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1. Introduction

This paper examines how politicians” hometown favoritism influences the resource allocation.
Hometown favoritism is prevalent in the distribution of economic resources. For example, existing
studies find that hometown favouritism matters for public good provision (Zantman, 2002), federal
funds distribution (Berry et al., 2010; Brollo and Nannicini, 2012; Albouy, 2013), regional
nightlight time (Hodler and Raschky, 2014), road building (Burgess etal., 2015), and infrastructure
development (Do et al., 2017). However, in these studies, politicians, such as presidents, even
though with supreme power, could not directly and fully control the allocation of a specific
resource. Furthermore, there is little evidence about the firm-level benefits of hometown favoritism
and the impact of such favoritism on the allocation efficiency. To fill this void, we explore a
Chinese setting on the initial public offering (IPO) allocation and examine whether the chairman
of China Securities Regulatory Commission (CSRC), who has direct and great control over the

resource, favor their hometown firms and the impact on resource allocation efficiency.

Prior studies document that politicians’ hometown favoritism can be driven by political motive
and/or social preferences (Hodler and Raschky, 2014; Do et al., 2017). The political motive argues
that politicians direct more resources to their birthplaces for winning votes and reelection in
democracies (Ferejohn, 1974; Knight, 2008), and in authoritarian regimes, such as in China, local
government officials favor hometown firms to improve the regional economic performance within
their jurisdiction to increase a chance to be promoted to higher-rank offices (Chen et al., 2020; Xu,
2011). Such being the case, existing studies either in democratic or in authoritarian regimes face
difficulties to differentiate political motive from social preferences of their hometown favoritism.

However, as central government officials, the appointment and promotion of the CSRC’s chairman



are determined by their superiors rather than public citizens or the economic performance of the
regions where IPO firms reside (Li and Zhou, 2005). Thus, the chairman’ hometown favoritism is
less likely to be driven by political motives, and China’s IPO resource allocation is a good setting

to test the existence of social preferences motive of politicians’ hometown favoritism.

The social preferences motive of hometown favoritism is rooted in place identity. Individuals
establish affective identity with specific places and gain strong emotional satisfaction from
benefiting people in those places (Hidalgo and Hernandez, 2001; Fowler and Kam, 2007; Scannell
and Gifford, 2017). Akerlof and Kranton (2000) and Kranton (2016) suggest that when making
economic decisions, individuals consider identity motives to gain higher utility. Thus, politicians
allocate more resources to their hometowns due to their shared-place identity (Do et al., 2017),
and hometown favoritism of top officials in China is more pronounced because officials face fewer
constraints (Hodler and Raschky, 2014, Fisman et al., 2018). Under the social preferences motive,

we expect that the CSRC’s chairman favor their hometown firms in the IPO resource allocation.

However, research extending social preferences to explain the effect of firm-level benefits
derived from politicians’ hometown favoritism on economic resource distribution is still scarce.
This omission is unfortunate given the fact that political force frequently plays an important role
(Pitroski et al., 2015) and rent seeking from politicians is prevalent, especially in a heavily
regulated market such as in China (Shleifer and Vishny, 1993; Khwaja and Mian, 2011). Indeed,
most existing literature focuses on rent seeking and possible corruption of the CSRC in the capital
resource allocation (Yang, 2013; Brockman et al., 2019; Wang and Wu, 2020). As such, we extend

this literature by examining politician’s hometown favoritism on the ground of social preferences



and test our hypothesis that birthplace identity encourages the chairman to favor their hometown

firms, thereby facilitating hometown firms more IPO allocation.!

We conduct our research in the Chinese setting due to the following benefits. China requires
all firms to receive IPO approval from the CSRC before they can go public, and the CSRC’s
chairman has the highest authority to allocate the IPO resource. A recent example of hometown
favoritism in the IPO approval regulation is that the former chairman of the CSRC, LIU Shiyu.
During LIU’s tenure as chairman, IPO firms headquartered in his birthplace, Jiangsu province,
have a high probability to be approved by the CSRC. However, it is widely reported that these
hometown firms are more likely to experience post-IPO performance reversals.? Therefore, this
unique IPO approval regulation setting provides an excellent opportunity to examine whether the
chairmen’s hometown favoritism brings about firm-level benefits for their birth provinces, what
the motives of such hometown favoritism are, and how this favoritism influences the resource

allocation efficiency.

To test the hometown favoritism of the top official of the CSRC in IPO resource allocation,
we examine Chinese A-stock companies that submitted IPO prospectuses to the CSRC between
2006 and 2019 and use the difference-in-difference research approach. We find that IPO firms
headquartered in the birth province of the incumbent CSRC’s chairman are more likely to receive

IPO approval, and a hometown tie increases the probability of IPO approval by 14.87%.

! Given that political rent seeking is prevalent in China’s IPO approval regulation setting, the chairman’s hometown
favouritism may be motivated by personal economic gains through engaging in rent seeking activities with IPO firms.
This alternative motive also brings about a higher likelihood of IPO approval and a lower resource allocation efficiency.
However, we have conducted empirical analysis to rule out the rent seeking motive in Section 4.3.

2 See https://finance.sina.com.cn/roll/2019-05-20/doc-ihvhiews3277874.shtml?source=cj&dv=1. This media article
reported that during LIU's chairmanship of the CSRC, his hometown province, Jiangsu, had a relatively high
proportion of IPOs, and the IPO approval process of several banks in Jiangsu was questioned by the market.
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Then, we find that such favoritism is more pronounced for IPO applicants located in narrower
geographic areas around the chairman’s birthplace, and in regions with higher language diversity
or stronger in-group collectivism culture, while the regional average rent-seeking expenditure and
regional corruption level, and IPO firms’ public relations expenditure have no significant impact
on this hometown favoritism. These results confirm the existence of the social preferences motive
of hometown favoritism and rule out the alternative explanation that such favoritism is driven by
the rent seeking motive. We also find that the CSRC’s chairman only favor IPO applicants from
their birth provinces rather than from provinces where they previously worked and for IPO firms
whose CEOs attend the same university as the chairman does, suggesting that the chairman’s
favoritism is more likely motivated by birthplace identity, rather than by rent seeking motive
through the social ties they have established through the shared working or educational experience.
Moreover, Xi Jinping’s anti-corruption campaign since late 2012 and the central inspection into
the CSRC since late 2015, have not significantly reduced the chairman’s hometown favoritism,
suggesting that such favoritism is less likely driven by rent seeking or possible corruption. In
addition, we find that the chairmen’s favoritism is stronger for non-committee-connected, non-
political-connected or non-stated-owned IPO firms, suggesting the hometown favoritism is a
substitute for the approval committee connections, CEOs’ political connections or state ownership
in IPO resource allocation. Therefore, we infer that the chairman’s hometown favoritism is
principally motivated by social preferences due to birthplace identity. However, we recognize that
we cannot completely rule out the personal economic gains motive that the chairman may receive

through rent seeking activities.

Finally, we find that this hometown favoritism is more pronounced for IPO firms with more

discretionary accruals, intercompany loans, or related-party transactions in their prospectuses,



suggesting that such favoritism helps low-quality applicants to go public and leads to the IPO
resource misallocation. Furthermore, we find that the hometown-connected firms tend to have a
higher ratio of the offering price to earnings per share, show higher IPO underpricing, have lower
post-1IPO both buy-and-hold abnormal return and cumulative abnormal return, and experience
worse post-IPO accounting performance reversals. All these results confirm that such hometown
favoritism reduces the overall IPO resource allocation efficiency. Our findings document that, in
an emerging market, hometown favoritism of government officials distorts the resource allocation

and decreases the effectiveness of regulation.

Overall, this paper makes the following contributions. First, our paper contributes to the
literature on hometown favoritism of politicians in resource allocation. Prior studies mainly
document that their hometown favoritism influences public service, such as public good provision
(Zantman, 2002), federal funds distribution (Brollo and Nannicini, 2012; Albouy, 2013), intensity
of nightlight time (Hodler and Raschky, 2014), road building (Burgess et al., 2015), or regional
fundamental infrastructure (Do et al., 2017). Our paper extends those studies by examining
hometown favoritism of the CSRC’s chairman who have the direct and great control for the IPO

resource allocation and providing evidence that such favoritism brings about firm-level benefits.

Second, our paper also contributes to the literature on the effectiveness of regulation. Existing
literature shows that political connection (Liu etal., 2013), regulatory committee connection (Yang,
2013; Chenetal.,2017; Brockman etal., 2019; Wang and Wu, 2020), and regulated interest groups’
rent seeking through media capture (Dyck et al., 2013; Wu and Tian, 2021) distorts resource
allocation. Drawing on place identity theory, our paper complements those studies by adding new
empirical evidence that hometown favoritism of regulators with supreme authority motivated by

social preferences also leads to an ineffective regulation.



Third, existing research shows that hometown ties between firms and government officials at
provincial or prefecture levels have an impact on corporate investment decisions (Liu et al., 2016)
or corporate subsidiary locations (Chen et al., 2020). The other studies show managers” hometown
favoritism affect firm employment decisions (Yonker, 2017), acquisitions (Jiang et al., 2019), trade
credit (Kong et al., 2020), or innovation (Ren et al., 2021). However, our paper focuses on officials
at central government level and test whether and how politicians directly in charge of the resource

favor their hometown firms in resource allocation.

The remainder of this paper proceeds as follows. Section 2 introduces the IPO resource
allocation in China, and then develops the hypothesis. Section 3 describes the sample, key
variables, and summary statistics. Section 4 presents the main regression results on hometown
favoritism of the CSRC’s chairman in the IPO approval decision. Section 5 reports result on the

influence of hometown favoritism on resource allocation efficiency. Section 6 concludes the paper.

2. Institutional Background and Hypothesis Development
2.1 IPO Resource Allocation in China

In China, the capital market is relatively underdeveloped, and the overall legal environment is
weak, because class action lawsuits are absent and the legal enforcements can be challenging for
state-owned or politically connected firms (Brockman et al., 2019). Therefore, to optimize the IPO
resource allocation and select high-quality companies to enter the capital market, the Chinese

government adopts the IPO approval regulation.

Different from the registration system of the United States and other western countries, this
approval system requires that all firms must receive the IPO approval from the CSRC before they

are eligible to issue new shares. There is a risk of IPO rejection, which is about 20% during our



sample period from 2006 to 2019. In July 2019, the Chinese government set up the Sci-Tech
Innovation Board (STAR Market) and piloted the so-called registration system of the IPO.
Nevertheless, China’s registration system is not an authentic one as in other countries, because
approval committee members still take responsibility for voting for each IPO applicant and there
is still administrative intervention in STAR market.3 In other words, the Chinese government has
not relinquished the control for the IPO resource allocation even since the introduction of STAR
market and always played a dominant role in the regulatory process. Without fundamentally
improving the legal system or establishing an effective delisting system, the impact of the new

system should be quite limited.

During the regulatory process on IPO resource allocation, the submitted IPO prospectus is first
reviewed by the CSRC officials to ensure that it meets basic requirements, and then it is scrutinized
by the Examination Committee members of the CSRC who vote whether to approve the IPO
application, and the chairman makes final decisions about IPO applications. Thus, the CSRC’s

chairman has the highest authority and greatest control over the IPO resource allocation.

The CSRC is a central-level government institution, established in 1992, and directly
controlled by the Chinese State Council, including the appointment of the chairman of the CSRC.
As the top official of the CSRC, unlike the relatively fixed tenures of political leaders in
democracies or Chinese local government officials, the chairman is often unexpectedly rotated,

which can be more likely to alleviate the endogeneity of hometown connections between IPO firms

3 A media article (https://www.iyiou.com/p/111223.html) took one IPO applicant’ rejection case as an example to
illustrate that the IPO registration in STAR market does not mean deregulation, but even stricter IPO regulation.
Another article (https://baijiahao.baidu.com/s?id=1655156065063804450&wfr=spider&for=pc) reported descriptive
statistics about the IPO approval rate, IPO proceeds, and IPO approval criterion in 2019 in STAR market, indicating
the IPO rejection risk was 4.39% in 2019.
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and the chairman.* During our sample period, there were five successive chairmen of the CSRC:
SHANG Fulin (born in Shandong province), GUO Shuging (born in Inner Mongolia province),
XIAO Gang (born in Hunan province, and grew in Jiangxi province), LIU Shiyu (born in Jiangsu
province), and Y1 Huiman (born in Zhejiang province). Among them, SHANG’s tenure was the
longest, at nine years from 2002 to 2011, and the shortest tenure was 1.5 years of GUO. In this
paper, we intend to test whether and how hometown favoritism of these CSRC chairmen influences

the IPO resource allocation and the possible motives of such favoritism.

2.2 Hypothesis Development

In this study, we focus on the CSRC chairman’s behaviors in the IPO resource allocation.
Based on China’ IPO approval setting, prior studies have shown that the resource misallocation
can be caused by IPO applicants’ CEOs’ own government working experience (Liu et al., 2013),
the Examination Committee members’ connections that IPO firms establish by hiring intermediary
organizations whose former partners are currently full-time Committee members during their IPO
application periods (Yang, 2013; Chen et al., 2017; Brockman et al., 2019; Wang and Wu, 2020),
and IPO firms’ rent seeking through media capture (Wu and Tian, 2021). As the top official of the
CSRC, the chairman has the highest authority in allocating the IPO resource and makes final
decisions about all IPO applications, and thus may play a more important role in the IPO approval

regulatory process than political-connected CEQOs, the Committee members, or the media.

Existing research has documented that politicians’ hometown favoritism in resource allocation
is widespread around the world. For example, political leaders tend to allocate more public good

(Zantman, 2002), federal funds (Berry et al., 2010; Brollo and Nannicini, 2012; Albouy, 2013),

4 We will more vigorously address the endogeneity issues in Section 4.2.



nightlight time (Hodler and Raschky, 2014), or funds used for regional fundamental infrastructure
(Burgess et al., 2015; Do et al., 2017) to their birthplaces. Furthermore, such hometown favoritism
is more prevalent for autocratic top officials who face fewer external constraints from public
citizens (Hodler and Raschky, 2014) or in China with a strong hometown culture and place
attachment (Fisman et al., 2018). Thus, we conjecture that the CSRC’s chairman is more likely to

favor IPO firms headquartered in their birthplaces when allocating the 1PO resource.

Then, we intend to explore the specific motives of the chairman’s hometown favoritism. Prior
literature has shown that politicians’ hometown favoritism can be driven by the political motive
and social preferences (Hodler and Raschky, 2014; Do et al., 2017). The political motive means
that by allocating more resources to their hometown regions, politicians can seek votes or support
from public citizens of their birthplaces to increase a probability of political reelection in
democratic countries (Ferejohn, 1974; Knight, 2008). Under the social preferences motive,
politicians favor their birth regions because they can gain higher personal and emotional

satisfaction due to birthplace identity (Do et al., 2017).

Under China’s meritocratic cadre selection system (Li and Zhou, 2005; Xu, 2011), local
government officials’ appointment and promotion depend on the economic performance of regions
with their jurisdiction, thus provincial officials favor their hometown firms in the distribution of
economic resources for the better regional economic achievements and the better promotion
prospects (Chen et al., 2020). However, as a Chinese central government official, the CSRC’s
chairman only needs to please their superiors (i.e., the State Council) rather than public citizens to
get appointed to the CSRC, and the regional economic growth, especially their hometown regions’
economic performance, is not likely to relate to their rotation and promotion. Thus, we infer that

the chairman’s favoritism towards their hometown regions in the IPO resource allocation is less



likely to associate with political reelection or political promotion, but more likely to associate with

social preferences.

In this paper, the social preference motive means that it is the birthplace identity that drive the
CSRC’s chairman’ willingness to allocate more IPO resource to firms operating in their hometown
provinces. In the framework of social identity theory, after individuals classify themselves and
others into different social groups, they develop the identity to a certain group and favor people
from the same group (Ashforth and Mael, 1989; Ashforth et al., 2008). Place identity is one
category of social identity, and individuals establish affective identity with specific regions
through interactions and develop the place identity (Hidalgo and Hernandez, 2001; Scannell and
Gifford, 2017). Individuals make economic decisions based on both monetary incentives and their
identity motives (Akerlof and Kranton, 2000; Kranton, 2016), and can gain higher utility and
satisfaction by bestowing benefits to people who share the same identification (Fowler and Kam,
2007). Hometown favoritism is grounded in the birthplace identity which is an extension of place
identity, and political leaders tend to make economic decisions in favor of their hometown
provinces to gain personal and emotional satisfaction (Do et al., 2017). Based on the Chinese
famous proverb on hometown favoritism “When a man attains power, even his chickens and dogs
ascend to heaven”, we know that once in political power, government officials would distribute
benefits and resources to their family members and hometowns. Thus, under the social preference
motive, we expect that the chairman, born in regions that puts more value on family ties and family

support, is more likely to approve their hometown-connected IPO applicants.

Based on the above discussions, due to the birthplace identity, hometown favoritism of the

CSRC’s chairman exists in the IPO resource allocation. Thus, we predict that:

10



Hypothesis: IPO firms headquartered in the birth province of the CSRC’s incumbent chairman

are more likely to receive the IPO approval.

3. Sample, Key Variables, and Summary Statistics

3.1 Sample Selection and Distribution

To test whether the hometown favoritism of the CSRC’s chairman exists in IPO resource
allocation and the impact of such favoritism on resource allocation efficiency, we select all Chinese
A-stock IPO applicants examined by the CSRC between 2006 and 2019 as our original sample.
Since 2006, all IPO applicants have been required to publicly disclose their prospectuses, so that

we can access to data to conduct empirical analysis. Thus, our sample period starts in 2006.

Panel A of Table 1 indicates that a total of 2,943 IPO applicants were examined by the CSRC
from 2006 to 2019. First, we exclude 71 applicants in the financial industry, because these firms
are subject to different financial reporting rules. In this paper, we intend to test how hometown ties
to the top official of the CSRC influence the likelihood of IPO firms receiving approval, while the
rejection result of the first-time application may influence the firm’s incentive to manage the
resubmission timing to establish hometown connections with the incumbent chairman, thus there
may be endogeneity issues. Also because of the difference in applications’ experience between the
first submission and the resubmissions, we only focus on the first IPO application and remove 240
applicants that resubmitted IPO prospectuses after their previous applications were rejected by the
CSRC. In order to collect data on rejected IPO firms, we manually search their prospectuses,
whereas relevant data for approved IPO firms come mainly from the China Securities Market and

Accounting Research (CSMAR) Database or these firms’ prospectuses. After collecting these data,

11



we drop 6 IPO firms whose financial information is incomplete. Finally, we obtain 2,626

prospective IPO firms, of which 2,155 receive IPO approvals from the CSRC.

As shown in Panel B of Table 1, the observation was zero in 2013 as the CSRC suspended
IPO examination from October 2012 to January 2014. The highest likelihood of IPO approval is
92.74% in 2016, and the lowest is 58.86% in 2018. As shown in Panel C, the highest number of
applications is in the Machinery and Equipment Manufacturing Industry, accounting for 43.64%;
However, IPO firms in the Transportation, Storage, and Postal Services Industry are most likely
to be approved by the CSRC. Panel D indicates that for 31 provinces, Guangdong province has the
highest proportion of IPO applications, at 19.76%; While firms in some western provinces are
more likely to receive the IPO approval because of some preferential policies, such as in Ningxia
and Qinghai. Panel E presents that there was total 5 chairmen of the CSRC in power during our
sample period between 2006 and 2019; during XIAO Gang’s tenure in the CSRC, IPO firms are

most likely to be approved, and the likelihood is 91.17%.

[Insert Table 1 about here]

3.2 Definitions of Key Variables

3.2.1 IPO Approval

We manually collect regulatory decisions on 2,626 IPO applicants between 2006 and 2019
from the CSRC website. Then, we use the variable Approval to measure IPO regulatory decisions,

and if an IPO application is approved by the CSRC, the value for Approval is 1, otherwise is 0.

3.2.2 Hometown Ties

12



To construct our main independent variable, IPO firms’ hometown ties to the top official of
the CSRC, we first identify all CSRC’s chairmen who were in office during our sample period
from 2006 to 2019 from the CSRC Website, and further collect data about their tenure as the
chairman and their birth provinces. Then, we define a hometown-connected-chairman IPO firm as
a firm headquartered in the hometown province of the incumbent chairman who is in office when
this IPO firm is examined by the CSRC. Finally, we use the dummy variable, Hometown, to
measure hometown ties of IPO firms. If an IPO firm is a hometown-connected IPO firm, the value

of Hometown is 1, and otherwise is 0.

3.3 Descriptive Statistics and Univariate Tests

We provide descriptive statistics for all variables of 2,626 prospective IPO firms in Panel A
of Table 2. The average likelihood of IPO approval (Approval) is 82.1%, and this approval rate is
similar to prior results (Yang, 2013; Liu et al., 2013; Chen et al., 2017; Wang and Wu, 2020). The
mean value of Hometown is 0.137, which indicates that during our sample period from 2006 to
2019, more than 10% of IPO applicants have hometown connections with the incumbent chairman

of the CSRC on their IPOs’ examination date.

The univariate test in Panel B of Table 2 indicates that IPO firms with hometown ties to the
current chairman (Hometown=1) are more likely to be approved by the CSRC than IPO firms
without hometown ties (Hometown=0), which suggests that hometown favoritism of the top
official of the CSRC exists in the IPO resource allocation, and thus supports our Hypothesis. We
also find significant differences in many variables between home-connected and non-hometown-
connected IPO applicants. Thus, in baseline regression analysis, we control these variables. In
addition, in Section 4.2.4, we select all these variables as the matching variables and use a

propensity-score matching approach to address the sample self-selection bias.
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[Insert Table 2 about here]

4. Hometown Favoritism of the CSRC’s Chairman and IPO Approval

We first test whether IPO firms headquartered in the hometown province of the incumbent
chairman of the CSRC are more likely to receive IPO approvals (Section 4.1). Second, we use
multiple difference-in-difference research designs to address the endogeneity issues (Section 4.2).
Third, we examine the specific motives of the Chairman’s hometown favoritism (Section 4.3).
Forth, we test the moderating effects of approval committee connections, political connections,

and state ownership on this hometown favoritism (Section 4.4).
4.1 Baseline Regressions for the influence of Hometown Ties on IPO Approval

To examine the hometown favoritism of the CSRC’ chairman in the IPO approval decision,
we create the following Equation (1) to test how hometown ties of IPO firms (Hometown)
influence the likelihood of receiving IPO approval (Approval) from the CSRC:

Approval;, = By + p; Hometown,;, + B,Size;,_; + B3LEV;,_; + ByGrowth;,_; + BsROA; ;1 + PelA;¢4
+ B7SOE; ;1 +BgPCit_1+PBoCCir_1 + ProAgeic—1 + PraUnderwriter;,_; + fy,Auditor;,
+ BisLawyer;,_y + BisMain;,_; + BisSME; ,_, + FixedEffects + ¢,
Equation (1)

Following prior studies on the determinants of IPO regulatory decisions, we select a set of
control variables for Equation (1). Shu et al. (2009) indicates that firms with larger size and higher
profitability are easier to receive IPO approval from the CSRC, so we control for Size, Age, and
ROA. Following Myers (2003), we control for financial leverage (LEV), sales growth (Growth),
and the ratio of intangible assets to total assets (1A). Brockman et al. (2019) argue that state-owned
firms could receive preferential treatment from the CSRC when they apply for capital resource, so

we use SOE to capture the influence of state ownership on IPO approval. Prior studies document
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that firms with political-connected CEOs (Liu et al., 2013) and committee-connected underwriters,
auditors, or lawyers (Yang, 2013; Chen et al., 2017) are more likely to receive the IPO approval
from the CSRC. Thus, to capture possible political connections in the IPO regulatory process, we
include two variables: one is PC that equals to 1 if the CEO or chairman of the IPO firm serves as
government officials and the other dummy variable is CC that identifies whether the IPO firm hires
intermediaries (i.e., investment banks, auditing firms or law firms) whose partners are committee
members during its IPO examination period. Following Chen et al. (2017) and Brockman et al.
(2019), we control for the professionalism and reputation of intermediary organizations in the IPO
process, namely, Underwriter, Auditor and Lawyer, because those with a good reputation typically
have greater experience helping firms prepare for IPO application and their work thus increases
the likelihood of IPO approval. Given the different approval requirements for the three boards, we
control for the IPO board and set up two dummy variables (Main and SME). We include industry
and province fixed effects to control for time-invariant industry and regional characteristics,
respectively. We also include year fixed effects to control for time-variant unobservable factors

that may affect the IPO approval decisions. ® All variables are defined in Appendix A.

Table 3 presents the logistic regression coefficients (and Z-statistics) for Equation (1). In
Columns (1) to (4), we include different year, industry, and province fixed effects, and find that
there is a positive and significant relationship between IPO firms’ hometown connections with the
incumbent chairman (Hometown) and the likelihood of receiving IPO approval from the CSRC
(Approval). For example, as shown in Column (4), the coefficient is 0.824, and the Z-statistic is

3.01. Furthermore, the unreported result also indicates that the marginal effect of Hometown is

5 Since each IPO firm has only one chance to submit its IPO application in our samples, we cannot obtain firm-level
panel data from an IPO approval setting, thus there is no need to control for the firm fixed effect.

15



0.1487. Thus, a hometown tie to the CSRC’s chairman increases the probability of receiving IPO
approval by 14.87%. These results suggest that IPO firms are more likely to be approved by the
CSRC when they are headquartered in the birth province of the CSRC’s top official, which
supports our Hypothesis. These findings are consistent with the hometown favoritism argument
that political officials allocate more resources to their birth regions (Dahlberg and Johansson, 2002;

Berry et al., 2010; Hodler and Raschky, 2014; Burgess et al., 2015; Do et al., 2017).

Column (4) of Table 3 shows a significant and positive association between CEOs’ political
connection (PC) and the likelihood of IPO approval (the coefficient is 0.316, and the Z-statistic is
2.39), consistent with Liu et al. (2013). We also find that the committee connections (CC) have a
significantly positive impact on the IPO approval decision (the coefficient is 0.445, and the Z-
statistic is 3.45), consistent with Yang (2013) and Chen et al. (2017). Furthermore, the marginal
effects of PC and CC on the probability of IPO approval are 5.71% and 8.03%, respectively. These
findings suggest that the influence of hometown ties (Hometown) is stronger than direct political
connections (PC and CC), which supports Broadstock et al. (2020) who document that the effect
of implicit political connections is stronger than direct political connections on firm value. Among
other control variables, firm size, financial leverage, firm profitability, the ratio of intangible assets,
firm age, and three IPO intermediary organizations have significant influence on the likelihood of
IPO approval; these regression results are consistent with previous studies (Yang, 2013; Liu et al.,

2013; Chen et al., 2017; Wu and Tian, 2021).

[Insert Table 3 about here]
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4.2 Causal Inferences: Hometown Ties and IPO Approval®

4.2.1 DID Analysis for Changes of Hometown Ties

Our baseline regression results suggest that IPO firms headquartered in the CSRC chairman’s
birth province are more likely to receive the IPO approval. However, there is a potential
endogeneity issue that some regions may simply have higher likelihood of IPO approval and higher
probability of being the CSRC chairman’s birth province. In Equation (1), we have already used
the province fixed effects to control for the time-invariant differences across regions. To further
alleviate concerns that some unobserved changes within regions may simultaneously influence the
hometown ties and the IPO approval, following Bertrand and Mullainathan (2003), Armstrong et
al. (2012), and Hodler and Raschky (2014), we construct 7 dummy variables to capture the changes
of the incumbent chairman’s hometown province from 0 to 1 and from 1 to 0 (mainly because of

the turnover of the CSRC’s chairman), and estimate the following DID regressions Equation (2):

Approval;, = By + fyhometown(—2);, + f;,hometown(—1);, + fshometown(0);,
+B,hometown(+1);, + Bshometown(+2);, + Bchometown_loss(1);,
+p,;hometown_loss(2);, + Controls;,_, + FixedEffects + ;,

Equation (2)

We focus on provinces that will become a chairman’s birth province, have been a chairman’s
hometown province until recently, or already lose hometown connections with the chairman, and
define these provinces as the hometown provinces. Based on the turnover year of each chairman
of the CSRC, we first create a dummy variable, hometown (0), which equals 1 for this turnover

year when the hometown province changes from 0 to 1, and 0 otherwise. Second, we define two

6 Like Hodler and Raschky (2014) and Do et al. (2017), in our paper, the treat unit is the birth province of the chairman
rather than the IPO firm, thus, from the province-year perspective, we use the panel data and can employ the
difference-in-difference approach to address the endogeneity issues.
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dummy variables, hometown (—2) and hometown (—1), as 1 for one year and two years before this
hometown province changes from 0 to 1, respectively. Then, we define hometown (+1) and
hometown (+2), as 1 for one year and at least two years after this hometown province changes
from 0 to 1, respectively. Finally, we also construct two dummy variables to capture the loss of
hometown ties, hometown_loss (1) and hometown_loss (2), which equals 1 for one year and two
years after this hometown province changes from 1 to 0, respectively. We base on the headquarter
province of each IPO firm to determine the value of these 7 variables for all 2,626 prospective IPO

firms during our sample period.

As shown in Columns (1) to (3) of Panel A of Table 4, after the hometown province changes
from 0 to 1, hometown (0), hometown (+1), and hometown (+2) are all positively and significantly
related to the likelihood of IPO approval (Approval).” These results suggest that the hometown
favoritism in the IPO resource allocation emerges as the connected chairman gets into office in the
CSRC, and this favoritism persists during the chairman’s tenure. However, Columns (2) and (3)
indicate that before this hometown province changes from 0 to 1, hometown (—2) and hometown
(=1), and after this hometown province changes from 1 to 0, hometown_loss(1) and
hometown_loss(2), the influences of hometown ties are all statistically insignificantly. These
results suggest that no matter before these regions become a chairman’s hometown province or
after these provinces are no longer the incumbent chairman’s birth places, IPO firms headquartered
in these provinces do not have higher probability of IPO approval. These findings document that
IPO firms in hometown provinces are more likely to be approved by the CSRC because of the

hometown tie to the chairman, rather than because of other underlying changes within regions that

" During our sample period, the tenures of two chairmen of the CSRC are less than two years. After we exclude IPO
firms that are examined during these two chairmen’s tenure periods, we re-estimate Equation (2) and find that the
significant and positive relationships between hometown (0), hometown (+1), hometown (+2) and Approval still hold.
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simultaneously increase the likelihood of IPO approval and the chance of becoming the chairman’s

hometown province, supporting that our baseline regression results are robust.

4.2.2 DID Analysis for Changes of Hometown Ties of Subsamples

Our above DID regressions are based on the full sample, including IPO firms headquartered
in non-hometown provinces that are without changes in hometown. In this section, we use a
subsample that only includes 994 IPO firms headquartered in hometown provinces (Treat=1) that

have changes in hometown from 0 to 1 or from 1 to 0, and estimate the following Equation (3):

Approval;, = B, + B, Treat;, X Post;, + Controls;,_, + FixedEffects + ¢;,
Equation (3)

First, we define the dummy variable Postl as 1 if this hometown province has changed from
0 to 1 in year t, and O otherwise. In Columns (1) to (3) of Panel B of Table 4, we estimate the
changes around [-1, +1], [-2, +2] and [-3, +3] years, respectively, where year 0 is the year when
the province of IPO firms begins to be the birth region of the new chairman of the CSRC. We find
that there is a positive and significant association between the interaction term (Treat < Post1) and
the likelihood of IPO approval, that is, the coefficients are 3.637, 0.863, and 0.803, respectively,
and the Z-statistics are 2.65, 2.06, and 1.80, respectively. Furthermore, the unreported results
indicate that the marginal effects of (Treat x Postl) are 49.72%, 14.19%, and 11.21%, respectively.
These results suggest that after the province becomes the birthplace of the incumbent chairman,
IPO firms headquartered in this province are more likely to receive the IPO approval from the
CSRC. In addition, in terms of the magnitude of the coefficients, the Z-values and marginal effects,
over the window times from [-1, +1] to [-3, +3], this hometown favoritism in the IPO resource

allocation is weaker.
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Second, we define the dummy variable Post2 as 1 if this hometown province has unexpectedly
changed from 1 to O in year t, and 0 otherwise. As shown in Columns (5) and (6) of Panel B for
during the change periods [-2, +2] and [—3, +3] years respectively, our results indicate a significant
and negative relationship between (Treat x Post2) and the likelihood of IPO approval, that is, the
coefficients are —1.535 and —1.038, respectively, and the Z-statistics are —2.28 and —1.93,
respectively. These results suggest that when IPO firms lose the hometown connection with the
incumbent chairman, they are less likely to be approved by the CSRC. Column (4) of Panel B of
Table 4, during the change periods [-1, +1] years, the coefficient of (Treat x Post2) is statistically
insignificant, which suggests that there is the leftover effect of hometown favoritism in the IPO
approval process. Overall, these findings support our Hypothesis and are also consistent with the

hometown favoritism argument in government’s resource allocation.

4.2.3 Placebo Test

To alleviate the concern that our regression results are driven by a general time effect or other
factors rather than the influence of hometown ties, we conduct placebo tests. In Panel C of Table
3, we randomly assign hometown connections with the incumbent chairman of the CSRC
(Hometown Fas¢) to our sample IPO firms, and estimate Equation (1) using the simulated samples
and repeat the simulation process 1000 times. In Columns (1) to (4), we include different fixed
effects and find that the coefficients on (Hometown %¢) are all close to zero and statistically
insignificant, which suggests that the probability of IPO approval is similar for IPO firms
connected and unconnected to the incumbent chairman in the placebo periods. These findings

support that hometown tie, rather than other factors, leads to the change in the IPO approval rate.
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4.2.4 Propensity-Score Matching Approach

To control for the observable differences between hometown-connected IPO firms and non-
hometown-connected IPO firms, we use the propensity score matching approach to address the
sample self-selection bias. Specifically, we first select all control variables in Equation (1) as the
matching variables. Second, we conduct a logistic regression to evaluate the possibility of IPO
firms having a hometown tie to the CSRC’s chairman (Hometown=1) based on the matched
variables using the one-to-one without replacement matching design. Then, we calculate the
propensity scores for each IPO firm and select the optimal match according to the closest
propensity scores. Third, after matching in Panel D of Table 4, we find the differences in the mean
and median for matching variables between the treatment group (Hometown=1) and the control
group (Hometown=0) are weaker than those before matching in Panel B of Table 2. Finally, we
re-estimate our Equation (1) based on the matched 718 IPO firms. Columns (1) to (4) of Panel E
of Table 4 show that IPO firms headquartered in the birth province of the incumbent chairman are

more likely to be approved by the CSRC, and thus our baseline regressions results are still robust.

[Insert Table 4 about here]

4.3 Motives of Hometown Favoritism

As discussed in hypothesis development, in the IPO resource allocation, the CSRC chairman’s
hometown favoritism could be motivated by social preferences toward their hometown regions
due to birthplace identity. However, since political rent-seeking and possible corruption is
prevalent in China’s IPO approval regulation (Liu et al., 2013; Yang, 2013; Chen et al., 2017;
Wang and Wu, 2020; Wu and Tian, 2021), there may be an alternative motive that the CSRC’

chairman favor their hometown regions because they can enjoy the personal economic gains
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through engaging in political rent seeking activities with IPO firms. Therefore, in this section, we
construct several variables to measure the strength of social preferences motive and rent seeking
motive, then examine the probabilities of these two motives, and finally confirm the existence of

social preferences motive and rule out the personal economic gains motive.

4.3.1 Direct Evidence of Social Preferences Motive

The social preferences motive argues that hometown favoritism is grounded in the birthplace
identity, and the CSRC’s chairman favor their hometown IPO firms because they can gain personal
and emotional satisfaction. Thus, if the social preferences motive exists in the IPO resource
allocation, we expect a higher level of the chairman’s hometown favoritism in regions with
stronger sense of birthplace identity. To capture the strength of the chairman’s birthplace identity,

we construct three variables: Birthcity, Language, and Collectivism.

First, Shayo (2009) state the social identity or preferences can be influenced by the distance
or the perceived similarity between an individual and the other members of the group. Hodler and
Raschky (2014) further find that politicians show stronger hometown favoritism to rather narrow
geographical areas around their birthplaces, because family members with similar cognitive
psychology are more likely to live in narrower places. In our baseline regression analysis,
Hometown is defined at the province level, while in this section, we focus on the narrower
geographical area: the chairman’s birth city (Birthcity). Thus, we infer that the chairman tends to
show stronger identity to IPO firms headquartered in their birth cities, and these firms will receive

higher favoritism than firms located in other cities of the same province.

Second, prior studies document that language is an important dimension of social identity
(Giles et al., 1977; Lauring, 2008). Hodler and Raschky (2014) also find that the political leader
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born in regions with higher linguistic diversity is more attached to their hometowns because of
stronger shared values, thus, we expect that the chairman from multilingual regions have a stronger
sense of birthplace identity, then exhibit a higher level of hometown favoritism in the IPO approval
regulation. We use dialects to proxy for the probability that two randomly selected individuals
speak different languages and define Dialect as the number of dialects divided by the population

of the IPO applicant’s registered province in the IPO examination year.

Third, using the research on social identity theory, Chen et al. (1998) finds that individuals
with more collectivistic orientation exhibit greater in-group favoritism, thus, we infer that the
chairman born in provinces with stronger collectivism culture have a higher level of hometown
favoritism in the 1PO resource allocation. Following the GLOBE framework proposed by House
etal. (2004), Zhao et al. (2015) define in-group collectivism as “to what extent do individuals feel
proud, loyal, and cohesive in their families and groups”, then conduct surveys and provide in-
group collectivism index for each province in China. In this paper, Collectivism is 1 if the in-group
collectivism index of an IPO firm’s registered province is higher than the upper-quarter value of

the full sample, and 0 otherwise.

Columns (1) to (3) of Panel A in Table 5 show a significant and positive relationship between
Hometown and Approval, and the coefficients on (Hometown x Birthcity), (Hometown x
Language), and (Hometown x Collectivism) are all significantly positive. These results suggest
that hometown favoritism is stronger for firms headquartered in more closely to the chairman’s
birth city, and in regions with higher linguistic diversity or with stronger in-group collectivism
culture, supporting that the chairman’s hometown favoritism in the IPO resource allocation is most

likely to be motivated by social preferences.
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4.3.2 Rule out Rent Seeking Motive

To test the probability of rent-seeking motive of the chairman’s favoritism, we construct three
variables: the regional average rent-seeking expenditure (RSE), the level of regional corruption
(Corruption), and the IPO applicant’s direct public relations expenditure (PRE). We infer that IPO
applicants headquartered in provinces with a higher rent-seeking expenditure or a higher
corruption level or spending more public relations expenses are more likely to seek rent from the
incumbent chairman of the CSRC. Thus, if the chairman’s hometown favoritism is motivated by
personal economic gains through rent seeking, we expect that regional rent-seeking expenditure

and corruption level, and IPO firms’ public relations expenditure strengthen such favoritism.

First, we use data from a survey conducted by Sun Yat-sen University in 2000 to measure the
provincial average rent-seeking expenditure (RSE). In 2000, the university conducted sample
surveys on private enterprises across 31 provinces and collected the average time and expenses
that these companies spend on rent seeking, based on which it constructed the rent-seeking
expenditure index for each province. Second, following Butler et al. (2009), Smith (2016) and
Huang et al. (2017), we define the provincial corruption (Corruption) as the total number of per
capita arrested officials for the registered province of the IPO firm between 2013 and 2019. Third,
following Wu and Tian (2021), we first collect the actual public relations expenses spent by IPO
firms during the 3 years before the IPO examination from their prospectuses, then use a regression
equation to estimate the normal public relations expenses, and finally the regression residual is

defined as the abnormal public relations expenditure (PRE).

As shown in Columns (1) to (3) of Panel B in Table 5, there exist a positive and significant

association between Hometown and Approval, while the interaction terms, (Hometown x RSE),
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(Hometown x Corruption), and (Hometown x PRE), are all statistically insignificant. These results
suggest that such favoritism is not reinforced by the regional rent-seeking environment or the IPO
firm’s rent-seeking expenditure, supporting that the chairman’s hometown favoritism is not likely

motivated by personal economic benefits through potential political rent seeking or collusion.

[Insert Table 5 about here]

4.3.3 Educational Ties and Working Experience

To further explore the underlying social connections between IPO firms and the incumbent
chairman of the CSRC, in addition to hometown connections, we analyze here how the chairman’s
educational experiences and working experiences influence the IPO approval decision. If the
chairman’s favoritism is motivated by rent seeking and personal economic gains, since all these
social connections provide collusion opportunities for the chairman and IPO applicants, thus we
expect both educational ties and shared working experiences significantly increase the likelihood

of [PO approval. Otherwise, the chairman’s favoritism is most likely driven by social preferences.

Following Guan et al. (2016) and Gu et al. (2019), we identify an educational tie (Education
=1) if the incumbent chairman and the IPO firm’s CEO (or Chairman) attended the same university,
regardless of the period. Additionally, we define Working as 1 if the IPO applicant is headquartered
in the province where the incumbent chairman of the CSRC previously worked, and 0 otherwise.
The unreported results indicate that the mean values of Education and Working are 0.035 and 0.174,
respectively, which suggests that IPO firms connected to the incumbent chairman through
educational ties are still a minority. Columns (1) and (3) of Table 6 indicate that hometown-tied
(Hometown) IPO applicants are more likely to receive approval from the CSRC (Approval).

However, in Columns (1) to (3) of Table 6, we find the educational ties (Education) and the shared
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working experiences (Working) both have no significant impact on the probability of IPO approval
(Approval). These results suggest that only hometown connections lead to the chairman’s
favoritism in the IPO resource allocation, rather than including the educational ties and the shared
working experiences, which are common means of rent seeking. These findings further confirm
that the chairman’s favoritism is mainly motivated by social preferences due to birthplace identity

and rule out the rent seeking motive.

[Insert Table 6 about here]

4.3.4 XiJinping’s Anti-Corruption Campaign

In late 2012, Xi Jinping (the Chinese President) launched a far-reaching anti-corruption
campaign which strengthens the monitoring and punishment on corrupt activities by introducing
the central inspection team (Chen and Kung, 2019). Furthermore, in late 2015, the Central
Commission for Discipline Inspection appointed the seventh central inspection team to enter the
CSRC department and carry out a two-month special inspection. This inspection detected the

corruption of Feng Xiaoshu who was finally punished in 2017.

Indeed, Xi’s anti-corruption campaign and the central inspection have markedly increased the
risk of being investigated on charges of corruption and strengthened the punishment of corrupt
behaviors, which may weaken rent-seeking activities in the IPO approval regulation. Thus, if the
chairman’s hometown favoritism is for personal economic gains by receiving rents from
hometown IPO firms, we expect that such favoritism is weaker after Xi’s anti-corruption campaign.
However, if the chairman’s hometown favoritism is driven by social preferences due to the

birthplace identity, Xi’s anti-corruption campaign may have insignificant influence on this
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favoritism. In this section, we intend to examine whether Xi’s anti-corruption campaign is effective

in suppressing hometown favoritism of the CSRC’s chairman in allocating IPO resource.

Columns (1) to (4) of Table 7 indicate that a significantly positive association between
Hometown and the likelihood of IPO approval (Approval), but a statistically insignificant
relationship between the interaction term (Hometown x Post-campaign) and Approval, which
suggests that Xi’s anti-corruption campaign since late 2012 and the central inspection into the
CSRC since late 2015 have no significant impact on the hometown favoritism of the CSRC’s
chairman in the IPO resource allocation. These results further confirm that the chairman’s
hometown favoritism is less likely motivated by personal economic gains through political rent

seeking, but most likely by social preferences.

In addition, as shown in Columns (2) and (4) of Table 7, the interaction terms, (CC x Post-
campaign) and (PC x Post-campaign), are both significant and negative, suggesting that Xi’s anti-
corruption campaign is effective in reducing the positive effects of the approval committee
connections and political connections on the likelihood of IPO approval, confirming that this
campaign has more impact on punishing the political corruption of money bribes. These results
complement the recent study (Broadstock et al., 2020) that Xi’s anti-corruption campaign mitigates
the effect of direct political connections arising from firms’ managers’ own government working
experience but is ineffective in suppressing implicit political connections that managers develop

through shared social connections with government officials.

[Insert Table 7 about here]
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4.4 Moderating effects of IPO Applicants’ Connections and State Ownership

In addition to test whether hometown favoritism of the CSRC’s chairman affects IPO resource
allocation, in this section, we intend to examine how this hometown favoritism varies with IPO
firms’ attributes. Specifically, based on the determinants of the capital resource allocation in China
(Liuetal.,2013; Yang, 2013; Chen etal.,2017; Brockman etal., 2019), we test how IPO applicants’
committee connection, political connection, and state ownership influence the relationship

between hometown ties of IPO firms (Hometown) and the likelihood of IPO approval (Approval).

As shown in Columns (1) to (3) of Table 8, the coefficients of Hometown are positive and
statistically significant, and the interaction terms, (Hometown x CC), (Hometown x PC), and
(Hometown x SOE), are all negatively associated with the likelihood of IPO approval (Approval).
These results suggest that the chairman’s hometown favoritism is more pronounced for non-
committee-connected, non-political-connected, and non-stated-owned IPO applicants. Prior
literature shows that firms with approval committee connections (Yang, 2013; Chen et al., 2017;
Brockman et al., 2019), political connections (Liu et al., 2013), or state ownership (Brockman et
al., 2019) have a higher probability to be approved by the CSRC, and thus our regression results
document that a hometown tie to the CSRC’s chairman is a substitute to political connections and

state ownership in obtaining the IPO resource rather than a complementary effect.

[Insert Table 8 about here]

5. Hometown Favoritism and Resource Allocation Efficiency

Our primary results demonstrate that the chairman of the CSRC gives special treatment to their
hometown firms when allocating the IPO resource. In this section, we further examine the

influence of hometown favoritism on the IPO resource allocation efficiency by testing whether
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such favoritism in IPO approval is stronger for low-quality IPO applicants (Section 5.1), and how
hometown ties influence the IPO pricing efficiency (Section 5.2), post-1PO stock returns (Section

5.3), and post-IPO accounting performance reversals (Section 5.4).

5.1 TPO Applicants’ Quality

Chen and Yuan (2004) and Haw et al. (2005) document that the CSRC can identify earnings
manipulation and only select high-quality applicants to receive the capital resource. If the positive
relationship between the chairman’s hometown ties (Hometown) and the likelihood of IPO
approval (Approval) is more pronounced for low-quality IPO applicants, we can infer that the
chairman’s hometown favoritism facilitates unqualified IPO firms to be approved and thus reduces

the overall resource allocation efficiency.

Following prior studies (Sletten et al., 2018; Brockman et al., 2019), to capture IPO applicants’
quality in their IPO prospectuses, we construct three variables: the discretionary accrual (DA),
intercompany loans (OREC), and related-party transactions (RPT). We use the performance-
adjusted Jones model (Kothari et al., 2005) to measure the accrual-based earnings management in
the last fiscal year before the IPO examination, and define DA as 1 if the IPO firm’s absolute value
of the discretionary accrual is higher than the industry median value, and 0 otherwise. OREC is 1
if the IPO firm’s average ratio of other receivables to total assets is higher than the industry median
ratio in the last three years before the IPO examination, and 0 otherwise. RPT is defined as 1 if the
IPO firm’s average operating related-party transactions is higher than the industry median ratio in

the last three years before the IPO examination, and 0 otherwise.

As shown in Columns (1) to (3) of Table 9, the hometown ties to the CSRC’s chairman
(Hometown) are positively and significantly associated with the likelihood of IPO approval
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(Approval), and the interaction terms between hometown ties (Hometown) and earnings
manipulation (DA, OREC, and RPT) are also positive and significant. These results suggest that
the effect of hometown connection is stronger for low-quality IPO applicants, supporting that the

hometown favoritism of the top official of the CSRC distorts the IPO resource allocation.

[Insert Table 9 about here]

5.2 IPO Pricing, Proceeds, and Underpricing

Following prior literature on Chinese IPO setting (Chen et al., 2017; Chen et al., 2018), we
construct three variables to measure the IPO pricing efficiency: PE is defined as the ratio of the
offering price to the pre-IPO earnings per share (EPS), Proceeds is the gross amount of IPO
proceeds scaled by the average total assets in the last three years before IPO examination, and
Underpricing is the difference between the closing price of the first listing day and the offering

price, scaled by the offering price.

Column (1) of Table 10 shows a positive and significant relationship between hometown ties
(Hometown) and the ratio of offering price to EPS (PE) (the coefficient is 2.660, and the t-statistic
is 2.99), which suggests that hometown connection increases the IPO offering price. Similarly,
Columns (2) and (3) indicate that IPO applicants with hometown ties to the incumbent chairman
(Hometown) are more likely to raise more proceeds (Proceeds) and have higher IPO underpricing
(Underpricing), respectively. These findings document that the hometown connection between

IPO firms and the CSRC’s chairman reduces the IPO pricing efficiency.

[Insert Table 10 about here]
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5.3 Post-IPO Stock Returns

Following Liuetal. (2013) and Chen etal. (2017), we use the post-IPO buy-and-hold abnormal
returns and cumulative abnormal returns to measure the quality of IPO applicants, and a lower
post-IPO stock return represents a lower IPO resource allocation efficiency. BHAR (o, 6 months],
BHAR [0, 12 months], and BHAR [0, 24 months] are the monthly buy-and-hold abnormal returns adjusted
by the market return during the first six months, during the first year, and during the second year
after the listing date, respectively. Similarly, we define the cumulative abnormal returns: CAR o, 6

months], CAR [0, 12 months], @Nd CAR [0, 24 months]-

Columns (1) to (6) of Table 11 indicate a negative association between Hometown and post-
IPO abnormal stock returns (BHAR and CAR) during the first six months, during the first 12
months, and during the first 24 months after the IPO listing date. These results suggest that
hometown ties lead to a lower post-IPO stock return, consistent with our argument that the

chairman’s hometown favoritism decreases the IPO resource allocation efficiency.

[Insert Table 11 about here]

5.4 Post-IPO Accounting Performance

Following Yang (2013) and Chen et al. (2017), we use the post-IPO accounting performance
reversal to measure the quality of IPO firms, and the stronger reversal means a lower efficiency of
IPO resource allocation. Following Yang (2013), we define DROA /-1 - 4 as the difference in the
firm’s ROA (returns on assets) between the first year before IPO listing (t—1) and the IPO listing

year (t), and similarly define DROA/i-1) - ¢+17 and DROA -1 - +2);-

As shown in Columns (1) to (3) of Table 12, the coefficients of Hometown are negative and
significant, which suggests that IPO firms that are headquartered in the birth province of the
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incumbent chairman are more likely to perform worse in the IPO listing year ROA;, in the first year
after IPO listing ROA+1), and in the second year after IPO listing ROA+2). Columns (4) to (6) of
Table 11 indicate a significantly positive association between Hometown and post-1PO
performance reversals (DROA/:-1) - iy, DROA/¢-1) - ¢+1)7, and DROA 1) - ¢+2). These results
suggest that the hometown ties between IPO applicants and the chairman is associated with a
higher accounting performance reversal, consistent with our argument that the IPO resource has

been misallocated because of the chairman’s hometown favoritism.

[Insert Table 12 about here]

These findings about the relationship between hometown connection and IPO pricing
efficiency, post-IPO stock returns and post-IPO accounting performance confirm that hometown
favoritism of the top official of the CSRC distorts the IPO resource allocation and leads to a lower
allocation efficiency. Existing studies have mainly focused on how political leaders’ favoritism
influences the government resource allocation (Cohen et al., 2011; Hodler and Raschky, 2014;
Prakash et al., 2019), and few studies develop a debate on the effect of this favoritism on resource
efficiency and economic growth (Levitt and Poterba, 1999; Asher and Novosad, 2017). Our
findings extend those studies and document that government officials’ hometown favoritism

reduces the resource allocation efficiency.

6. Conclusion

In this paper, we examine whether and how hometown favoritism of politicians with direct
control over the resource allocation bring about firm-level benefits, what the motives of such
favoritism are, and the impact of this favoritism on resource allocation efficiency. Using the special

setting of Chinese IPO approval regulation, we find that IPO firms headquartered in the hometown
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province of the incumbent chairman of the CSRC are 14.87% more likely to receive the IPO
approval, and this relationship is robust when we use difference-in-difference research designs and

the propensity-score matching approach to address the endogeneity bias.

Then, we find this hometown favoritism of the top official of the CSRC is stronger for IPO
firms in narrower geographic areas around the chairman’s birthplace, and in regions with higher
language diversity or stronger in-group collectivism culture, while the regional rent-seeking
expenditure and corruption level, and IPO firms’ public relations expenditure show insignificant
impact on such favoritism, suggesting that the chairman’s favoritism is more likely motivated by
social preferences due to birthplace identity rather than personal economic gains through engaging
in rent-seeking activities with IPO firms. Moreover, other social connections between the chairman
and IPO firms, such as the educational ties and shared working experience, do not bring about
higher probability of IPO approval. Also, Xi Jinping’s anti-corruption campaign since late 2012
and the central inspection into the CSRC since late 2015 are both ineffective in reducing hometown
favoritism of the CSRC’s chairman in allocating IPO resource. These results further confirm that
the chairman’s hometown favoritism is less likely to be driven by rent seeking or potential
corruption. Furthermore, we find that such hometown favoritism is more pronounced when IPO

applicants have no approval committee connections, political connections, or state ownership.

Finally, the chairman’ hometown favoritism in the IPO approval regulation is stronger for low-
quality IPO applicants who engage in more discretionary accruals, intercompany loans, or related-
party transactions in IPO prospectuses. We also find that hometown-connected IPO firms are more
likely to get higher offering price to pre-IPO earnings-per-share ratio, raise more proceeds, show

higher IPO underpricing, have lower post-IPO both buy-and-hold and cumulative abnormal stock
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returns, and experience worse post-IPO performance reversals. These findings support that this

hometown favoritism leads to a lower resource allocation efficiency.

Under the overall weak legal environment, the Chinese government adopts the IPO approval
regulation to select high-quality firms to enter the capital market. However, in addition to political
rent seeking from the approval commi