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1. Introduction

A large body of existing research has shown that significant historical
shocks have influenced economic outcomes in long-lasting ways through
changes to social norms (e.g., Giuliano, 2007; Nunn, 2008; Nunn and
Wantchekon, 2011; Voigtlander and Voth, 2012; Alesina et al., 2013).
Moreover, recent studies have documented that leadership can play a
crucial role in evolving social norms (e.g., Acemoglu and Jackson, 2015;
Ajzenman, 2021). This knowledge begs the following questions: can
wrongdoings by political leaders have long-term adverse consequences
on people’s behavior? Also, what is the role of social norm changes in
shaping the long-lasting effect of politicians’ mistakes? This paper sets
out to answer these questions.

We look to China’s Great Leap Forward (GLF) movement in the late
1950s as an opportunity to study these questions. This setting offers a
well-known historical shock involving government misconduct. As we
will discuss in detail in Section 2.1, the Communist Party of China (CPC)
launched the GLF movement, a radical economic and social campaign,
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to rapidly transform China from an agrarian economy into an industri-
alized society. During the three-year campaign period, local government
officials aggressively boasted about grain yields to meet the unrealisti-
cally high targets set by the CPC (Ashton et al., 1984; Bernstein, 1984;
Xie, 1990; Liang, 2003; Lu, 2008). The CPC leadership applauded, rather
than punished, local governments for their exaggerations. The People’s
Daily, the state news media, coined the term “launching high-yield
agricultural satellites” (fang gaochan weixing) to trumpet these (fake)
achievements of record-breaking grain yields.

We hypothesize that widespread misreporting by local political
leaders and the official endorsement by the government for their
dishonesty during the GLF period profoundly and persistently affects
individuals’ behavior in the present day. Previous studies in social
learning and the evolution of social norms (e.g., Bandura and Walters,
1977; Acemoglu and Jackson, 2015; Ajzenman, 2021) have highlighted
the role of leadership in shaping social norms through the example effect.
In the case of GLF yield over-reporting, we would expect local political
leaders’ dishonesty to affect local social norms regarding honesty and
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integrity.

Meanwhile, according to studies in social psychology (e.g., Cialdini,
1988; Cialdini et al., 1990; Reno et al., 1993; Keizer et al., 2008), the
descriptive norm (i.e., perceptions about what other people do) and the
injunctive norm (i.e., perceptions of whether others will approve of a
behavior) are primarily responsible for shaping people’s behavior. Thus,
we posit that GLF over-reporting acts as a significant negative shock to
social norms in general, shifting individual morality toward tolerating
dishonesty, eventually leading to more cheating in the present day.

Moreover, we can also understand the association between GLF over-
reporting and the prevalence of present-day behavior (in the form of
cheating) by applying the theoretical framework of the compliance
model used in the political economy literature (e.g., Benabou and Tirole,
2011; Besley et al., 2019; Jia and Persson, 2021). Under this framework,
people’s decision to cheat or not depends on the net material benefits
from cheating, the intrinsic cost of cheating, and the social reputational
payoff from acting honestly. Having observed that local political leaders
who falsely reported grain outputs were not seriously held accountable
or even promoted in the GLF era, people would adjust their intrinsic
costs of cheating downward and behave dishonestly afterward. More-
over, when assuming that honesty is the modal choice, a higher share of
cheaters would yield a more considerable decrease in the stigma of
cheating than the increase in the honor of acting honestly, resulting in
reduced social reputational payoff from acting honestly. This induced
change in social reputational payoff would crowd in individual cheating
decisions through a strategic complements effect.

Overall, theoretical studies in social learning and the evolution of
social norms, social psychology, and political economy all predict that
GLF over-reporting can have a causal effect on cheating behaviors. We
would expect regions exposed to more aggressive yield over-reporting in
the GLF era to be more dishonest nowadays, other things equal.

The object of this study is to empirically test the long-term effect of
GLF over-reporting by government officials on people’s behaviors,
specifically regarding dishonesty. We mainly focus on corporate finan-
cial misconduct, a particularly salient example of cheating in China, in
Chinese-listed firms. Nonetheless, at the end of this study, we extend our
analysis to examine other types of dishonest behaviors.

To test for the impact of GLF yield over-reporting on today’s
corporate financial misconduct, we hand-collect GLF over-reporting
data for each province and match these data with the chairperson’s
province of origin for each listed firm. To establish causality, we employ
a series of empirical strategies. First, we include the time-varying firm
locality province fixed effects to disentangle the impact of the inherited
component of social norm from that of the external environmental fac-
tors. Second, we control for the confounding effects of an extensive set of
chairperson province-of-origin characteristics in the baseline specifica-
tion. Third, we also control for the firm fixed effects to rule out the
possibility that some firm-level characteristics correlated with the se-
lection of chairpersons and the likelihood of committing financial
misconduct are driving the results.

Fourth, we conduct additional tests to rule out two potential
competing hypotheses for our findings. We test for the “mistreatment”
hypothesis by examining the effects of various mistreatment events on
current corporate financial misconduct. We also check the robustness of
our results to the inclusion of these mistreatment events as additional
controls. To rule out the preexisting fraud culture hypothesis, we
perform falsification tests investigating the effect of GLF yield over-
reporting on individual dishonest behaviors before 1949, when the
CPC gained power.

Fifth, and finally, we also employ an instrumental variable (IV)
regression approach. Specifically, we instrument GLF over-reporting
with three proxies for the career incentives of provincial first party
secretaries (FPSs) at that time, including their party ranks in 1958, the
change in their party ranks from the Seventh to the Eighth National
Congress of the CPC (NC-CPC), and an indicator for their participation in
the Chinese Red Army’s Long March in 1934 and 1935. The three IVs are
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motivated by previous findings in the political science literature (e.g.,
Kung and Chen, 2011) that provincial FPSs with stronger career in-
centives over-reported grain yield more aggressively during the GLF.
Meanwhile, the three IVs only capture individual characteristics specific
to the GLF-era provincial FPSs. Given that the vast majority of the FPSs
were not local to the provinces they were assigned to govern, we have no
good reason to expect that the three IVs will directly affect the current
corporate financial misconduct, other than through the over-reporting
channel.

Using a sample of Chinese-listed firms over the period 2002-2016,
we find robust evidence that firms are significantly more likely to
indulge in financial misconduct if their chairperson’s province of origin
aggressively over-reported yields during the GLF period. Moreover, the
estimated effect of GLF over-reporting on current corporate misconduct
is also economically sizable. According to our baseline estimate, a one-
standard-deviation increase in the GLF over-reporting variable raises the
likelihood of financial misconduct by 3.3 percentage points, equivalent
to a 25.8% increase relative to the average financial misconduct rate.

Furthermore, we extend our analysis in two ways to shed more light
on the general implications of GLF over-reporting for individual’s be-
haviors in regard to cheating in the present day. One extension involves
assessing the impact of GLF over-reporting on other aspects of corporate
misconduct by listed firms, including the intensity of financial miscon-
duct, earnings management, tax evasion, tunneling, and information
transparency. The other is to examine the widespread effects of GLF
over-reporting on contemporary social norms and various dishonest
behaviors, including individual attitudes toward fare evasion or tax
evasion, local gross domestic product (GDP) data manipulation, and
public corruption. Overall, our evidence from these extensions strongly
supports our hypothesis that yield over-reporting by government offi-
cials during the GLF era has had significant and long-lasting effects on
individuals’ attitudes toward honesty in the present day, making them
more likely to cheat or to view cheating as acceptable.

Our study contributes to the relevant literature in the following as-
pects. First, our paper is closely related to the burgeoning literature on
the role of leadership in evolving social norms (e.g., Acemoglu and
Jackson, 2015; Ajzenman, 2021). Our finding of the causal effect of yield
over-reporting by local government officials in the GLF era on people’s
behaviors today, such as corporate misconduct, GDP data manipulation,
and public corruption, directly supports the notion that social values and
morality can be transmitted through the example effect.

Second, our work adds to the broad literature on how historical
shocks have significant long-term impacts to social norms or cultural
traits (e.g., Giuliano, 2007; Nunn, 2008; Nunn and Leonard, 2011;
Voigtlander and Voth, 2012; Alesina et al., 2013; Bursztyn et al., 2020).
Our study complements recent studies in this literature that understand
the long-run consequences of historical shocks through the lens of the
interaction between people’s intrinsic incentives and social incentives
(e.g., Benabou and Tirole, 2011; Besley et al., 2019; Jia and Persson,
2021).

Finally, our study also provides a new perspective on dishonest be-
haviors like corporate misconduct. Previous studies have examined a
variety of economic and social determinants of corporate fraud (e.g.,
Agrawal and Chadha, 2005; Burns and Kedia, 2006; Dyck et al., 2010;
Liu, 2016; Parsons et al., 2018)." We add to this literature by investi-
gating how a significant historical shock can influence social norms,
which, in turn, affects people’s present-day behavior, in particular in the
form of cheating.

The remainder of this paper is organized as follows. Section 2 pro-
vides a brief background about the GLF and a conceptual framework.
Section 3 describes the data and our identification strategies. Section 4

! The accounting literature also tackles firm fraud (e.g., Beasley, 1996;
Chaney et al., 2011; Drake et al., 2012; Dyreng et al., 2012; McGuire et al.,
2012).
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presents our main empirical results. Section 5 provides additional evi-
dence on other aspects of corporate misconduct and a wide range of
local dishonest behaviors today. Section 6 offers the concluding
remarks.

2. Background and conceptual framework
2.1. Historical background

After the abolishment of private ownership (i.e., the so-called “so-
cialist transformation” of private ownership of the means of production)
in 1956, and the completion of the first Five-Year Plan for the devel-
opment of the national economy in 1957, the CPC leadership decided to
speed up socialist construction in China’s agricultural and industrial
sectors. On November 13, 1957, an editorial in the People’s Daily, typi-
cally considered an authority on official government policy, first put
forward the slogan the “Great Leap Forward,” calling on the public to
achieve “great leaps” in production. The Great Leap Forward, one of the
most profound events in China’s history (MacFarquhar, 1983), formally
kicked off in May 1958 at the Second Plenary Session of the Eighth
National Congress of the CPC. After that, the general attitude of “going
all out, aiming high and achieving greater, faster, better and more
economical results in building socialism™ was adopted.

A crucial strategy of the CPC leadership to accelerate socialist
industrialization, as well as to catch up with and overtake the United
Kingdom (and the United States) in industrial production, over 15
(20-30) years was to squeeze agricultural surpluses. As a result, the CPC
leadership decreed the establishment of the People’s communes in rural
areas. The CPC leadership was so eager for success that increased efforts
were called to boost grain yields rapidly. At the time, absurd notions
flew around with catchphrases like “the bolder the man is, the higher
yields the fields will turn out” (ren you duo da dan, di you duo da chan).
Government officials at various levels pursued unrealistic agricultural
output targets. For example, the initially planned grain production in
1958 was 252 million tons, already a big surge compared to the actual
output of 185 million tons in 1957. This target was later revised upward
to 300-350 million tons in September 1958, eventually escalating to 375
million tons at the end of 1958, more than double the actual output in
1957.

Under tremendous pressure from political superiors and fierce
competition from peers, local cadres exaggerated their grain outputs.
Meanwhile, the People’s Daily enthusiastically proclaimed these wild
exaggerations as “launching agricultural satellites” (fang weixing), a term
inspired by the Soviet Union’s Sputnik satellite launch in 1957.
Figure A1 in the Online Appendix provides a snapshot of the headline
news from the People’s Daily on August 13, 1958. The front page features
two exceptionally high yields. One is that Jianguo No. 1 Commune
(Jianguo Yi She) in Hubei province reported an early rice yield of 36,900
jin per mu (1.23 tons per hectare). The other is that Haixing Commune in
Fujian province achieved a peanut yield of over 10,500 jin per mu (0.35
ton per hectare). Later, the term “launching satellites” would be used to
describe “new records” in agricultural production, and high-yield fields
were called “satellite fields” (weixing tian). With the CPC leadership and
news media trumpeting these inflated achievements, a wave of false
output reporting by local governments spread unchecked throughout
the country during the GLF period.

2.2. Conceptual framework

How does yield over-reporting by local government officials during
the GLF days affect people’s behavior regarding dishonesty in the pre-
sent day? According to social learning theory in sociology (e.g., Bandura
and Walters, 1977), and the recently emerged economics literature on
the leadership-induced evolution of social norms (e.g., Acemoglu and
Jackson, 2015; d’Adda et al., 2017; Bursztyn et al., 2020; Ajzenman,
2021), we know that leaders’ behaviors play an important role in
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shaping social norms via the example effect.

Research in social psychology (e.g., Cialdini, 1988; Cialdini et al.,
1990; Reno et al., 1993) suggests that people’s behaviors are generally
governed by descriptive norms (i.e., perceptions of how people typically
act) and injunctive norms (i.e., evaluative standards for how people
should behave). People are motivated to follow social norms out of a
general awareness that normative behaviors are approved and rewar-
ded, while counternormative behaviors are disapproved of and pun-
ished. Further, when people are more exposed to information about the
descriptive and injunctive norms regarding a particular behavior, adher-
ence to those norms increases (e.g., Aarts and Dijksterhuis, 2003; Cial-
dini et al., 2006; Keizer et al., 2008).

A direct implication from these social psychological studies is that
GLF over-reporting by local officials acts as a significant shock to the
descriptive and injunctive norms, shifting them dramatically toward
tolerating or favoring dishonest behaviors. The prevalence of yield
misreporting in the GLF era conveyed the idea that cheating was
acceptable. National plaudits for “launching satellites,” such as the
frenetic media coverage of record-smashing grain yields and the pro-
motions of local cadres who boasted wildly, provided very public social
approval and rewards (i.e., the injunctive-norm information) for public
officials’ dishonesty. Having been immersed in an information envi-
ronment with falsified reports, people changed their perceptions about
the relative costs and benefits of behaving dishonestly and consequently
changed how they themselves behave.

Meanwhile, the compliance model in the political economy literature
(e.g., Benabou and Tirole, 2011; Besley et al., 2019; Jia and Persson,
2021) provides an alternative perspective on the causal link between
GLF over-reporting and the prevalence of subsequent cheating behav-
iors. Under the framework of the compliance model, people’s decision of
whether or not to cheat depends on the net material benefits from
cheating, the intrinsic cost of cheating, and the social reputational
payoff from acting honestly. Having observed that local political leaders
who falsely reported grain outputs were not seriously held accountable
in the GLF era, people would have adjusted their intrinsic costs of
cheating downward and been more open to behaving dishonestly af-
terward. Moreover, when assuming that honesty is the modal choice, a
higher share of cheaters would generate a larger decrease in the stigma
of cheating than the increase in the honor of acting honestly, resulting in
reduced social reputational payoff from acting honestly. This induced
change in social reputational payoff would, in turn, crowd-in an in-
dividual’s decision to cheat through a strategic complements effect.

In sum, we hypothesize that grain yield over-reporting by local po-
litical leaders in the GLF era would change the local social norms via the
bad example effect, shifting people toward tolerating dishonesty and
eventually leading them to cheat in the present day. Our hypothesis thus
predicts a positive association between GLF over-reporting and subse-
quent cheating behaviors. We conjecture that people from regions more
exposed to yield over-reporting in the GLF era are more likely to engage
in dishonesty today.

3. Empirical design
3.1. Data

The core data set for our empirical analysis comes from combining
multiple databases from the China Stock Market and Accounting
Research (CSMAR), including the China Securities Regulatory Com-
mission (CSRC) Enforcement Actions Database, the Corporate Directors’
Characteristics Database, Corporate Governance Database, the Financial
Statements Database, and the Stock Trading Database. Following con-
ventional sample cleaning procedures, we restrict our sample to nonfi-
nancial firms that employ at least 10 workers, have positive assets,
liabilities, and sales, and have non-missing biographical information
about chairpersons. We also exclude nonfinancial firms marked as
“special treatment.” Our final estimation sample is an unbalanced panel
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of 1452 Chinese-listed firms over the period 2002-2016. For each firm
included in our sample, we have relatively complete information about
its financial conditions, corporate governance, misconduct behaviors,
the chairperson’s places of origin, and other relevant individual-level
characteristics.

3.1.1. The corporate financial misconduct indicator

To construct our primary measure of corporate financial misconduct,
we start with identifying market violations for each firm during the
sample period, based on the CSRC’s Enforcement Actions Research
Database. This database comprehensively covers violations of regula-
tions and rules in Chinese stock markets and provides detailed infor-
mation about the types of and in which years violations occurred. To
allow sufficient time for detection, we search for market violations
through 2019 but include violations occurring no later than 2016.

Specifically, we construct a misconduct indicator that equals one if a
listed firm commits a disclosure-related misconduct activity in a year and
zero otherwise. Here, the disclosure-related misconduct behaviors
include inflated earnings and assets, financial misrepresentation,
delayed disclosure, material omissions, disclosure of other false and/or
misleading information, and fraudulent listing.

We also consider two alternative financial misconduct indicators for
robustness in the analysis. One is a narrowly defined misconduct indi-
cator, and the other is a broadly defined misconduct indicator. Compared
with our primary misconduct indicator, the narrowly defined one covers
all disclosure-related misconduct behaviors, except for delayed disclo-
sure and material omission. In contrast, the broadly defined one further
includes nondisclosure-related misconduct behaviors, such as false capital
contributions, unauthorized changes in capital usage, embezzlement,
insider trading, illegal stock trading, stock price manipulation, and
illegal guarantees. Under the definition of our primary misconduct in-
dicator, 45.6% of sampled firms have engaged in at least one act of
financial misconduct during the sample period. Of the 9129 firm-year
observations in our sample, 1165 of the cases represent violations.

3.1.2. GLF over-reporting measure

Another key variable in our empirical analysis is the degree of GLF
yield over-reporting in a chairpersons province of origin. To construct
this over-reporting variable, we first measure yield over-reporting at the
province level using the number of “high-yield agricultural satellites”
launched during the GLF period. Following Kung and Chen (2011), we
count the number of launched “high-yield agricultural satellites” re-
ported by the People’s Daily for each province between June 1958 and
December 1960. In total, there are 658 such “high-yield agricultural
satellites” for 24 provinces in China.” Further, the number of “high-yield
agricultural satellites” varies considerably across provinces. For
example, during the GLF period, 91 “high-yield agricultural satellites”
were launched in Henan province, whereas only 4 such “satellites” were
reportedly launched in Heilongjiang province.

Next, we extract biographical information from the CSMAR’s
Corporate Directors’ Characteristics Database to identify the province of
origin for each chairperson. We then merge the province-level data on
the GLF yield over-reporting with the chairperson’s province of origin.

2 Following Kung and Chen (2011), we count those reports that claimed crop
yields of over 1000 jin per mu (0.03 ton per hectare), figures widely exceeding
actual crop yields of around 200 jin per mu (0.0067 ton per hectare). Because of
data unavailability, we do not include Xinjiang, Tibet, and the three munici-
palities (Beijing, Shanghai, and Tianjin) in the sample.

3 For firms with missing information about their chairpersons’ provinces of
origin in the CSMAR, we identify chairpersons’ provinces of origin based on the
first three digits of their ID numbers released in firms’ financial reports. When a
chairperson’s ID number is unavailable, we conduct an extensive internet
search for his/her province of origin based on both the firm’s and his/her
names.
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To facilitate our interpretation, we normalize the over-reporting vari-
able to have a mean of zero and unit standard deviation and use the
normalized over-reporting variable in our regressions.

We focus on chairpersons rather than other corporate insiders for
two primary reasons. One reason is that the data availability for the
province-of-origin information is limited for other corporate insiders.
The other reason is that the corporate governance structure in China
sharply differs from that in more developed markets. In China, chair-
persons typically influence their firm’s business decisions significantly
more so than do general managers.

3.1.3. Control variables

In our baseline specification, we control for a rich set of individual-,
firm-, and province-of-origin-level characteristics. First, we include de-
mographic characteristics for chairpersons, such as age, gender, and
educational background. We draw on the individual-level information
from the CSMAR’s Corporate Directors’ Characteristics Database.

Second, we also control for firms’ business operation activities,
including size, age, return on assets (ROA), leverage, Tobin’s q, profit
margin, the number of years being listed, and state ownership, and
corporate governance, such as board size and the share of independent
directors. We collect data on firms’ business operation activities from
the CSMAR’s Financial Statements Database. All financial variables are
winsorized at the 1st and 99th percentiles of their respective sample
distributions and enter the regression model with a one-year lag. The
data on firms’ corporate governance come from the CSMAR’s Corporate
Governance Database.

Last, we also control for extensive province-of-origin characteristics,
such as historical and current socioeconomic conditions. Online Ap-
pendix B defines the variables in detail and lists the sources too. We also
provide summary statistics for the key variables used in our empirical
analysis in Appendix Table C1 in the Online Appendix.

3.2. Identification

To examine the impact of GLF yield over-reporting in a chairperson’s
province of origin on the likelihood of corporate misconduct in the
present day, we estimate the following baseline specification:

Misconduct;jy, s, = a + pOverReport;; + y/X,»_j_, + )//Zk + o+ o+ T,
+ Eijklsis (@)

where i denotes a chairperson, j denotes a firm, k denotes the chair-
person’s province of origin, [ denotes the province of firm location, s
denotes the industry the firm belongs to, and t denotes the year. The
dependent variable is the misconduct indicator, indicating whether the
firm j has engaged in any misconduct in year t. X is a vector of controls
for the firm-level and individual-level characteristics. Z is a vector of
controls for the province-of-origin characteristics. y; wy,, and 7, are the
firm fixed effects, the firm-locality-year fixed effects, and the industry-
year fixed effects.

Our primary variable of interest is OverReport;x, the degree of yield
over-reporting in chairperson i’s province of origin k during the GLF
period. A positive and statistically significant coefficient for the over-
reporting variable (f > 0) means that firms are more likely to commit
financial misconduct if their chairperson hails from a province with a
higher level of yield over-reporting during the GLF days.

To establish causality between GLF over-reporting and the current
corporate financial misconduct, we employ various identification stra-
tegies. First, since historical shocks like GLF over-reporting can also
induce changes in local institutional environments, one may be con-
cerned that our results reflect the change in the local external environ-
ment rather than the altered social norms. To address this concern, we
include the time-varying firm locality fixed effects (;,) in the baseline
specification to disentangle the effect of the inherited component of
social norm changes from that of external environmental factors.
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Second, to ensure that other attributes of chairpersons’ province of
origin are not responsible for our results, we include extensive province-
of-origin characteristics as controls (Z) in our baseline model. Specif-
ically, four variables are included in the vector Z. The first two are the
number of non-party intellectuals persecuted (rightists) per 10,000 per-
sons during the “anti-rightist” campaign and the degree of mess hall
participation (MHPR) at the end of 1959. We include both variables to
control for the confounding effects of regional political radicalism in the
late 1950s." The other two are farmland area per capita and the share of
agricultural output in total output in 1957. We include them to control
for the pre-GLF difference in agricultural production across provinces.”

Third, one could be concerned that some unobserved firm-level at-
tributes are driving our results. For example, the corporate culture of
fraud within a firm may cause it to select a dishonest person to be its
chairperson, on the one hand, and lead to a higher risk of corporate
fraud by the firm, on the other hand. To address this concern, and to
further establish the causality, we also include firm fixed effects in the
regression and rely on within-firm variation across chairpersons for the
identification.®

Fourth, we conduct a battery of tests to rule out two potential
competing hypotheses for the positive relationship between GLF over-
reporting and corporate fraud today. One competing hypothesis is the
aforementioned “mistreatment” channel, which argues that people’s
dishonest behaviors nowadays may be resulted from their perceptions of
the mistreatment by the state or by nature. To rule out the mistreatment
channel, we test how various mistreatment events in the past affect
current corporate financial misconduct. Specifically, we consider five
types of mistreatment events, including the extreme climate conditions
in history, the number of historical revolts, the share of the local pop-
ulation labeled as the “four bad types,” the severity of the Great Famine,
and casualties of violent conflicts during the Cultural Revolution. If this
mistreatment channel is indeed responsible for our findings, we expect a
significantly positive association between mistreatment events and
current corporate misconduct. As an additional check, we also include
these mistreatment events as additional controls in our baseline speci-
fication and verify whether the effect of GLF over-reporting on the
current corporate misconduct remains unchanged after controlling for
various mistreatment events.

Another competing hypothesis is that the positive relation between
GLF over-reporting and today’s corporate financial misconduct can be
explained by historical differences in the local culture of fraud long
before the GLF. For example, in provinces where dishonesty was his-
torically more acceptable, we could observe more aggressive yield over-
reporting during the GLF period. Meanwhile, a local culture of fraud
may persist today, causing chairpersons from these provinces to tolerate
or even encourage financial misconduct in their firms as well. If this
were the case, the positive relation between GLF over-reporting and
current corporate fraud we document would be attributable to a pre-
existing local culture of fraud.

To rule out this possibility, we conduct a falsification test assessing
the effect of GLF yield over-reporting on people’s behaviors related to

4 Data on the number of nonparty intellectuals persecuted during the “anti-
rightist” campaign have been extracted from Guanyu Poupaifenzi Zhaimaozi de
Baogao (Report on the Work of Revoking the Rightist Conviction), published by the
Organization Department and United Front Work Department of the Central
Committee of the CPC in 1959. Data on the mess hall participation rate at the
end of 1959 have been obtained from Yang (1996).

5 Province-of-origin-level data on farmland area per capita, agricultural
output, and total output in 1957 have been obtained from the Comprehensive
Statistical Data and Materials of China (1949-1989).

® previous studies in the finance literature (e.g., Bennedsen et al., 2020;
Fracassi, 2017; Fracassi and Tate, 2012) have tried to use the death-related exits
of chairpersons to deal with the potential endogeneity in chairperson selection.
However, only one chairperson’s death in our sample prevents us from adopting
this approach.
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dishonesty before 1949, when the CPC came into power. If variations in
the over-reporting variable merely reflected the deep-rooted historical
differences in the social norms across provinces, we would expect a
significantly positive association between the GLF over-reporting vari-
able and historical behaviors related to dishonesty. By contrast, if GLF
over-reporting indeed caused changes in social norms regarding
honesty, we should expect no significant relation between historical
behaviors related to dishonesty and GLF over-reporting as the former is
predetermined relative to the latter.

Our final identification strategy is to take the instrumental variable
(IV) regression approach, which can help address the remaining omitted
variables bias and the attenuation bias brought about by the potential
presence of measurement errors in our fixed effect model. Conceptually,
a valid instrument should be related to yield over-reporting during the
GLF period but does not affect current cheating behavior directly via
channels other than the over-reporting variable. Here, our choices of IVs
for GLF yield over-reporting are motivated by the association between
provincial first party secretaries’ career incentives and their GLF pol-
icies, which has been documented in the political science literature (e.g.,
Kung and Chen, 2011). Since the CPC took control of China in 1949,
provinces are typically governed by the FPSs. As shown in Kung and
Chen (2011), provincial FPSs tended to over-report grain yields more
aggressively when they had stronger incentives to advance their politi-
cal careers.”

Specifically, we consider three proxies for the career incentives of
GLF era provincial FPSs as our IVs.® The first IV is the GLF provincial
FPS’s party rank in 1958, an ordinal variable that takes on values of 0, 1,
or 2 for the party rank, from bottom to top, of a nonmember, alternative
member of the Central Committee, and full member of the Central
Committee, respectively. We expect this party rank variable to be
negatively associated with GLF over-reporting because provincial leaders
with lower party ranks generally had a stronger incentive to move up the
career ladder by engaging in dishonest acts like over-reporting grain
yields. The second 1V is the provincial FPS’s party rank change from the
First Plenary Session of the Seventh National Congress of the CPC to the
First Plenary Session of the Eighth National Congress of the CPC on the
eve of the GLF movement. To the extent that the CPC leadership tended
to fast track those perceived to be more loyal to the party and supportive
to the subsequent GLF movement for a promotion, we expect a positive
relationship between rank change and GLF over-reporting. The third IV
is a binary indicator for the GLF provincial FPSs’ participation in the
Chinese Red Army’s Long March between 1934 and 1935. The Long
March experience is commonly considered a pivotal credential to be
qualified as a “revolutionary” contribution to the CPC (e.g., Hou, 1957;
Yang, 1990). Provincial FPSs without this credential would have had a
disadvantage in their career advancement and, consequently, would
have been more likely to over-report crop yields to help them climb the
career ladder. Hence, we expect a negative association between the Long
March indicator and GLF over-reporting.

On the other hand, the three IVs are individual-level characteristics
reflecting the personal experiences of the GLF-era provincial FPSs. Given
that most provincial FPSs in the GLF era were non-local to the provinces
they were appointed to govern, the three IVs are unlikely to be corre-
lated with the preexisting local social, economic, and institutional

7 Most FPSs assumed positions around 1954, with a few in 1952. The FPSs in
Ningxia and Liaoning provinces were appointed in 1958, shortly before the GLF
commenced.

8 Career information has been obtained from Zhongguogongchandang Lijie
Zhongyangweiyuan Dacidian, 1921-2003 (a Compendium of Central Committee
Members of Various Plenums, 1921-2003), published by the Organization
Department of the CC-CPC in 2004.
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conditions in the provinces they governed.’ Hence, we have no good
reason to expect our IVs to directly affect today’s cheating behaviors
through channels other than GLF over-reporting.

4. Main results
4.1. Basic results

Before tackling the formal regression analysis, we provide some
preliminary evidence for the cross-sectional relationship between GLF
over-reporting and corporate financial misconduct today. In Fig. 1, we
aggregate chairpersons from the sample province of origin and plot the
average of the misconduct indicator at the level of the chairperson’s
province of origin over the period 2002-2017 against GLF over-
reporting in each province of origin, conditional on the baseline
province-of-origin controls. The significantly positive relationship be-
tween the two variables indicates that firms tend to have a higher risk of
corporate fraud today when their chairpersons are from provinces with
greater exposure to the grain yield over-reporting during the GLF
period.'’

Table 1 presents our baseline regression results. The dependent
variable in column (1) is the primary misconduct indicator, while those
in columns (2) and (3) are the narrowly and broadly defined misconduct
indicators, respectively. Regardless of the misconduct indicators used,
the estimated coefficient for the over-reporting variable is always posi-
tive and statistically significant. These results suggest that firms are
significantly more likely to engage in financial misconduct today if their
chairpersons are from provinces with a higher degree of yield over-

2
L

A
L

Average Misconduct (2002-2016)

T T T T T T

0 1
GLF Over-Reporting

Fig. 1. GLF Over-reporting and Average Misconduct Notes: This figure plots the
average misconduct at the chairperson’s province-of-origin level against GLF
over-reporting after we purge the effects of the province-of-origin-level mess
hall participation, the logarithm of the rightist share, pre-GLF farmland per
capita, and the pre-GLF agricultural output share. The horizontal axis repre-
sents the degree of GLF yield over-reporting at the chairperson’s province-of-
origin level. For the vertical axis, we aggregate chairpersons from the same
province of origin and compute the average of the primary misconduct indi-
cator at the chairperson’s province-of-origin level over 2002-2016.

9 In our data, about 80% of the provincial FPSs during the GLF period did not
govern their home provinces. When we re-estimate the IV regression using the
subsample of non-local provincial FPSs, we obtain similar results.

10 We also conduct a cross-sectional analysis by regressing the average
misconduct over 2002-2017 for each province of origin on GLF over-reporting,
conditional on the baseline province-of-origin controls. The estimated coeffi-
cient for GLF over-reporting is 0.054, with a standard deviation of 0.019 and a
p-value of 0.012.
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Table 1
Basic results.
Dependent Primary Narrowly defined Broadly defined
variable: misconduct misconduct misconduct
indicator
(€))] (2) 3
Over-report 0.033** 0.035%* 0.027*
(0.016) (0.015) (0.016)
Rightists 0.092** 0.051 0.086*
(0.044) (0.034) (0.045)
MHPR 0.015 0.019* 0.015
(0.015) (0.010) (0.015)
Farmland —0.007 0.001 —0.006
(0.011) (0.007) (0.011)
Agri. Share —0.182* —0.145%* -0.137
(0.099) (0.068) (0.103)
Firm age —0.075 —0.002 —0.047
(0.049) (0.037) (0.049)
Size 0.019 0.009 0.003
(0.012) (0.008) (0.012)
ROA 0.054 0.042 —0.005
(0.088) (0.062) (0.111)
Leverage 0.117%* 0.038 0.135%**
(0.045) (0.032) (0.046)
Profit margin —0.038 —0.062 —0.010
(0.053) (0.044) (0.054)
Tobin’s q 0.237 4.855* —3.322
(4.312) (2.865) (4.479)
Board size 0.052 0.034 0.063
(0.041) (0.030) (0.042)
Independence 0.030 —0.085 0.015
(0.123) (0.080) (0.134)
State-owned 0.030* 0.021% 0.029*
(0.016) (0.012) (0.016)
Female —0.144%** —0.138%** —0.164%**
(0.052) (0.039) (0.059)
Chairperson age —0.016 0.035 —0.004
(0.065) (0.046) (0.066)
Chairperson edu —0.011 0.008 -0.012
(0.023) (0.016) (0.024)
N 9129 9129 9129
R? 0.499 0.520 0.490
Firm FE Y Y Y
FirmProv x Y Y Y
Year FE
Industry x Year Y Y Y
FE

Notes: This table reports the estimation results from the baseline specification.
Over-report represents the degree of GLF yield over-reporting in a chairperson’s
province of origin. All regressions include a constant term, as well as firm, firm-
province x year, and industry x year fixed effects. Robust standard errors
clustered at the province-of-origin-year level are reported in parentheses. *p <
0.1; **p < 0.05; ***p < 0.01.

reporting in the GLF era. The effect is also economically sizable. Take
the estimated coefficient in column (1), for example. A one-standard-
deviation increase in GLF yield over-reporting at a chairperson’s prov-
ince of origin raises the likelihood of financial misconduct in his or her
firm by 3.3 percentage points, equivalent to a 25.8% increase over the
sample mean of the misconduct indicator.

As for the controls for the province-of-origin characteristics, most
have statistically insignificant effects on today’s corporate misconduct,
except for the logarithm of the number of rightists persecuted; the
estimated coefficient for this control is significantly positive. Regarding
the firm-level controls, we find that leverage and state ownership are
significantly and positively related to the probability of financial
misconduct, whereas others are largely insignificant. As far as the
individual-level controls for the chairperson characteristics, we find that
having a female chairperson significantly reduces the likelihood of
financial misconduct. In contrast, the chairperson’s age and education
do not have statistically significant impacts.
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4.2. Robustness checks

In this subsection, we check the robustness of our results by including
additional controls for the firm- and province-of-origin-level charac-
teristics. One potential concern about our results is that some uncon-
trolled firm-level attributes may drive them. For instance, if firms with
poorer business performance, with weaker corporate governance, or
facing less effective external monitoring environment are more likely to
select dishonest people as their chairpersons, on the one hand, and to
commit corporate fraud, on the other hand, then this could potentially
bias the estimated effect of GLF over-reporting at the chairperson’s
province-of-origin level on corporate financial misconduct today.

We address this concern by controlling for additional firm-level at-
tributes and report the regression results in the first three columns of
Table 2. In column (1), we include additional controls related to the
firm’s business operation activities, including sales growth, tax burden,
and asset tangibility. Column (2) adds a set of controls reflecting the
firm’s internal corporate governance, including a duality dummy, a
cross-listing dummy, and a foreign auditor dummy, to our baseline
specification. The duality dummy equals one if the firm’s chairperson is
also its CEO and zero otherwise. The cross-listing dummy indicates
whether the firm is also listed in overseas stock exchanges. The foreign
auditor dummy equals one if foreign accounting firms are employed as
auditors and zero otherwise. In column (3), as additional controls for the
external market monitoring firms face, we include the logarithm of the
stock turnover rate, the logarithm of the number of analysts covering
each firm, the logarithm of the stock return volatility, and the logarithm
of the share of stocks owned by institutional investors.

In all three columns, the coefficients for the over-reporting variable
remain positive and statistically significant. Furthermore, including
these additional firm-level controls does not affect the magnitude of the
estimated coefficient. As for the newly included firm-level controls,
corporate misconduct is significantly more likely to occur when firms
experience weaker sales growth or have fewer market analysts covering
them. All other firm-level additional controls are not statistically
significant.

While we have already controlled for a rich set of province-of-origin-
level characteristics in the baseline specification, some concerns over
other confounders at the province-of-origin level remain. To this end, in
column (4) of Table 2, we further control for three proxies for the his-
torical socioeconomic conditions in chairpersons’ province of origin,
including the degree of excess grain procurement during the GLF, the
logarithm of land tax per person, and the logarithm of the share of the
population that held the degree of Jinshi (Presented Scholars) in the late
Qing Dynasty.'! In column (5), we also control for the current legal
environment and educational attainment in each province of origin. The
legal environment is proxied for by a strong legal enforcement indicator
that equals one if the provincial legal enforcement index (Wang et al.,
2018) belongs to the top tercile of the index distribution and zero
otherwise. We measure educational attainment at the province-of-origin
level by the share of the population enrolled in college each year. We
find that controlling for these additional province-of-origin-level

11 Data on the excess grain procurement to total grain output ratio have been
obtained from Nonye Jingji Ziliao, 1949-1983 (Materials on the Agricultural
Economy, 1949-1983), published by the Planning Office of the Ministry of
Agriculture, Livestock, and Fisheries in 1983. Data on the land tax per person
and the number of Jinshi holders are hand-collected from the Jiaging Chongxiu
Yitongzhi (National Gazetteer of Qing Dynasty Recompiled during the Reign of
Emperor Jiaqging), a compendium compiled by government officials between
1820 and 1842 that records detailed social and economic data up to 1820. Since
the historical variables used in this study are recorded at the historical
province-of-origin level, we adjust for changes in administrative boundaries
using the GIS polygon map from the China Historical Geographic Information
System (CHGIS).
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Table 2
Robustness to additional controls.

Dependent Primary measure of misconduct
variable: I - .
A. Firm-level B. Province of origin
Operation  Governance  Monitor Historical Current
(€8] ) 3 @ )
Over-report 0.041** 0.045%* 0.036** 0.045%* 0.036**
(0.018) (0.019) (0.017) (0.023) (0.016)
Sales growth —0.034**
(0.016)
Tax burden —0.262
(0.381)
Tangibility —0.038
(0.054)
Duality 0.000
(0.016)
Cross-listing 0.064
(0.051)
Foreign auditor 0.002
(0.026)
Stock turnover 0.012
(0.009)
Analysts —0.014%*
(0.007)
Return —0.001
volatility (0.021)
Institutional —0.002
ownership (0.003)
Procurement 0.003
(0.004)
Land tax 0.026
(0.017)
Jinshi —0.082%**
(0.031)
Legal 0.027
environment (0.020)
College 0.003
enrollment (0.005)
N 7894 8241 8773 9063 9129
R? 0.518 0.506 0.494 0.501 0.499
Baseline Y Y Y Y Y
controls
Firm FE Y Y Y Y Y
FirmProv x Y Y Y Y Y
Year FE
Industry x Y Y Y Y Y
Year FE

Notes: This table checks the robustness of our results to additional controls. Panel
A includes additional controls for firm-level characteristics. Panel B includes
additional controls for the chairperson’s province-of-origin-level characteristics.
Over-report represents the degree of GLF yield over-reporting in a chairperson’s
province of origin. All regressions include a constant term; individual-level,
firm-level, and province-level controls; and firm, firm-province x year, and in-
dustry x year fixed effects. Individual-level controls are chairpersons’ age,
gender, and education. Firm-level controls are firm age, size, ROA, leverage,
profit margin, Tobin’s q, board size, independent director share, and a state
ownership dummy. Province-of-origin controls are mess hall participation, the
logarithm of the rightist share, pre-GLF farmland per capita, and pre-GLF agri-
cultural output share. Robust standard errors clustered at the province-of-origin-
year level are reported in parentheses. *p < 0.1; **p < 0.05; ***p < 0.01.

characteristics does not affect our results. In both columns, the GLF
over-reporting variable has a significantly positive effect on current
corporate misconduct.

Although not reported for brevity, we also conduct three additional
sets of robustness checks. First, we use the number of “high-yield agri-
cultural satellites” scaled by the province’s land area as an alternative
measure of GLF over-reporting. Second, we adopt two strategies to
ensure that some influential observations in the data do not drive our
results. One is to exclude the top and bottom 1% of the sample distri-
bution of the GLF over-reporting variable from the estimation sample.
The other is to exclude the outliers identified following Welsch and
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Kuh’s (1977) method. Third, to check the robustness of our results to the
positive skewness of the over-reporting measure, we apply the Box-Cox
power transformation (Box and Cox, 1964) to the GLF over-reporting
variable and re-estimate the baseline regression using the
zero-skewness measure. The first four columns of the Table C2 in the
Online Appendix report the detailed estimation results for these addi-
tional robustness checks.

4.3. Ruling out competing hypotheses

4.3.1. The “mistreatment” hypothesis

A potential competing hypothesis for our main findings is that the
experience of living through natural versus man-made calamities caused
people to disregard honesty and integrity, leading to the positive asso-
ciation between GLF over-reporting and corporate financial misconduct
today. For example, as studies on the GLF document (e.g., Ashton et al.,
1984; Kung and Chen, 2011; Meng et al., 2015), a severe consequence of
grain yield over-reporting was widespread famine in China between the
years 1959 and 1961. One may argue that the positive correlation be-
tween GLF over-reporting and current corporate misconduct we docu-
ment may reflect people’s behavioral response to their perception of
mistreatment by the state, instead of the bad examples of political
leaders we emphasized in our hypothesis.

To rule out the “mistreatment” hypothesis, we collect a variety of
mistreatment events in Chinese history and examine how past
mistreatment in a chairperson’s province of origin affects current
corporate financial misconduct. Specifically, we consider five proxies for
past mistreatment at the province-of-origin level. The first one is local
extreme weather conditions in history. We construct an extreme weather
indicator using historical information on extreme climate conditions by
region.'?As adverse climate conditions can potentially affect people’s
behavior and morality (e.g., Giuliano and Nunn, 2021), we include this
province-of-origin level extreme weather indicator to control for con-
founding effects associated with the “mistreatment-by-nature” channel.
The remaining four are used as proxies for the mistreatment by the state,
including the logarithm number of revolts in the Qing dynasty, the
logarithm number of persons convicted as the “four bad types” (i.e.,
former landlords, formerly rich peasants, counterrevolutionaries, and
“bad elements” who had been found guilty of political or social in-
fractions) over 1950-1984, the severity of the Great Famine measured
by the excess mortality rate between 1958 and 1966, and the logarithm
of casualties of violent conflicts during the Cultural Revolution.*

12 We construct the extreme weather indicator using the regional dryness
versus wetness index over 1470-1979 Zhongguo Jinwubainian Hanlao Fenbu Tuji
(Yearly Charts of Droughts/Floods in China for the Last 500-Year Period), compiled
by the State Meteorological Society in 1981. The dryness verus wetness index
takes on the value of —2 for extremely wet climate conditions; —1 for wet; O for
normal; 1 for dry; and 2 for extremely dry. We take the absolute value of this
dryness versus wetness index and use its average to proxy for a province’s
proneness to climate disasters.

13 Data on the number of revolts in the Qing dynasty have been collected from
the Qing Shi Lu (Veritable Records of Successive Reigns of the Qing Dynasty). Data
on the number of the “four bad types” over 1950-1984 have been collected
from various issues of county and city annals published since the establishment
of the People’s Republic of China in 1949. Following the literature (e.g., Ashton
et al., 1984; Kung and Chen, 2011), we compute the excess mortality rate as the
difference between observed death rates and what would have occurred
following the linear trend up to 1957. The relevant data used in computing the
excess mortality rate have been hand-collected from Nongye Jingji Ziliao,
1949-1983 (Materials on the Agricultural Economy, 1949-1983), compiled by
the Planning Office of the Ministry of Agriculture, Livestock, and Fisheries. The
death toll from violent conflicts during the Cultural Revolution has been
collected from the China Political Events Data Set, 1966-1971, compiled by
Andrew  G. Walder (https://stanford.app.box.com/s/1p228gewy2pjd
3817ksq9kd4d6cz3jy8).
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We report the estimated effects of past mistreatment on corporate
misconduct today in Table 3. The first five columns report the estimated
effects of each historical mistreatment event in a chairperson’s province
of origin on current financial misconduct. We find that the estimated
coefficients for the mistreatment events are generally insignificant.
While the estimated coefficient for the extreme weather indicator is
statistically significant at the 10% level, it is negative, contradicting the
“mistreatment” hypothesis. Furthermore, when we include the five
mistreatment variables and the GLF over-reporting variable in column
(6), only the estimated coefficient for the GLF over-reporting variable is
positive and statistically significant, while those on the mistreatment
proxies are all statistically insignificant. These results reinforce that the
“mistreatment” hypothesis is less likely to be responsible for the positive
relation between GLF over-reporting and the current financial miscon-
duct we document.

4.3.2. The preexisting fraud culture hypothesis

To rule out the hypothesis that some preexisting local cultural
characteristics may explain our results, we conduct a falsification test by
checking whether GLF yield over-reporting is related to people’s be-
haviors before the CPC came into power in 1949. We resort to two sets of
hand-collected provincial data on pre-1949 behaviors related to
dishonesty.

One set is the cross-sectional data on fraud-related criminal offences
over the period 1945-1947.'% In column (1) of Table 4, we examine the
relationship between GLF over-reporting and the share of fraud-related
crimes over the period 1945-1947. In columns (2) to (4), we further
decompose the fraud-related crimes into three subcategories, including
(a) accounting fraud, (b) counterfeiting and forgery, and (c) fraudulent,
breach of trust, taking, and usury. We find that the estimated correla-
tions between GLF over-reporting and pre-1949 fraud-related crimes are
statistically insignificant. Next, in columns (5) to (7), we also check the
association between the GLF over-reporting variable and the share of the
population involved in fraud-related crimes in 1947.'° Again, the esti-
mated coefficients for GLF over-reporting are statistically insignificant
and negative.

The other set is the historical data from the Qing post-designation
system. For each province, we compute the proportion of counties
classified as “Nan” (difficult) by the Qing post-designation system. Ac-
cording to the Qing post-designation system, people in “Nan” counties
were typically viewed as cunning, untrustworthy, and crime-prone (Liu,
1993; Hu, 201 9).1© We use this ratio as a proxy for the local culture of
fraud in the Qing dynasty and examine its relationship with GLF
over-reporting. The estimate in the last column of Table 4 suggests no
significant association between the share of “Nan” counties in the Qing
dynasty and GLF yield over-reporting.

Taken together, our evidence from the above falsification tests makes
us more confident that our results on the effect of GLF over-reporting on
corporate financial misconduct today are unlikely to be driven by a local
culture of fraud preexisting before the GLF.

14 Fraud-related criminal offenses have been obtained from statistical yearbook,
of China

s for the Republic

15 Since the number of persons who committed accounting fraud in 1947 is not
available, we cannot assess the relationship between the over-reporting vari-
able and the population share of accounting fraud criminals in Table 4.

16 According to the post-designation system in the Qing dynasty, prefectures
and counties were labeled by one or several of four tags: Chong (places of
importance in transportation or communication), Fan (places with numerous
and complicated official businesses), Pi (places with difficulties in collecting
taxes), and Nan (places whose inhabitants are cunning, untrustworthy, and
crime-prone). See Liu (1993) and Hu (2019) for more details on the
post-designation system.
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Table 3
Effects of historical mistreatment events.
Dependent variable: Primary measure of misconduct
Extreme weather Historical revolts Four bad types Great famine Cultural revolution Include all controls
(€8] 2) 3) @ 5) (6)
Over-report 0.159%**
(0.040)
Extreme weather —0.230* -0.219
(0.138) (0.193)
Historical revolts 0.418 0.469
(0.391) (0.528)
Four bad types 0.002 —0.062
(0.018) (0.042)
Famine —0.007 0.002
(0.005) (0.011)
Cultural revolution —0.002 0.058
(0.012) (0.041)
N 9129 8284 8964 9129 9129 8185
R? 0.499 0.509 0.504 0.499 0.499 0.516
Baseline controls Y Y Y Y Y Y
Firm FE Y Y Y Y Y Y
FirmProv x Year FE Y Y Y Y Y Y
Industry x Year FE Y Y Y Y Y Y

Notes: This table examines the effects of historical mistreatment events in the chairperson’s province of origin on current corporate misconduct. The dependent variable
is the primary misconduct indicator. Over-report represents the degree of GLF yield over-reporting in a chairperson’s province of origin. Column (1) uses the extreme
weather index as a measure of mistreatment by nature. Columns (2) to (5) measure mistreatment by the state using revolt frequency in history, the logarithm share of
population classified as “Four Bad Types,” famine severity, and the logarithm of the number of fatalities per million during the Cultural Revolution, respectively.
Column (6) includes the GFL over-reporting variable, while controlling for past mistreatment events. All regressions include a constant term; individual-, firm-, and
province-level controls; and firm, firm-province x year, and industry x year fixed effects. Individual-level controls are chairpersons’ age, gender, and education. Firm-
level controls are firm age, size, ROA, leverage, profit margin, Tobin’s g, board size, independent director share, and a state ownership dummy. Province-of-origin
controls are mess hall participation, the logarithm of the rightist share, pre-GLF farmland per capita, and pre-GLF agricultural output share. Robust standard errors
clustered at the province-of-origin-year level are reported in parentheses. *p < 0.1; **p < 0.05; ***p < 0.01.

Table 4
Effects on historical dishonest behavior.
Dependent variable: Percentage of total criminal offences (1945-1947) Criminals per 10,000 population (1947) Share of “Nan” counties (Qing Dynasty)
Total Cheating Acct. Fraud Forgery FBTTU Total Cheaters Forgery FBTTU
@ (2 [©)] 4 5) ©)] @] (€]
Over-report 0.121 —0.471 —0.093 0.685 —0.026 —0.015 —0.011 —0.024
(1.026) (0.747) (0.293) (0.611) (0.018) (0.011) (0.010) (0.030)
N 22 22 22 22 22 22 22 21
R? 0.473 0.448 0.198 0.341 0.566 0.459 0.634 0.318
Controls Y Y Y Y Y Y Y Y

Notes: This table examines the effects of GLF over-reporting on historical dishonest behaviors in a cross section of provinces in China. Over-report represents the degree
of GLF yield over-reporting in each province. The dependent variables in columns (1) to (4) are the share of all cheating offences, the share of accounting fraud (Acct.
fraud), the share of counterfeiting and forgery (Forgery), and the share of fraudulent, breach of trust, taking, and usury (FBTTU) among all criminal offences between
September 1945 and October 1947, respectively. The dependent variables in columns (5) to (7) are the share of population that committed cheating crimes, the share of
population committed counterfeiting and forgery (Forgery), and the share of population committed fraudulent, breach of trust, taking, and usury (FBTTU) in 1947,
respectively. The dependent variable in column (8) is the share of counties that were classified as “Nan” within each province in Qing Dynasty. All regressions include a
constant term, province-level controls, and regional dummies. Province-level controls are the extreme weather indicator, the logarithm of historical land tax per
person, the logarithm of historical population density, and the logarithm of share of presented scholars in local population. Robust standard errors are reported in
parentheses. *p < 0.1; **p < 0.05; ***p < 0.01.

4.4. Instrumental variable regressions nowadays through channels other than social norm changes induced by
GLF over-reporting, we conduct a set of exclusion restriction tests in the

Before the IV estimation, we first test for the validity of our IVs in remaining columns of Table 5. First, we check whether the three IVs are
Table 5. Column (1) performs the relevance test by regressing the yield correlated with local economic development today by regressing the
over-reporting variable on the three IVs, provincial FPSs’ party rank, logarithm of the real GDP per capita, real GDP growth rate, and a high
rank change, the Long March indicator, and a set of province-level population density dummy on the three IVs and the set of province-level
characteristic controls. We find that the estimated coefficients for all controls. The estimated coefficients in columns (2) to (4) suggest no
three IVs are statistically significant with the expected signs. Yield over- significant association between the current local economic conditions
reporting was more aggressive in provinces where the GLF provincial and the three IVs. Second, we regress the province-level legal enforce-
FPSs had a lower party rank, got a faster promotion on the eve of the GLF ment index on the three IVs in column (5). We find no significant cor-
movement, or did not participate in the Long March. These results thus relation between GLF over-reporting and today’s local legal
confirm that our three IVs are indeed relevant. environment. Last, we also check the association between the three IVs
To ensure that the three IVs do not affect corporate misconduct and the local educational attainment in the present day in column (6).
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Table 5
IV validity tests.

Journal of Development Economics 157 (2022) 102888

Dependent variable: Relevance Exclusion restrictions

Over-report Real GDP per capita Real GDP growth High popdensity Legal environment College enrollment
@™ 2) ®3) (€] ®) (6)
Party rank —1.597%* —-0.123 —0.000 —-0.215 —-0.113 —3.628
(0.691) (0.161) (0.001) (0.218) (0.573) (3.154)
Rank change 1.901%** 0.175 0.001 0.174 0.953 4.328
(0.708) (0.173) (0.001) (0.188) (0.639) (3.280)
Long march —0.683** 0.104 —0.000 0.054 0.221 -1.741
(0.310) (0.155) (0.001) (0.099) (0.459) (1.048)
N 375 375 375 375 350 375
R? 0.580 0.550 0.484 0.761 0.463 0.716
Controls Y Y Y Y Y Y
Year FE N Y Y Y Y Y

Notes: This table tests the validity of instrumental variables (IVs) using a panel of provinces over 2002-2016. Over-report represents the degree of GLF yield over-
reporting in each province. Column (1) examines the relevance of the IVs to the over-reporting variable. Columns (2) to (6) conduct a set of exclusion restriction
tests, while controlling for the year fixed effects. All regressions include a constant term and province-level controls. Province-level controls are mess hall participation,
the logarithm of the rightist share, pre-GLF farmland per capita, pre-GLF agricultural output share, and pre-GLF population density. Robust standard errors clustered at
the province level are reported in parentheses. *p < 0.1; **p < 0.05; ***p < 0.01.

None of the estimated coefficients for the three IVs is statistically sig-
nificant in the educational attainment regression. We admittedly cannot
rule out all possible channels. However, we think that the evidence from
the above exclusion tests and the relevance test make a plausible case
that the three career incentive variables for the GLF era provincial FPSs
are reasonable IVs for our study.

We now proceed to estimate the IV regressions and report the esti-
mation results in Table 6. In column (1), we estimate the two-stage least
squares (2SLS) regression for the baseline specification, instrumenting
the GLF over-reporting variable with the three IVs. In the second-stage
regression, the estimated coefficient for the GLF over-reporting vari-
able remains positive and statistically significant at the 5% level. This
result thus confirms that more aggressive yield over-reporting in a
chairperson’s province of origin during the GLF period significantly
increases the likelihood of financial misconduct by his or her firm in the
present day.

As far as the three IVs are concerned, their coefficients are statisti-
cally significant at the 1% level, with the expected signs, in the first-
stage regression. Furthermore, the Kleibergen-Paap test statistics and
Hansen’s J-statistics reported in the bottom panel of Table 6 indicate
that the three IVs are not weak instruments and the over-identification
restrictions are valid.

In the next two columns of Table 6, we include additional controls for
the firm- and province-of-origin-level characteristics. The inclusion of
these additional controls does not affect our IV regression results. We
continue to find a positive and statistically significant effect of GLF over-
reporting on the current financial misconduct in the second-stage
regression. Besides, we also estimate the IV regressions for the
narrowly defined and broadly defined corporate misconduct, respec-
tively, and report the results in Table C2 in the Online Appendix. The
results from these two alternative misconduct measures are similar.

In addition, we also explore potential heterogeneities in the effect of
the GLF yield over-reporting on today’s corporate misconduct. The last
three columns of Table C2 in the Online Appendix report the estimation
results from this exercise. We find that the promotion of over-reporting
officials afterward significantly amplifies the effect of GLF over-
reporting on corporate financial misconduct today. In contrast, the
more robust external monitoring faced by firms today, proxied for by
either a firm’s proximity to the nearest CSRC office or the logarithm of
the number of financial analysts covering the firm each year, signifi-
cantly alleviates the adverse effect of GLF over-reporting on current
corporate misconduct.
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5. Additional evidence on other dishonest behaviors

Our results so far speak to corporate financial misconduct. In this
section, we further extend our analysis and investigate whether the
impact of GLF over-reporting can be generalized to other types of
dishonesty in the present day. To this end, we conduct two additional
sets of exercises: one is to assess the effects of GLF over-reporting on
other aspects of corporate misconduct, and the other is to investigate the
widespread effects of GLF over-reporting on behaviors other than
corporate frauds nowadays.

5.1. Other aspects of corporate misconduct

In this subsection, we provide evidence of the effects of GLF over-
reporting at a chairperson’s province of origin on five aspects of
corporate misconduct, including violation intensity, earnings manage-
ment, tax evasion, tunneling, and informational transparency.

First, we look at the number of violations in a firm each year and
check whether GLF over-reporting also affects the firm’s violation in-
tensity. Column (1) of Table 7 estimates the baseline regression for the
number of violations using an ordinary least squares (OLS) regression.
Column (2) estimates the IV regression for the number of violations. In
both regressions, the estimated coefficients for the over-reporting vari-
able are positive and significant at the 5% level, indicating that firms
indulge in corporate misconduct behaviors more frequently when their
chairpersons are from provinces with more aggressive yield over-
reporting during the GLF.

Second, we assess the effect of GLF over-reporting on firms’ earnings
management nowadays. Although earnings management is not viewed
as illegal in general, it involves the manipulation of financial reports to
mislead investors about firm performance. We follow Kothari et al.
(2005) to compute discretionary accruals at the firm-year level and use
it as a proxy for the degree of earnings management. We then regress the
discretionary accruals on the GLF over-reporting variable and the set of
baseline controls and fixed effects. Columns (3) and (4) of Table 7 pre-
sent the estimation results from the OLS and IV regressions for the
earnings management, respectively. In both regressions, we again find a
positive and statistically significant coefficient for the over-reporting
variable. These results indicate that firms are more likely to engage in
earnings management when their chairperson’s province of origin wit-
nessed more radical over-reporting during the GLF.

Third, we investigate whether tax evasions are more prevalent in
firms whose chairpersons are from provinces with more aggressive yield
over-reporting in the GLF era. Following Manzon and Plesko (2002), we
compute the difference between the book and taxable income scaled by
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Table 6
IV regression results.

Dependent Primary measure of misconduct
variable: Baseline Additional firm- Additional province-of-
specification level controls origin-level controls
@ (2) (34)
Second-stage:
Over-report 0.066** 0.064* 0.089**
(0.031) (0.036) (0.040)
First-stage:
Party rank —2.416%** —2.619%** —2.230%**
(0.247) (0.294) (0.168)
Rank change 2.699%** 2.792%%* 2.492%**
(0.245) (0.287) (0.154)
Long march —0.398*** —0.484*** —0.532%**
(0.096) (0.109) (0.084)
N 9129 7199 9063
Kleibergen- 52.70%* 45.16** 185.3**
Paap F-stat
Hansen J-stat 1.892 0.408 0.264
Baseline Y Y Y
controls
Firm FE Y Y Y
FirmProv x Y Y Y
Year FE
Industry x Year Y Y Y
FE

Notes: This table reports estimation results from IV regressions. Over-report
represents the degree of GLF yield over-reporting in the chairperson’s province
of origin. Column (1) estimates the baseline model specification. Column (2)
controls for additional firm-level characteristics, including sales growth, tax
burden, asset tangibility, a duality dummy, a cross-listing dummy, a foreign
auditor dummy, the logarithm of stock turnover, the logarithm of the number of
analysts covering a firm, the logarithm of stock return volatility, and the loga-
rithm of institutional ownership share. Column (3) controls for additional
chairperson province-of-origin-level characteristics, including the logarithm
number of Jinshi, the logarithm of land tax per person, excess grain procurement
ratio during the GLF, current legal environment strength, and current college
enrollment. The Kleibergen-Paap F-statistics are used to test for weak in-
struments. Hansen’s J-statistics are used to test whether the overidentification
restrictions are valid. All regressions include a constant term; individual-level,
firm-level, and province-level controls; and firm, firm-province x year, and in-
dustry x year fixed effects. Individual-level controls are chairpersons’ age,
gender, and education. Firm-level controls are firm age, size, ROA, leverage,
profit margin, Tobin’s q, board size, independent director share, and a state
ownership dummy. Province-of-origin controls are mess hall participation, the
logarithm of the rightist share, pre-GLF farmland per capita, and pre-GLF agri-
cultural output share. Robust standard errors clustered at the province-of-origin-
year level are reported in parentheses. *p < 0.1; **p < 0.05; ***p < 0.01.

the book income for each firm-year and use it to measure tax evasion.
Columns (5) and (6) estimate the effect of GLF over-reporting in a
chairperson’s province of origin on tax evasion by firms using the OLS
and 2SLS, respectively. The positive and significant coefficient for the
GLF over-reporting variable confirms that firms presided over by
chairpersons from provinces with greater yield over-reporting in the GLF
era are more likely to evade taxes.

Fourth, we examine the impact of GLF over-reporting on tunneling
nowadays. As well documented in the finance literature (e.g., Johnson
et al., 2000; Djankov et al., 2008), tunneling is an unethical and illegal
business practice where controlling shareholders divert assets from their
companies to other entities for their benefits. If GLF over-reporting
causes a change in individual moral values on honesty, we would also
expect more tunneling in firms whose chairpersons are from provinces
more exposed to GLF yield over-reporting. To test this idea, we follow
the literature (e.g., Jiang et al., 2010) to measure tunneling as other
receivables scaled by total assets, and we regress the tunneling measure
on the over-reporting variable and the set of controls and fixed effects in
the baseline specification. Columns (7) and (8) of Table 7 report the
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results from the OLS and IV regressions, respectively. Consistent with
our expectations, the impact of GLF over-reporting on tunneling activ-
ities is significantly positive.

Finally, we also look at the effect of GLF over-reporting on firms’
information transparency. Presumably, if yield over-reporting during
the GLF increases people’s tendency to cheat, we would expect less in-
formation transparency by firms presided over by chairpersons from
provinces with a higher yield over-reporting in the GLF era. Following
the corporate finance literature (e.g., Chen et al., 2001; Piotroski et al.,
2015), we compute the negative coefficient of skewness in stock returns
and use it to measure of informational transparency for each firm in our
sample. A larger value of the negative coefficient of skewness represents
a higher degree of suppression of negative information on the firm and
hence a low level of information transparency. As shown in the last two
columns of Table 7, both OLS and IV estimates indicate that
over-reporting the grain yield more aggressively in the GLF era is
associated with significantly lower information transparency in firms
nowadays.

Overall, the above evidence on various aspects of corporate
misconduct further confirms that GLF over-reporting by local officials
leads to increased dishonesty or unethical acts at the corporate level in
the present day.

5.2. Other present-day behaviors

To further support our hypothesis that GLF over-reporting leads to a
change in people’s moral values on honesty, in this subsection, we
provide evidence on a wide range of current behaviors beyond corporate
frauds.

First, we examine whether people from provinces with more
aggressive yield over-reporting during the GLF period tend to value less
on honesty and integrity nowadays. We use the data from the two latest
waves of the World Values Survey (WVS) for China conducted by the
Research Center for Contemporary China (RCCC) at Peking University in
2007 and 2013. In both waves, respondents were asked to indicate their
thoughts on each of the two actions: (a) avoiding a fare on public
transportation and (b) cheating on taxes when having a chance can be
justified (10), never be justified (1), or something in between.

We pool the data from these two waves of WVS-China and merge
them with our province-level data on GLF over-reporting and other
related controls based on the residence of survey respondents. Since
people’s attitudes toward fare evasion and tax evasion are coded as
ordinal variables, we first estimate the ordered probit regressions and
then IV regressions.'” We present the estimation results from this ex-
ercise in the first four columns of Table 8. In all cases, we find the co-
efficient for the GLF over-reporting variable to be positive and
statistically significant. People in provinces that witnessed severer yield
over-reporting during the GLF period are more likely to view fare and
tax evasion as acceptable today.

Second, we investigate whether provinces exposed to the GLF yield
over-reporting shock historically are associated with a greater degree of
GDP data manipulation today. Here we use the discrepancy between the
official GDP data and the adjusted GDP data as a proxy for the extent of
provincial GDP manipulation. Following the statistical approach
developed in Chen et al. (2019), we adjust the province-level GDP data
based on the statistical relationship between GDP and a rich set of
relatively more reliable economic indicators, including satellite night
lights, national tax revenue, exports, imports, electricity consumption,
railway cargo volume, and new bank loans. In columns (5) and (6) of
Table 8, we estimate the OLS and IV regressions for the provincial GDP
manipulation, respectively. The estimated coefficients for the GLF

17" Given that the dependent variables here are ordinal, we also estimate the IV
regression in the conditional mixed-process (CMP) framework for each
dishonest behavior that was asked, and we obtain similar results.
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Table 7
Other aspects of corporate misbehavior.
Dependent variable: Number of violations Earnings management Tax evasion Tunneling Negative skewness
OLS v OLS v OLS v OLS v OLS v
(€D (2) 3) (C)] %) (6) 7) (8) [C)] 10
Over-report 0.163** 0.324%* 0.030%** 0.037* 0.053* 0.089* 0.005%** 0.014%** 0.104%** 0.131*
(0.080) (0.157) (0.010) (0.021) (0.031) (0.054) (0.002) (0.003) (0.027) (0.067)
N 9129 9129 8156 8156 9060 9060 9128 9128 8764 8764
R? 0.507 0.007 0.376 0.014 0.397 0.003 0.678 0.029 0.477 0.005
Baseline controls Y Y Y Y Y Y Y Y Y Y
Firm FE Y Y Y Y Y Y Y Y Y Y
FirmProv x Year FE Y Y Y Y Y Y Y Y Y Y
Industry x Year FE Y Y Y Y Y Y Y Y Y Y

Notes: This table reports the estimated effects on other aspects of corporate misconduct, including the logarithm of the number of violations, earnings management, tax
evasion, tunneling, and negative skewness of stock returns. Over-report represents the degree of GLF yield over-reporting in the chairperson’s province of origin. All
regressions include a constant term; individual-level, firm-level, and province-level controls; and firm, firm-province x year, and industry x year fixed effects.
Individual-level controls are chairpersons’ age, gender, and education. Firm-level controls are firm age, size, ROA, leverage, profit margin, Tobin’s q, board size,
independent director share, and a state ownership dummy. Province-of-origin controls are mess hall participation, the logarithm of the rightist share, pre-GLF farmland
per capita, and pre-GLF agricultural output share. Robust standard errors clustered at the province-of-origin-year level are reported in parentheses. *p < 0.1; **p <
0.05; ***p < 0.01.

Table 8
Effects on current dishonest behavior.
Dependent variable: A. Avoiding a fare B. Cheating on Taxes C. GDP misreporting D. Corruption cases
Ordered probit v Ordered probit v OLS A% OLS I\
@ 2 [©)] 4 5) 6) @) ®
Over-report 0.154%** 0.150** 0.092** 0.191%** 0.250%*** 0.410%** 0.067* 0.083*
(0.042) (0.062) (0.040) (0.067) (0.038) (0.142) (0.037) (0.046)
N 2758 2758 2648 2648 144 144 360 360
Individual controls Y Y Y Y - - - -
Province controls Y Y Y Y Y Y Y Y
Year FE Y Y Y Y Y Y Y Y

Notes: This table examines present-day dishonesty. The first four columns use the individual-level WVS data for China in years 2007 and 2013, and the last four columns
use province-of-origin-level data. In panels A and B, Over-report represents the degree of GLF yield over-reporting in provinces where survey respondents reside. In
panels C and D, Over-report represents the degree of GLF yield over-reporting in each province. The dependent variables in columns (1) and (2) are the ordinal variable
from 1 to 10, with a higher value indicating that avoiding a fare on a public transportation is more justifiable. The dependent variables in columns (3) and (4) equal an
ordinal variable from 1 to 10, with a higher value indicating that cheating on taxes if possible is more justifiable. The dependent variables in columns (4) and (5) are the
logarithm difference between the officially published provincial GDP and the predicted GDP following Chen et al. (2019) over the period 2008-2013. The dependent
variable in columns (7) and (8) is the logarithm of the number of corruption cases scaled by the total number of public servants. All columns include a constant term,
province controls, and year fixed effect. Province-level controls are mess hall dining participation, the logarithm of the rightist share, pre-GFC farmland per capita,
legal enforcement, and the logarithm of real GDP per capita. Columns (1) to (4) include individual-level controls, such as the survey respondent’s age, their gender,
their education, and their household income. Robust standard errors clustered at the province level are reported in parentheses. *p < 0.1; **p < 0.05; ***p < 0.01.

over-reporting variable are positive and statistically significant in both behaviors today, specifically regarding dishonesty. Thus, these results

cases, which is in line with our hypothesis that yield over-reporting in lend further support to our hypothesis that past lying and cheating by

the past is linked to cheating in the present day. government officials have a long-lasting effect on the local social norms
Last, we also look at the effect of the GLF yield over-reporting on regarding dishonesty, making people more likely to engage in dishonest

contemporary corruption in local governments. If GLF over-reporting and unethical behaviors today.

results in greater tolerance toward dishonesty, we should expect a

greater prevalence of public corruption in provinces with more aggres- 6. Conclusions

sive yield over-reporting in the GLF era. To test this idea, and to measure

the severity of corruption for each province, we use the number of public Past government wrongdoings by local political leaders can have

corruption cases per million civil servants.'® The last two columns of long-term consequences on people’s behaviors today, specifically

Table 8 report the OLS and IV estimates for the logarithm corruption regarding dishonesty. We test this hypothesis by investigating the

cases. We find that GLF over-reporting has a positive and statistically ~ impact of yield over-reporting by local government officials during the

significant effect on local public corruption today. GLF period in China on people’s behavior in regard to cheating today.
In sum, our evidence on people’s attitude toward fare or tax evasion, Specifically, we focus on the corporate financial misconduct in the

local GDP data manipulation, and local public corruption confirms the Chinese listed firms nowadays and examine the long-term causal effect

positive association between GLF over-reporting on various individual of the GLF yield over-reporting by employing various identification

strategies. First, we rely on the “moving” chairpersons, whose province
of origin differs from their firm locality, to isolate the effect of the

18 province-level data on the number of public corruption cases have been inherited internal component of social norms from that of the external

collected from Zhongguo Jiancha Nianjian (Procuratorial Yearbook of China). environment faced by firms. Second, we include a rich set of individual-,
Province-level data on the number of civil servants come from the National firm-, and province-of-origin-level characteristics as control variables in
Bureau of Statistics of China. the baseline specification to partial out potential confounding effects.
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Third, we include the firm fixed effects in the regression to control for
the potential endogeneity bias associated with firms’ selection of
chairpersons. Fourth, we carry out a battery of tests to rule out two
alternative hypotheses: the mistreatment effect hypothesis and the
preexisting local culture of fraud hypothesis. Last, we employ an IV
approach by instrumenting GLF over-reporting with the career in-
centives of the provincial FPSs in the GLF era. Overall, we find robust
evidence that when chairpersons are from provinces exposed to more
severe yield over-reporting in the GLF era, their firms are more likely to
commit corporate financial misconduct today.

To shed more light on how GLF over-reporting then generally affects
people’s dishonesty in the present day, we extend our analysis to other
aspects of corporate misconduct, such as violation intensity, earnings
management, tax evasion, tunneling, and information transparency, as
well as a wide range of behaviors, including fare evasion or tax evasion,
local GDP manipulation, and public corruption. The evidence from these
extensions further supports our hypothesis that GLF over-reporting by
local political leaders has shifted social norms toward tolerating
dishonesty, a persistent effect making people more prone to cheating
today.

Our study contributes to the burgeoning literature on leadership-
driven changes to social norms. We provide evidence for the causal ef-
fect of local leaders’ previous cheating on people’s dishonesty today.
Our results also complement the broad literature on how historical
shocks create long-term effects. Finally, we also provide a new
perspective on the role of social norm changes in shaping people’s
behaviors.
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