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Abstract

Return volatility is found significantly higher for the foreign shares (B shares) than for the domestic
shares (A shares) traded in the Chinese stock markets. To explain this volatility disparity, we
investigate the bid—ask spreads and estimaie the market-making costs {(informed trading and
neninformed frading costs) for each stock Our restlts show that the B-share market in China contains
higher informed tading and other market-making costs than the A-share market When informed
trading and other cost components are accounted for, the volatility disparity between the A and B
shares disappears - Thus, the higher volatility in the B-share market can be atiributed to the highet
market-making costs faced by B-share traders
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1. Introduction

In many emerging stock markets, foreign investors face restrictions on owning domestic
shares It is widely documented that ownership restrictions result in price differentials
among classes of shares Bailey and Japtiani {1994) find that foreign investors genérate
significant piice premiums oves domestic investors, using data from the Stock Exchange of
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