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Abstract
Safety standards such as food safety laws provide the necessary infrastructure within
which to conduct smoother transactions in a market economy. This study investigates
the impact of China’s revised Food Safety Law, which took e¤ect in October 2015,
on its capital market. Using an event study approach, we empirically analyze the
impact of nine o¢ cial news events about the new Food Safety Law on the stock prices
of companies engaged in food-related businesses, such as dairy products, foods and
drinks. The study demonstrates that three news events have a statistically signi…cant
and robust impact, and that all of the events have a negative in‡uence on the prices.
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The results imply that the revised Food Safety Law will improve the quality of the
Chinese stock market in the long run. (128 words)
Key words: China’s new Food Safety Law, Capital market, Market quality, Event
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Introduction

The quality of products in market transactions is an important issue, both domestically
and internationally. Currently, for developed countries, trade with less developed countries
has become increasingly important. However, some countries have not established safety
standards for products, which deters imports from such countries. For example, Japan
drastically reduced the import of frozen spinach from China when it found Chlorpyrifos, an
agrochemical, exceeding the reference values in 2002.
As the above example shows, safety standards such as food safety laws provide the
necessary infrastructure within which to conduct smoother transactions. From this point of
view, Yano (2009) developed the concept of market quality, and demonstrates theoretically
that a high-quality market embodied by infrastructures such as the legal system is required
for the development and growth of the modern economy.1 China enforced a food safety law
in 2009 for the …rst time, and revised it in 2015. According to the market quality theory, this
is likely an example of improving market quality. The purpose of this study is to empirically
investigate how improvements in market quality a¤ect market activities.
Yano (2009) de…nes market quality as a measure of the e¢ ciency in the allocation and
fairness in dealing. In particular, fairness in dealing is a fairly new concept. In an empirical
study, Yano and Komatsubara (2014) de…ne fairness as a state conforming to the “established
commonly accepted" rules adopted for a market. As we discuss below in detail, one of the
1

The theoretical literature on market quality is increasing. For example Yano (2010, 2013) studies stock
market quality, and Ma and Dei (2009), Dei (2011), and Ngienthi (2013) study market quality in international
trade and economic development contexts.
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reasons China revised its Food Safety Law was to harmonize the law with the international
standard, which is the “established commonly accepted" rule. Thus, it is adequate to focus
on China’s revised Chinese Food Safety Law to determine the e¤ect of an improvement in
market quality.
This study investigates impact of China’s revised Food Safety Law on its stock market
using the event study method. In contrast to Yano and Komatsubara (2014), this study
does not directly create indices of market quality and then test them. Instead, it uses the
publicly available data on stock returns and market portfolios. Although the stock price is
not a direct index of market quality, higher quality market could induce higher stock prices,
as shown in Yano and Komatsubara (2014).2 Thus, the study uses the stock price as a proxy
for market quality.
Event study is a common method to measure the impact of a speci…c event on stock
prices over a short period. In our study, events are the dates on which the National People’s
Congress of the People’s Republic of China (NPC) released news on the new Food Safety
Law to society. We empirically analyze the impact of nine events on the stock prices of
companies engaged in food-related businesses, such as dairy products, foods and drinks. We
demonstrate that three news have a robust and statistically signi…cant impact, and that all
events have a negative in‡uence on stock prices.
Of the three events that had a negative impact on the stock market, Event 7 was the
largest in magnitude. The event has a special feature that is related to market quality.
Just one month before Event 7, the Chinese stock market launched a new system called the
"Shanghai-Hong Kong Stock Connect Program," which allows direct investment in listed
shares between the Shanghai market and the Hong Kong market. Because the Shanghai
market has thus far been closed to foreign investors, the new program might increase the
number of participants in the Chinese stock market. This may, in turn, increase the quality
2

Yano and Komatsubara (2014) demonstrate that the Japanese stock market is of lower quality with
respect to both e¢ ciency and fairness than the US stock market. In 2014, the Dow Jones Industry Average,
which is a representative index of the US stock market, grew six times larger than its 1990 level, while Nikkei
225, which is the Japanese counterpart, was just a half of its 1990 level.
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of the market. For example, Proposition 2 of Yano and Komatsubara (2014) states that
“the more likely a knowledgeable/experienced investor is to participate, the higher the stock
market quality from the viewpoint of e¢ ciency.” Therefore, an increase in market quality
through fairness and e¢ ciency leads to a decrease in stock prices.
How can we interpret the results? In market quality theory, Yano (2009) mentions the
“Triple-C dynamics of market quality,”showing that past industrial revolutions have resulted
in a signi…cant decline in market quality, at least temporarily. We apply this phenomenon to
the revised Food Safety Law because the Standing Committee of the NPC called the revision
of the Food Safety Law as "the most severe food safety law in history." In this sense, our
results suggest that the revised Food Safety Law would improve the quality of the Chinese
stock market in the long run.
China’s revised Food Safety Law is stricter than the original law that took e¤ect in 2009,
in several ways. This stricter laws induce two opposite e¤ects on stock prices in existing
economic theories. On the one hand, only high quality products survive under the strict
law, which means that the stock prices of companies producing high quality products will
rise. On the other hand, a stricter law levies a heavier cost on …rms to maintain the product
quality, which reduces the stock price. Using an event study approach, this study empirically
clari…es which e¤ect is dominant.
The rest of the paper proceeds as follows. Section 2 provides a brief history of China’s
Food Safety Law and discuss how the revision can improve the quality of the Chinese food
market. Section 3 presents the events, which are news releases about the new Food Safety
Law, and empirically shows the impacts of the events on the stock market using the event
study method. Finally, Section 4 concludes the paper.
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The 2015 Chinese Food Safety Law

The original Food Safety Law of the People’s Republic of China was adopted in 2009. However, even after enforcing the original law, accidents related to food safety have occurred
regularly in China. For example China’s largest meat processor, Shanghai Group, apologized that an illegal additive, Clenbuterol, was allegedly found in meat products in an
a¢ liate of the company.3 In addition, in 2014, a TV program noted that the Shanghai Fuxi
Food Product Limited Company, a subsidiary of a US-based meat factory called the OSI
group, used expired meat that had gone. This was shocking news because the company is a
meat supplier for well-known international fast food chains such as McDonald’s, Kentucky
Fried Chicken, and Pizza Hut. Six years after the enforcement of the original Food Safety
Law, the Standing Committee of the National People’s Congress passed the revision bill
calling it "the most severe food safety law in history." This was enforced on October 1st
2015.
According to the existing literature, there were two reasons for implementing the new
Food Safety Law. The …rst was that consumers would become highly dissatis…ed with domestic products without government controls. For example, in 2008, the Chinese government
recalled powered milk for infants because it was contaminated with the chemical substance
melamine. According to Xiu and Klein (2010), consumption of melamine caused infants to
develop kidney stones and “more than 290,000 people (most of them infant children) were
poisoned and at least six babies are con…rmed to have died from ingesting the melamine contaminated infant milk powder.” In order to manage incidents on food safety that occurred
after the original Food Safety Law, a new safety law was needed.4
The second reason was the necessity of harmonizing China’s Food Safety Law with in3

Clenbuterol is a chemically synthesized substance that promotes protein synthesis and has few fat, and
is used for meat production with lean meat. If people ingest it in large amounts, there are side e¤ects such
as palpitations and increased blood pressure.
4
According to Qiao, Guo, and Klein (2010), a survey conducted after the melamine shock showed that
many Chinese people had con…dence in dairy products because “many believe that the measures taken
by government agencies and the dairy companies will be e¤ective in preventing similar health and safety
concerns in the future.”
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ternational standards. International originations such as the World Health Organization
(WHO) are trying to reduce the adverse e¤ects of food-borne diseases.5 In particular, the
globalization of the world’s food supply has made food safety problems di¢ cult and complex.
To this end, the WHO focuses on strengthening national food control systems by promoting
partnerships among member states and partners, including China. With regard to the international trade of vegetables, Dou, Yanagishima, Li, Li, and Nakagawa (2015) empirically
demonstrate that the export-promoting e¤ect of stringent regulations on maximum residue
limits of pesticides in an exporting country on its trade, using the data from 1996 to 2010.
This trend requires that China harmonize its law with international standards in order to
gain from economic growth through international trade.6
Constructing safety standards that agree with international standards provides as an
infrastructure for the market economy. This is the concept of “competitive fairness” that
expresses market quality as follows:

market quality = Q (e¢ ciency, fairness) .

More speci…cally, as de…ned in Yano (2008), fairness is a state conforming to the “established commonly accepted" rules adopted for a market. Therefore, having internationally
harmonized safety standards might increase market quality by improving fairness.
The purpose of this study is to investigate to what extent fairness (i.e., providing an
“established, commonly accepted” rules) a¤ects an economy. To this end, we focus on
changes in the stock prices of food-related …rms resulting from news releases on the new
Food Safety Law in China. A stock market is worth investigating in terms of market quality
because it plays an important role in the modern economy, as Yano and Komatsubara (2014)
mention. In addition, a stock price is an appropriate economic indicator for the analysis
5

See for example, World Health Organization (2012).
Trading quality-di¤erentiated products is an important issue in the …eld of international trade. For
example Bond (1984) investigates the impact of quality uncertainty on the gain from trade theoretically.
Hufbauer, Kotschwar, and Wilson (2002) analyze food trade among countries in Central America, and
suggest that harmonizing with international standards would be bene…cial for these countries.
6
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because it changes immediately following news releases. Thus, we investigate how the quality
of the Chinese stock market improved after setting up the new food safety law through the
lens of stock prices .7
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Empirical Study of Market Quality

The new Food Safety Law is stricter than the original law of 2009.8 Some major di¤erences
from the original Food Safety Law are summarized in Table 1.9 As the table shows, the new
law regulates a wider scope of management and …rms have to pay higher penalties when
they violate the law.10

::: Insert Table 1 around here :::

It is known that there are two opposing e¤ects of stricter regulation on stock prices. On
the one hand, a stricter regulation will induce a higher quality of products, which may stimulate exports. Daughety and Reinganum (1995) show that under asymmetric information
on product quality between sellers and buyers, …rm pro…ts and social welfare improve if a
minimum product safety law is implemented. This suggests that there is a positive correlation between the enforcement of a stricter food safety law and …rms’current returns. On the
other hand, a stricter food safety law will increase production costs. For example, several
features of the new Food Safety Law of China such as the "Food Safety Traceability System"
7

There are several ways to evaluate how the new law improves the economy. For example, a direct
investigation is to study the e¤ect on the volume of domestic food consumption or that of exports. However,
it might be too soon to see these direct e¤ects because the new law has only been e¤ective for about two
years.
8
At the Central Rural Activities Conference in December 2013, General Secretary Xi Jinping said, "We
will protect the public’s food safety through the most stringent standards, the most severe supervision, the
most severe penalties and the most severe responses."
9
See the website of the National People’s Congress of the PRC for more detail:
http://www.npc.gov.cn/npc/cwhhy/12jcwh/2015-04/25/content_1934591.html.
10
In order to see that the new law works e¤ectively, it will be important to check how the government
implements the law. Ni and Zeng (2009) and Lam, Remais, Fung, Xu, and Sun (2013) point out that the
implementation of the original Food Safety Law was weak, even though the law was enforced.
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or the "Food Safety Self-Examination System" will increase the administrative burden on
…rms. In addition, the new law strengthens protection of consumers. Article 148 of the new
Food Safety Law says “Where a consumer is harmed by food that does not meet the food
safety standards, he may claim compensation for losses from the operator or claim compensation for the loss from the producer.”As Takaoka (2006) mentions, lowering litigation costs
for consumers will lead to a decrease in a …rm’s pro…t and in the stock price.
A contribution of the study is that we clarify the e¤ect of the stricter Food Safety Law
empirically. Using the event study approach, we empirically demonstrate which e¤ect dominates in the Chinese stock market.

3.1

Estimation Methods and Results: Event Study

Event study is a common method to measure the impact of a speci…c event on stock price
over a short period. Essentially, we compare the stock price when the event occurs with the
expected stock price calculated from past data. Thus, we can demonstrate the impact of the
event by the di¤erence between the real and expected stock prices.
In this study, events refer to the dates when the National People’s Congress of the People’s
Republic of China (NPC) released news on the new Food Safety Law to society. The events
are mainly political actions, such as the submission of the draft and a discussion about the
new rules. In China, announcements by the NPC have great in‡uence on the people, with
high credibility. Speci…cally, we investigate nine events, picked up from the o¢ cial website
of the NPC. Table 2 summarizes these nine events.11

::: Insert Table 2 around here :::

We employ a standard event study method.12 Let T be the date of an event. First, we
estimate the following market model based on the capital asset pricing model (CAPM). For
11
12

See http://www.npc.gov.cn/npc/lfzt/spaqfxd/node_25114.htm.
For example, MacKinlay (1997) explains the event study method in detail.
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any stock i, it holds that
Rit = ai + bi Rmt + uit ;
where Rit and Rmt are the returns on stock i and the market portfolio at time t, respectively.
The error term uit is assumed to be distributed normally with a zero mean. The sample
period is called an estimation window, and shows a period before the event occurs. In this
study, the estimation window is set as 100 days before the event, that is t 2 [T

100; T

1].

Using this estimation window, we estimate parameters a
^i and ^bi using the ordinary least
squares method for each stock. In order to reduce the error on the dispersion due to the
heterogeneous structure and to handle it as a stationary process, we use the log return of
Rit , that is Rit = log (pt =pt 1 ), where pt is the closing price of stock i at date t. The market
portfolio Rmt is the closing index at time t.
Second, given the estimates of the parameters, we calculate the abnormal returns ARiT
by
ARiT = RiT

^ iT
R

^ iT is the theoretical value of the returns of stock i. In this calculation, we only
where R
use …rm i when the estimates ^bi are statistically signi…cant. Because the news provided by
the NPC is in‡uential and credible, the information on the law will be conveyed to market
participants smoothly once it is released. Thus, we set that the event window is two days:
the day when the event is released and the following day. The cumulative abnormal return
P +1
is given by CARi = Ts=T
ARis . Then, we test the null hypothesis that each event has no

impact on the behavior of returns CARi .

In order to create our sample set, we choose …rms satisfying the following requirements:
1. Food-related …rms that publish transaction information and are listed on the Shanghai and Shenzhen markets within the observation periods. Speci…cally, we identi…ed
companies engaged in business related to dairy products, and to foods and drinks.
2. From these …rms, we choose those that existed when the new law was …rst proposed
9

in October 2012 until October 2015. We do not select …rms that were acquired by
another company in the study period.13
There are 69 listed food-related enterprises satisfying the above two requirements. Table 3
lists the sample …rms. Data on the returns on securities and on the market portfolio are
taken from "TongDaXin."

::: Insert Table 3 around here :::

The estimation results are summarized in column (1) in Table 4. As shown, all events that
are statistically signi…cant have negative e¤ects on the stock prices, except for Event 2.14 Of
these, Events 3 and 7 had the biggest impacts. On the day of the third event, the …rst draft
revision was released for the …rst time to society. Its contents were as follows: (i) members
of society should oversee each other’s behavior; (ii) punishment will be more severe in the
case of a violation of the law; (iii) supervision over the corporate responsibility of managers
will be strengthened; and (iv) restrictions on food additives will be more stringent. It is
easy to imagine that food-related companies would have to respond by investing to meet the
requirements of the new safety law. The negative impact will result from the expectation of
market participants that companies will do so.
On the day of Event 7, the second draft of the new law was submitted to the 12th meeting
of the Standing Committee of the 12th NPC. Its main contents were as follows: (i) when
…rms produce and handle genetically modi…ed foods, they must clearly indicate this; and
(ii) to strengthen the management of the preservation of foods, food delivery service, and
distribution of agricultural products. Similarly to Event 3, the negative impact of Event
7 might come from investor’s expectations that these requirements will burden …rms with
addition costs.
13

At the 18th National Conference in November 2012 the Communist Party of China made the following
statement: to improve people’s health level, and to reform and improve the food and drug safety regulatory
system. See, for example, Zhang and Jiang (2015)
14
It turns out that the positive impact of Event 2 is not robust.
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In contrast to the previous events, Event 7 has a special feature. On November 17,
2014, the Chinese stock market launched a new system called the "Shanghai-Hong Kong
Stock Connect Program." This system permits direct investment in listed shares between
the Shanghai market and the Hong Kong market. While Hong Kong was already open to
foreign investors, it was di¢ cult for foreigners to invest in the Shanghai market, until then.
Because investors in Shanghai and Hong Kong can invest directly, foreign investors who
might be familiar with the stricter food safety standard in their countries can also invest in
China Shanghai “A”shares through Hong Kong’s securities company. Thus, it is reasonable
to explain the signi…cant impact of Event 7 as an increase in participants who are familiar
with how a severe food safety law will a¤ect companies.

::: Insert Table 4 around here :::

3.2

Robustness Check

This section provides several robustness checks on the estimation results described above.
First, instead of using the closing average index for the market portfolio, Rmt , we employ the
capitalization-weighted index in order to exclude the market risk-free rate. The estimation
results are summarized in columns (2) and (3) in Table 4, where we use samples that are
statistically signi…cant for estimate ^bi at the 10% and 1% levels, respectively. Compared with
the previous results, all events except Event 2 with e¤ects that are statistically signi…cant
in (1) are also statistically signi…cant in this speci…cation.
Second, instead of using the CAPM, we employ Fama and French (1993)’s three-factor
^ it . The feature of the three-factor model is that
model to estimate the returns of stock, R
it re‡ects an enterprise-scale factor and the net asset market capitalization ratio in order to
account for the return. Then, our estimation equation becomes

Rit = ai + bi Rmt + si SM Bt + hi HM Lt + uit ;
11

where SM Bt is a variable representing the scale of a …rm, and HM Lt is a variable showing the
net asset market capitalization ratio.15 Wang, Wang, and Luo (2010) uses the three-factor
model to study the Chinese stock market, and demonstrate that the model is applicable to
the analysis.
The estimation results are summarized in column (4) in Table 4. Here, we pick …rm
i when the estimates ^bi are statistically signi…cant at the 1% level. From the table, we
…nd that Events 1, 3, and 7 have a statistically signi…cant impact on the stock price in all
speci…cations. These events all negatively a¤ect the stock price. In addition, Event 7, which
is the …rst event after the Shanghai-Hong Kong Stock Connect Program became available,
has the biggest impact. Therefore, we conclude that our interpretation described in the
previous subsection is robust.

4

Concluding Remarks

This study investigates the impacts on the Chinese stock market of the country’s new Food
Safety Law until its implementation in 2015. This is an empirical issue because, theoretically,
a stricter law would have two opposing impacts on stock prices. On the one hand, the stricter
regulation will induce higher quality products, which may stimulate exports and raise stock
prices. On the other hand, the stricter law will increase production costs, which will lower
stock prices. By using the event study method, we demonstrate that the new, stricter Food
Safety Law had negative impacts on the stock prices. That is, the latter e¤ect outweighs the
former.
Among our sample events, Event 7 has a special feature in that, one month prior to
the event, the Chinese stock market launched a new system called the "Shanghai-Hong
Kong Stock Connect Program," which allows direct investment in listed shares between the
Shanghai market and the Hong Kong market. Because the Shanghai market had previously
15

Daily data of equity market capitalization used to create SM B and that of the net asset market capitalization ratio used to create HM L are obtained from "Resset Database."
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been closed to foreign investors, the new program might increase the number of participants
in the Chinese stock market. As discussed in section 2, one of the reasons for revising the
original Food Safety Law was to harmonize local standards with international standards.
Therefore, it is reasonable to explain the signi…cant impact of Event 7 as an increase in
foreign participants who are familiar with how a severe food safety law will a¤ect companies.
In market quality theory, Yano (2009) mentions the “Triple-C dynamics of market quality,”showing that past industrial revolutions resulted in a temporary, but signi…cant decline
in market quality. We apply this phenomenon to the revised Food Safety Law to explain the
fall in stock prices because the Standing Committee of the NPC called the revision bill of
Food Safety Law "the most severe food safety law in history." In this sense, our results suggest that the revised Food Safety Law will improve the quality of the Chinese stock market
in the long run.
We mention some limitations of the analysis as …nal remarks. First, this study does not
distinguish between companies based on their ownership: state-owned enterprises and private
enterprises. The analysis shows that it is likely for investors to expect that a stricter law
will increase …rms’ costs. Therefore, the negative e¤ect on state-own enterprises could be
smaller because investors would expect the government’s help. This study could not control
for such a governmental in‡uence on stock prices. Second, our event study analysis was
unable to eliminate in‡uences brought by information other than the new Food Safety Law.
The events chosen in this study are mainly on the dates of meetings of the National People’s
Congress of China, when many other issues were discussed. Although it is very di¢ cult to
single out the e¤ect of the new Food Safety Law, it is de…nitely an important future work.
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