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Industrial Policies and Foreign Capital Inflows: Evidence from
Northbound Funds under the Stock Connect Market
LIU Ruohong' HUANG Jiuli*?
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2.Center for Transnationals’ Studies, Nankai University ;
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Summary: Perfecting the socialist market economy with Chinese characteristics
requires the joint effects of “active government” and “effective market.” The traditional
economic theory holds that the government and the market are mutually substitutable and
have clear boundaries. However, recent theoretical and empirical studies have
demonstrated that there may be a complementary relationship between the government and
the market. From the perspective of northbound funds inflows, this study re—examines this
relationship, highlighting how industrial policies shape the behavioral responses of
international investors.

On the one hand, this study uses the key industrial policies of the central government
as an important tool of “active government.” On the other hand, this study regards the
investment decisions of foreign investors as a mechanism response of “effective market.”
We explore the impact of industrial policies on northbound funds inflows using quarterly
panel data on the Stock Connect market from 2017 to 2023. Industrial policies information
is collected from the central Five—Year Plans, and northbound funds inflows are measured
by foreign shareholdings through the Stock Connect. We construct a difference—in—
differences model to examine the causal effect of industrial policies shocks on northbound
funds inflows. Furthermore, we explore the mechanisms of policy shocks through signaling
transmission, investor sentiment, and stock liquidity channels. In addition, this study
examines the heterogeneity of industrial policies across regions, market environments, and
firm characteristics.

The main results are summarized as follows. On average, central industrial policies
increase the market value and quantity of northbound foreign holdings by approximately
34% and 26%, respectively. Mechanism tests reveal that key industrial policies mainly
attract northbound funds inflows through the channels of transmitting positive market
signals, enhancing investor sentiment, and increasing stock liquidity. Heterogeneity
analysis indicates that industrial policies significantly affect northbound funds inflows in

the eastern provinces, as well as in high marketization and entrepreneurship regions. We
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also suggest that the effects of industrial policies are more pronounced among state—owned ,
more capital—intensive , high financing constraint, and low information asymmetry firms.

This paper contributes to the current literature in three ways. Firstly, our study
reveals the important guiding role of industrial policies in the socialist market economy with
Chinese characteristics. Although existing studies find that industrial policies significantly
affect the resource allocation, there is limited research further exploring how market
mechanisms respond to industrial policies. Based on the perspective of northbound funds
inflows, we provide solid evidence for the interactive relationship between the government
and the market. Secondly, this paper furthers the understanding of the impact of industrial
policies on the capital market. Existing studies mainly find that industrial policies have a
significant impact on corporate behavior, factor allocation, and economic growth.
Nevertheless, there is a lack of attention in the current literature regarding how industrial
policies influence the stock market. We provide new evidence on the potential mechanisms
of industrial policies on the northbound funds flows through the Stock Connect, which
sheds new light on the role of industrial policies in cross—border capital markets. Thirdly,
we add to the literature on the policy effects of stock market liberalization, and provide
valuable insights for further advancing high—level opening—up. The Stock Connect serves as
a critical channel for foreign capital inflows into China’s capital markets. Existing literature
has largely evaluated the policy effects of stock market liberalization from the perspectives
of corporate operating behavior and stock market performance. However, it remains unclear
how policy factors influence northbound funds inflows. Unlike previous studies that
primarily focus on the economic consequences of stock market liberalization, we add to the
extant literature by showing that industrial policies are important policy factors influencing
northbound funds inflows.

This paper provides insights into building a high—level socialist market economic
system, improving the high—level opening—up mechanism, as well as the scientific design
of industrial policy system and further understanding of the relationship between
government and market.

Keywords : Industrial Policies; Foreign Capital Inflows; Northbound Funds; Stock
Connect

JEL Classification: 1L52; F21; G18
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