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Abstract

This paper examines the extreme value dependence between stock return and market
return after the introduction of margin trading and short selling in China. In theory, the
introduction of margin trading and short selling may either increase the extreme value
dependence by allowing for increased leverage, or decrease such dependence and help
stabilize stock prices by improving the price discovery mechanism. This paper use the
symmetrized Joe-Clayton Copula as a measure of extreme value dependence and examine the
performance of the Chinese stock market over the period of 2005 and 2015. Using a
difference-in-difference (DID) estimator, this paper find that the introduction of margin
trading and short selling has the effect of decreasing the lower tail dependence while
increasing the upper tail dependence between stock return and market return. Further analysis
using fixed effect regression reveals the different and asymmetric effects of margin trading
and short selling: short selling results in reduced lower tail dependence, while margin trading
has no significant effect on the lower tail. On the other hand, while short selling also lowers
the upper-tail dependence, margin trading increases it. The net effect on the upper tail is
positive due to margin trading being much more active than short selling in the period after
their introduction in China. This paper therefore finds a beneficial role for short selling in

stabilizing the stock market.
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