables, respectively. The
results in columns (1) and (2) show that coefficients of Post_Inspection*LSOE are both
significantly positive, suggesting a stronger impact of CSRC's random inspection on
reducing stock price synchronicity for non-SOEs. The result in column (3) shows that the
coefficient of Post_Inspection*LSOE is significantly negative, also indicating a stronger
effect of CSRC's random inspection for non-SOEs. The results in Table 8 demonstrate
that, compared to SOEs, the random inspection of CSRC can lower stock price synchro-
nicity for non-SOEs.
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Table 8. Further analysis of ownership type.

(1 @) @)
SYN SYN_Factor IV_Factor
Post_Inspection —0.107%*** —0.094%** 0.079%**
(-3.41) (—3.85) (3.90)
LSOE 0.025 0.043 -0.061*
(0.46) (1.00) (-1.78)
Post_Inspection*LSOE 0.126** 0.127%** —-0.062*
(2.37) (3.21) (-1.73)
Controls Yes Yes Yes
Firm Yes Yes Yes
Year Yes Yes Yes
N 17607 17487 17487
r2_a 0.472 0.561 0.618

T statistics are shown in parentheses; ***, ** and * indicate statistical significance at the
1%, 5%, and 10% levels, respectively.

4.5.2. Number of listed firms within a district

The CSRC's random inspection helps alleviate the regulatory inefficiency problem caused by
enforcement resource constraints. As a result, the effectiveness of the random inspection is
expected to be stronger when the CSRC faces greater resource constraints. This is evidenced
by Teng et al. (2022) who show that when the CSRC faces greater resource constraints, the
effects of the CSRC's random inspection on enhancing company information disclosure
quality, improving internal control quality, and suppressing illegal and irregular behaviours
are stronger. We anticipate that the impact of the CSRC's random inspection on stock price
synchronicity will be stronger when the CSRC faces greater resource constraints.

Gunny and Hermis (2020) argued that an increased number of listed firms within the
district leads to a stronger regulatory burden, diminishing the effectiveness of government
enforcement. We follow Teng et al. (2022) and measure the level of resource constraints faced
by the CSRC using the number of listed firms within the jurisdiction of the local securities
regulatory authority (ProvNum). We focus on the interaction term between Post_Inspection
and ProvNum, and the Province*Year fixed effect is included in the empirical model to control
for potential regional differences. Table 9 reports the results. In column (1), with SYN as the
dependent variable, the coefficient of Post_Inspection*ProvNum is negative but statistically
insignificant. In column (2), with SYN_Factor as the dependent variable, the coefficient of
Post_Inspection*ProvNum is significantly negative at the 5% level. In column (3), with IV_Factor
as the dependent variable, Post_Inspection*ProvNum is shown to be significantly positive at
the 1% level. The overall results in Table 9 indicate that more listed firms within a district lead
to a stronger effect of the CSRC's random inspection on reducing stock price synchronicity.
This also suggests that random inspection can enhance securities regulation efficiency.

4.5.3. Government transparency

The random inspection system mandates the government to ‘disclose the regulatory informa-
tion and form regulatory synergy’. This indicates that increased government transparency can
enhance the effectiveness of the random inspection. Wang and Ma (2017) showed that lower
government transparency exacerbates information asymmetry, incentivising government
agencies to conceal violations and misconduct. Thus, higher government transparency
could facilitate information sharing among government regulatory departments and enhance
the efficiency of random inspection. In addition, government information disclosure gener-
ates significant externalities, as greater transparency provides the public with expanded
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Table 9. Number of listed firms within a district.
(1) (2) (3)

SYN SYN_Factor IV_Factor
Post_Inspection 0.007 0.032 —0.038
(0.15) (0.89) (-1.21)
ProvNum 0.122% 0.042 0.000
(1.67) (0.82) (0.01)
Post_Inspection*ProvNum —0.034* —0.040%** 0.046***
(-1.79) (=2.76) (3.57)
Controls Yes Yes Yes
Firm Yes Yes Yes
Year Yes Yes Yes
Province*Year Yes Yes Yes
N 17607 17487 17487
r2_a 0.474 0.564 0.626

T statistics are shown in parentheses; ***, **, and * indicate statistical significance at the 1%,
5%, and 10% levels, respectively.

access to information resources. This empowers market participants to utilise government
information for learning, research, and decision-making (He, 2020). Consequently, govern-
ment transparency could strengthen the effectiveness of the random inspection and could
also encourage market participants to actively seek information about inspected firms,
thereby incorporating more specific information into stock prices. We thus expect that higher
government transparency will lead to a more pronounced effect of the CSRC's random
inspection on stock price synchronicity.

To examine the moderating effect of government transparency, we use the
Government Transparency Index (GovTrans) published by Nie et al. (2018) to measure
the level of government transparency in different provinces. The index captures the
extent of the administrative information disclosure and fiscal transparency. We introduce
the interaction term of GovTrans and Post_Inspection in equation (1) and control the
Province*Year fixed effect to mitigate potential regional variations. The empirical results
are presented in Table 10, where column (1), (2) and (3) uses SYN, SYN_Factor, and
IV_Factor as dependent variables respectively. Coefficients of Post_Inspection*GovTrans
are all significantly negative in columns (1) and (2), indicating that higher government
transparency enables the effect of the CSRC's random inspection. In column (3),
Post_Inspection*ProvNum is significantly positive at the 1% level. The overall findings
from Table 10 suggest that the effect of the CSRC’s random inspection on stock price
synchronicity is more pronounced in provinces with higher government transparency.

Table 10. Government transparency.
m @ ®3)

SYN SYN IV_Factor
Post_Inspection 0.290** 0.314%** —0.217%*
(1.97) (2.86) (=2.23)
Post_Inspection*GovTrans —0.005%* —0.005%** 0.004***
(—2.45) (-3.38) (2.84)
Controls Yes Yes Yes
Firm Yes Yes Yes
Year Yes Yes Yes
Province*Year Yes Yes Yes
N 17607 17487 17487
r2_a 0.474 0.564 0.625

T statistics are shown in parentheses; ***, ** and * indicate statistical significance at the 1%,
5%, and 10% levels, respectively.
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5. Conclusion

The CSRC’s random inspection is an important practice in the capital market in
transforming government functions, innovating government administration modes,
regulating law enforcement behaviour, and improving the role of government.
These, eventually, contribute to the enhanced resource allocation efficiency of
the capital market. This study examines the impact and mechanisms of the
CSRC’s random inspection on capital market information efficiency from the per-
spective of stock synchronicity. Based on a sample of non-financial listed firms in
the Chinese A-share market from 2013 to 2019, we find that the CSRC’s random
inspection significantly reduces stock price synchronicity. This suggests that the
random inspection promotes the incorporation of firm-specific information into the
stock price and improves the capital market information efficiency. The underlying
mechanisms include increased release of management earnings forecasts and
heightened attention from the media and investors. Furthermore, we find that
the effect of the random inspection is stronger for non-state-controlled listed
firms, regions with a higher number of listed firms, and regions with higher
government transparency.

The policy implications of this study highlight the importance of a better combination
of competent government and efficient markets, as a manifestation of China’s socialist
market economy. By introducing the innovative regulatory approach of random inspec-
tion, the regulatory efficiency of the CSRC can be improved, thereby increasing the capital
market information efficiency. To further enhance the regulatory effect of the CSRC's
random inspection, it becomes imperative to improve government transparency and
government information disclosure. This, in turn, will stimulate greater attention from
market participants such as the media and investors, consequently promoting the posi-
tive spill-over effect of the random inspection on social supervision.
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