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Internal Control Investor Sentiment and Stock Market Responses to Earnings News

Zhang Chuancai Chen Hanwen
Xiamen University Xiamen 361005

Abstract: Using data on Chinese A-share listed companies from 2007 to 2011 we study whether internal control helps to
inhibit the impact of investor sentiment on stock market response to earnings news. We find that for companies with low internal
control quality stock market responses to earnings news are more likely to be influenced by investor sentiment with high
(low) investor sentiment increasing earnings response coefficients of good ( bad) news. However for companies with high in—
ternal control quality the impact of investor sentiment on earnings response coefficients is in the opposite direction with high
(low) investor sentiment decreasing earnings response coefficients of good ( bad) news. These results show that high internal
control quality not only can inhibit the improvement effect of investor sentiment on earnings response coefficients but also has
a safe harbor effect. In addition we find that the above phenomenon is more evident for small companies and non-state owned
companies. In contrast earnings response coefficients are not influenced by investor sentiment in either large companies or state
owned companies.

Key words: internal control quality; investor sentiment; earnings response coefficient; safe harbor effect
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