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Abstract

We examine the informational role of leveraged trading. Using a unique Chinese
sample of stock-level margin buying and short selling over the period from July 2010
to June 2015, we document that short selling predicts cross-sectional stock returns
while margin buying has no cross-sectional prediction power . The time-series return
prediction of margin buying is mechanically driven by the future increase in margin
buying, which is not sustainable during the June 2015 Chinese stock market crash.
Further evidence shows that margin buying activities are more likely to co-move across
stocks, the intensity of margin buying is positively associated with contemporaneous
investor sentiment, and the return predictability of margin buying is stronger during
high-sentiment periods. Overall, the findings suggest that leverage is not a sufficient
condition for informed trading.
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