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Abstract 1

Abstract

The new issue pricing in China’s stock market has been the em-
phasis of the theoretical research and the reform of China's security
market. And new issue pricing is also the centralized embodiment of
the non-equilibrium between the primary market and the secondary
market. For years, however, the relative research findings have
been staying on the either policy designing or empirical verification.
The researches unifying theory and practice are to a great extent rare.
Related research mainly tests the adaption of western mature theory
with China’s security market data. In one word, there is still no re-
search unifying theory and practice subject to specific characteristics of
China's security market.

The overseas empirical studies manifest that western mature se-
curity market has the dual characteristics, namely, the short-term
stock new issue underpricing and the stock issue overpricing in the
long-term. In China, the underpricing degree of Initial Public Offer-
ings (IPO) is significantly higher than that of western security mar-
ket. On the other hand, as for long-term return of new issue, there
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are different conclusions. Presently, all explanations for the short-
term and long-term pricing performance of China's new issue rely up-
on western traditional theory hypothesis, which, so far, cannot
make convincing explanations based on the specific institutional back-
ground of China’s security market. Thus, those available explana-
tions are relatively scattered and even those explanations also cannot
make an agreement.

‘The purpose of the article is designed as follows: On the basis of
checking on the computing methods of Initial Return of new issue,
the author verifies the degree of new issue short-time underpricing
phenomena as well as the insignificance of long-term overpricing phe-
nomena with large scale sample, and tries to make an agreeable expla-
nation by the special product — shell resource, which stems from ad-
ministrative regulation on China’s security stock. As a result, the au-
thor provides a theory basis of new issue pricing in China's security
market. Simultaneously, the article, by researching into the justifi-
cations for governmental intervention, educes the constraint condi-
tions for the success of market — oriented pricing reform, and thereby
provides some suggestions for market — oriented pricing mechanism.

The basic clue of the article is as follows: Firstly reviewing the
available literatures and pointing out that the present researches main-
ly lack of the reasonable explanations subject to China’s system back-
ground; Secondly demonstrating that the existence of shell resource is
an important characteristic in China’s security market, and defining
the concept of shell resource, and putting forward that proxies for
shell resource consist of the scale of issue, honeymoon period®, list-

@ Honey Moon refers to the period between new issue and listing.



Abstract 3

ing vears, industry, and rate of lottery, and so on. We also demon-
strate with multiple regression that the shell resource can better clarify
the Initial Return {IR) while neither profit ratio nor capital structure
can; Thirdly, demonstrating that proxies for shell resource can ex-
plain new issue long-term pricing performance by the regression verifi-
cation of two— years, three— years as well as five ~ years’ Accumula-
tive Average Return (CAR) respectively combined with proxies for
shell resource; Fourthly illustrating that the reason why the available
pricing models have weak explanation power while ignoring the special
influence of shell resource, and partly justifying governmental inter-
vention on new issue pricing under conditions of information asymme-
try; Finally pointing out that the existence of shell rescurce is the
product of immature security market, and indicating that market —
oriented pricing models should be the result that proxies for shell re-
source equals to zero, and making some suggestions for the establish-
ment of market — oriented pricing mechanism

The article consists of five chapters. Chapter one is the preface of
the article: Firstly putting forward corporate financing hypothesis
which claims that the new stock issue is the beginning of public corpo-
rate financing, and then systematically analyzing corporate financing
decisions on new issue, and simultaneously making an equilibrium
analysis on supply and demand; Meanwhile, systematically introduc-
ing the procedure, mode, and pricing methods of new issue both in
foreign countries and China.

Chapter 2 comprehensively reviews and summarizes fundamental
proofs both in US and China, then reviewing the domestic — and —-
overseas research findings including profit manipulation before 1PO,
short — and — long term performance of IPO’s, and periodicity of
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TPO.

Chapter 3 defines the shell resource as the qualification only
owned by listing companies and divides shell resource into two sorts,
namely, listing shell resource and corporate shell resource. Listing
shell resource and corporate shell resource both have market value.
The companies taking “Through Train” mechanism effectively com-
bine both of them together. Shell resource of the issuers stems from
the restriction and management in security market centered on gov-
ernmental ratification system, quota system, “Through Train” sys-
tem, which results from the governmental interference. It will re-
main for long time in the eourse of economic transformation. Once
permitted to come to primary market through rent — secking, the is-
suers can obtain profitable interests in secondary market. Thereof,
potential issuers will use resource to seek for nonproductive profit,
which is rent — seeking. It won’t grind to a halt unless {ssuing profits
are bigger than rent — seeking costs. Chapter 2 also comments on the
relationship between shell resource and correlative categories, and
makes an in— depth analysis of shell resource from the perspective of
demand and supply respectively, and makes a longitudinal study of
evolution of shell resource value, and finally points out the deficiency
on shell resource research.

Chapter 4 tests integral data of the companies which are listed
before 2000 with regression method. Through theoretical analysis,
the author selects the following factors as proxies for shell resource:
SCARCE (the scarcity variable for the shell resource), GAP (time
intervals between issuing and listing), IPOSIZE (initial public offer-
ing size}, and the rate of lottery, and the like. Conclusions are as
follows: (1) with years passing and the increasing amount of shell re-
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source, scarcity degree is lower and lower. This gives rise to the de-
crease of IR; (2) IPO underpricing has “small capitalization effect”.
Scale is negatively related to IR at the significance level of 1%,
which indicates rise — up to new issue of bigger firm after listing is
lower than that of smaller one. This fact is on the side of hypothesis
that shell resource with different firms’ scale are the same and sheil
resource per unit in smaller {irm is higher; (3) the larger gap is, the
higher the underpricing will be; (4) at the level of 1%, rate of lot-
tery is obviously negative related to IR. It shows that the higher the
rate is, the lower IR will be, vice versa.

Chapter 5 makes a comprehensive study of long-term yield of new
issue. Conclusions are as follows: (1) it is due to the shell resource
that there is no systematic difference between two — or — three years’
accumulated yields and those of security market. The overpricing phe-
nomenon in China’s security market is less significant than that of ma-
ture security market; (2) scale is negatively related to 3 years’ accu-
mulated yields at the significance level of 1%, which indicates that
smaller companies are continuously supported by security market.
This is related to the speculative atmosphere and big dealers’ manipu-
lation; (3) intervals between issuing and listing are positively related
1o 3 years’ accumulated yields at the significance level of 5%, which
indicates that higher IRs can be considered as a compensation to in-
vestors in the primary market for their risk and waiting; (4) long-
term yield of new stock is negatively related to IR, but statistically
insignificant, which indicates that investment bank lacks of the moti-
vation of marketing under conditions of governmental regulation, and
which also shows the difference between investors in primary market
and those in secondary market before implementation of market — val-
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ue contribution.

Chapter 6 analyzes the process of adoption of authorizing system
instead of approval system as well as the value of shell resource. We
draw a conclusion that under the authorizing system, the wvalue of
shell resource still exerts significant influence on the IPO price move-
ment through comparison analysis and regression. The difference be-
tween the approval system and authorizing system is that the new is-
sue price and lottery rate are statistically significantly related to the
initial return under authorizing system. However these variables are
not significant under approval system. This suggests that the market
— oriented reformation begin to work.

Chapter 7 attributes the new stock pricing to the gaming process
among government, issuers, investment bank and investors. It
points out that existing new stock pricing is a kind of mixed equilibri-
um, namely, issue pricing cannot reflect factual profit level of com-
panies. To put it further, under conditions of information asymme-
try, according to Akerlof (1970) s “Lemon Theory”, market will
become ineffective while administrative intervention measures such as
P/E ratio, the control of stock issue scale become necessary. Howev-
er, government— set price is non — Parcto equilibrium and softens the
market — set pricing function. The foundation of credit mechanism is
the key to marketable pricing of new issue. In the last part of chapter
7 the author makes a deep study of the successfully limited conditions
to market pricing.

The innovation of the article is as follows:

(1) For the first time using shell resource to explain long — and -
short term pricing performance of new stock issue, educing the rea-
sonable explanations in accordance with Chinese characteristic system,
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and avoiding the weakness and deficiency of foreign traditional hy-
pothesis in explaining China’s security stock. Meantime, China’s ex-
isting explanations for new stock issue pricing are unsystematic. The
explanations for short — term pricing performance mainly rely upon
Western theory. The explanations for long — term pricing performance
are diverse and hardly come to agree with one another. At the same
time, the explanations for long ~ term pricing performance are incon-
sistent with or in conflict with the explanations for short — term pric-
ing performance. The article uses shell resource hypothesis unifying
short — and - long pricing performances to make common explanations
for inaccuracy of new issue pricing.

(2) Theorists and professionals criticize administrative interven-
tion on China’s 1PQO pricing and suggest cancellation of governmental
intervention on IPO pricing. The article takes the research approaches
of information economics to re — demonstrate that the establishment of
shell resource is the result of “game playing” of multiple parties. Ad-
ministrative intervention on new stock issue pricing is a reasonable
choice by government in order to avoid issuing market’s “Information
Trap”. It ehsures the success of new stock issue, but leads to mixed
equilibrium and the loss of efficiency of resource allocation. Consider-
ing the constraint conditions, market — set pricing can fulfill the dual
aims, namely, separated equilibrium and allocation of resource. Be-
cause of this, the author makes some theoretical policy suggestions,
and explains necessity and rationality of administrative intervention on
new stack issue pricing, and educes the constraint conditions of mar-
ket ~ oriented pricing.

The domestic and overseas researches on new issue pricing use
the following method to calculate IR: IR equals to the percent return
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between the issuing price and the first closing price in the secondary
market. However, the method ignores the influence of honeymoon.
The article uses honeymoon index return to adjust and eliminate the
influence of market index. IR adjusted by index is more reasonable to
reflect return levels of new issues.

(3) The article uses issue scale to clarify shell resource value,
and believes the companies with different scales have the same shell
resource value. The unit shell resource value equals to shell resource
value divided by the issue scale. Consequently, the unit shell resource
value in smaller firm is higher than that in larger one. It is the basic
reason that IR and long — terrn return of smaller firm is higher than
bigger one.

The deficiency and problems of the article that need further re-
search are as follows:

(1) The article puts forward that the influence of shell resource.
Although there is shell resource value in western mature market, it
cannot bring extra income because of fair ingression system. To put it
further, that the influence of shell rescurce equals to zero as the result
of arbitrage. This needs further theoretical research and more compar-
isons between domestic and oversea security markets.

(2) The article accumulates a majority of evidences that shell re-
source influences new issue price performance, but still needs to set
pricing models including shell resource value and make them formal-
ized to provide robust theoretical basis.

(3) From the perspective of empirical study, it demands more
details on the basis of large sample, and controls influencing factors
such as industry, issue scale, market value — to — book value ratios
in order to accurately measure shell resource’s influence on new stock
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issue, and it also needs to check on the degree and ways of influence
of ratification system on the shell resource value.

(4) From the perspective of “game theory”, it still needs to fur-
ther investigate the individual behaviors during the process of new is-

sue pricing.

Keywords: Corporate Financing Cycle, New Issue Underpric-
ing, Long-term Overpricing, Empirical Study, Shell Resource Val-
ue, Game Theory, Information Asymmetry, Administrative Pricing
of New Issue, Market — oriented Pricing
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