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Abstract

As one of the fundamental characteristics of financial asset, liquidi-
ty should not be overlooked in asset pricing. Theoretic and empirical
works show that difference in liquidity among securities leads to differ-
ence in asset prices. Investors require higher return from illiquid asset in
their portfolio, and this part of return above normal return is called lig-
uidity premium.

Liquidity on Chinese stock market takes on an extreme form: there
are two types of shares for one company. Liquid shares ( mainly A
shares) are bought and sold freely on market, but illiquid shares (insti-
tutional shares and state shares) are not. This difference in marketability
creates a dramatic gap between the values of these two types. We define
this value difference as the value of “liquidity power” .

On the other hand, illiquid shareholders control the company at
large; as a result the governance problems caused by controlling stock-
holder combine tightly with the conflicts between liquid shareholders and
illiquid shareholders. This corporate governance structure is specific to
Chinese stock market. The existence of the value of liquidity power under
this dual ownership structure and the fact that illiquid shareholders is
controlling shareholder constitute a general picture of corporate govern-
ance in China. This is the starting point for corporate finance analysis.

In this book, we present a systematic analysis of the value of “lig-
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uidity power” , which we think is one of the key faciors to shareholder
structure reform, and one important determination of considera-
tion. Qualitative and quantitative analysis are presented in this book. In
chapter 4, we recall the history of this dual ownership structure and two
failed attempts to solve this problem. Based on these analyses, the au-
thor put forward the principles of shareholder structure reform. One of
which is that illiquid shareholders should pay for the liquidity power,
and liquid shareholders get compensation for liquidity value dilu-
tion. Empirical analysis on liquidity and volatility in Chapter 5 shows that
liquidity is improved after the reform, but volatility decreases. This indi-
cates that liquidity value dilution results mainly from decline in specula-
ting value and vanishment of liquidity privilege.

The author also develops a SEO (seasoned equity offering) model
based on the dual ownership structure. The result shows that SEO can in-
crease value of il].iquid shares but erode the value of liquid shares be-
cause of the liquidity power imbedded in offering price. Furthermore,
the offering decision may be inefficient from the perspective of society. In
some extreme cases, SEOs would be carried out even when the project
has negative NPV. By providing a new explanation for SEO motives, this
book contributes to the present research on the equity financing prefer-
ence among Chinese public firms.

With samples of SEO announcement and seasoned offerings during
1998 to 2003, we investigate the SEO announcement effects and offering un-
derpricing. This empirical analysis serves as a test for the SEO model based
on liquidity power. We find that the announcements of SEOs are associated
with significant negative stock price reaction. The average price reaction to
SEO announcement during the two days interval of the day before announce-
ment and the announcement day is —2.7% , which indicates investors take
SEO as an important signal of exploiting liquid shareholders’ interests. Time
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series trend shows that investors’ altitude toward SEO change from uncertain
to negative, and then they give negative assessment in their investment de-
cision. This negative reaction from liquid shareholders to SEQ announce-
ment indicates that the stronger the motive to exploit liquid shareholder’s
interests is, the more significant the announcement effects are. Evidence
from B-share market also supports our argument indirectly.

The price difference between liquid and illiquid shares under the du-
al ownership structure results in the SEQ underpricing, which does not
exist in a highly liquid market. The SEO underpricing phenomenon is very
significant in the SEQs of A-shares. The first day return of SEO stocks av-
erages at 13%, which is much higher than that of SEO in
U. S. market. Cross section analysis confirms the existence of the value of
liquidity power, and it also shows our description about SEO based on the
liquidity power is basically correct. We also check the announcement
effect and SEO underpricing effects proposed by researchers overseas,
and result shows that only a few of them are valid in Chinese market. SEO
samples also indicate that SEO boost greatly the net asset per share,
while the latter is an essential proxy for liquid shareholder’s wealth.

This book makes contribution in two ways. First, it proposes a
framework to analyze the value of liquidity power under current dual
ownership structure of Chinese public companies, and put forward the
new concept of liquidity power in Chinese market, based on which the
author analyzes theoretically and empirically on shareholder structure re-
form. Secondly, it offers a new explanation for equity financing prefer-
ence. In domestic research field this is the most thorough analysis of the

SEO announcement effects and SEO underpricing.

Key words: Dual Ownership Structure; Liquidity Power; Owner-
ship Structure Reform; Refinancing
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