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Rong Xu'
MARKET STRUCTURE, COMPETITIVE STRATEGY AND THE IPO
GROSS SRPEADS IN CHINA®

The article presents a hot debate on whether the IPO underwriting gross spreads are cluster-
ing and on the factors influencing underwriting pricing. Our analysis finds that the risk factors of
issuing companies have been fully reflected in the current gross spreads, which indicates the high
competitiveness of IPO underwriting market structure in China. We also argue that the going pub-
lic strategy and reputation strategy significantly improve the gross spreads. However, conglomerate
strategy and risk controlling strategy are ineffective in improving gross spreads.
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Konr Kcy
CTPYKTYPA PUHKY, CTPATEI'TA KOHKYPEHTHOI BOPOTHbBH
TA BAJIOBI CITPEJN HA IPO: 3A JAHUMMUW KUTAIO

Y cmammi npedcmasaeno Hayxogy Ouckyciro HagKo40 NUMAaHHA Kaacmepizauii cnpedie Ha
punxy IPO ma wunnuxie, Axi 6nauearontv Ha UiHOymeopeHHs 6 anoeppatimuney. Aémopcokuii anaaiz
GUABUG, WO YUHHUKU PUUKY 0451 KOMNAHI, AKI 6UNYCKalomo axuii, 6i00U6aromovCs Ha NOMoYHUX
eano6ux cnpeoax, uio céiouums npo eucoxy xouxypenuiro na punxy IPO y KHP. Taxoxc dogedeno,
wo cmpamezin euxody Ha punox IPO ma cmpameeis noxkpawienns penymauii no3umueHo
GNAUGAIONTb HA 6A106i CNpeol, Y MO Hac AK CIpamezito KOH2A0MePayii ma cmpameziio KOHMpoo
PU3UKIG He MOJMCHA HA36aMU eheKmueHUMU GIOHOCHO NOKPAWEHHS AKOCMI cnpedis.

Karouosi caosa: ineecmuyitinuii 6anx; 1PO; andeppaiimune; cmpykmypa pulKy; 6an06i cnpeou;
Kumaii.
Dopm. 1. Taba. 4. Jlim. 11.

Konr Kcy
CTPYKTYPA PBIHKA, CTPATEI'1Sl KOHKYPEHTHOMUM BOPbBbI
N BAJIOBBIE CITPEJIbI HA TPO: 110 TJAHHBIM KUTASA

B cmamuve npedcmaeaena nayunas ouckyccus o kaacmepusayuu cnpedos na poiiike IPO u
daxmopax, eausrowux na yenoobpazosanue 6 andeppaimunze. AGmopcKuli aHaau3 noKa3aa, 4o
daxmopot pucka 04s Komnanuil, 6vINYCKAIOWUX AKUUU, OMPANCAIOMCS 8 MEKYUUX BAA06bIX
cnpedax, umo ceudemeavcmeyem o0 6viCoKolu kouxypenuuu na ponke IPO ¢ KHP. Taxxnce
nokasamo, wmo cmpameeus 6vixooa Ha potnox IPO u cmpameeusi noseviuenus penymayuu
HO3UMUBHO GAUAIOM HA 6a406ble CHpedbl, 6 MO 8PeMA KAK CHPAmeuio KOH2AoMepauuu u
cmpamezuro KOHMPOAs PUCKO8 HeAb3s HA36amb 3PPheKmueHsiMu OMHOCUMEAbHO YAYHULEHUS
Katecmea cnpioos.
Karoueesvie caosa: uneecmuuyuonnuiii 6ank; I1PO; andeppaiimune; cmpykmypa pbiHKa, 84108ble
cnpeodvt; Kumail.

1. Introduction

IPO underwriting is the core business line and the most important profit source
for investment banks, especially for Chinese investment banks due to their limited
business scope. On the one hand, IPO of state-owned enterprises was used just as a
partially privatized plan to ensure the equity financing of those state owned firms
(Sun and Tong, 2003). And investment banks, which were state-owned enterprises
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themselves, acted just as agents of government and played no role in certification or
monitoring, which are the essential financial functions of investment banks in most
developed economies. On the other hand, the market-oriented reform has taken
place in China for more than 30 years and made big advancements (Naughton, 2007),
which may change the behavior of PO firms as well as investment banks. Therefore,
we argue in this paper, that the IPO underwriting market has become more and more
competitive and investment banks have carried out different competitive strategies to
compete on underwriting spreads.

Using 610 observations of IPOs in China between 2009 and 2011, we have car-
ried out an empirical examination to answer the following two questions. First, are
the risk factors embedded in the IPO issuing firms fully priced in the gross spreads
charged by IPO underwriters? Second, how effective are different competitive strate-
gies of investment banks in China? Using a set of variables to proxy for the risk of IPO
issuing firms and different competitive strategies, we found supportive evidence for
the relatively efficient IPO market in China and estimated the effects of different
strategies on gross spreads.

Our work has potential contributions in two ways. First, as discussed by Torstila
(2003), patterns of clustering in IPO gross spreads have been observed worldwide.
Chen and Ritter (2000) interpreted the spreads clustering phenomenon as the evi-
dence of tacit collusion, which even sparked the US Department of Justice antitrust
investigation. Other research, such as Hansen (2001), favored a standardized IPO
contracting explanation with the true competition taking place on quality. Therefore,
our research of the underwriting gross spreads determination in China provides new
evidence in this hot academic debate. Secondly, Allen, Qian and Qian (2005) argued
that the Chinese stock market was mainly used to facilitate corporate financing for
state owned enterprises, which were utterly inefficient. Other studies such as Du and
Xu (2009) argued that substantial stock market investment funds were channeled into
potentially productive companies, which was relatively efficient. Therefore, this
paper provides evidence of whether the IPO underwriting market is competitively
efficient, which contributed to the debate of the efficiency of Chinese stock market.
The rest of the paper is organized as follows: we review the related literature and
develop our hypotheses in Section 2; Sections 3 and 4 provide our dataset, variable
definitions and empirical results. The conclusion is presented in Section 5.

2. Literature review and research hypotheses

There is a hot debate on the underwriting market structure as well as underwrit-
ing pricing. According to Chen and Ritter (2000), more than 90% of PO issuers paid
gross spreads of exactly 7% in the USA between 1995 and 1998. Chen and Ritter
(2000) interpreted this as the evidence of tacit collusion among investment bankers.
Contrary to their conclusions, Hansen (2001) favored the efficient contract theory
which argued that investment banks compete on the basis of reputation, not pricing.
Following the original work of Chen and Ritter (2000), Torstila (2003) observed that
the gross spreads clustering was in fact a global phenomenon. Using the data set
including nearly 11,000 IPOs from 27 countries from 1986 to August 1999, Torstila
(2003) concluded that clustering patterns were not necessarily collusive because the
amount of clustering is negatively related to the gross spread level of a country.
Recently Liu & Ritter (2011) pointed out that the IPO underwriting market is best
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characterized as a series of local oligopolies because IPO issuers care about non-price
dimensions of underwriting.

Based on the above findings, we may assume that Chinese IPO underwriting
market structure is monopolistic rather than competitive because most investment
banks were set up by the government and they are still state-owned. Therefore, invest-
ment banks in China would charge a monopolistic commission for PO underwriting
business. We would observe the price clustering phenomenon in China, and gross
spreads would not be affected by the individual risk factors of issuing firms and dif-
ferent competitive strategies taken by investment banks. Thus we can formulate the
first hypothesis:

HI: There is price clustering in China PO underwriting business and the risk
factors of issuing firms and different competitive strategies of investment banks do not
affect underwriting pricing.

However, the market-oriented reform has been taking place in China for more
than 30 years, greatly increasing market competitiveness, especially at the financial
market. Chinese IPO market has been ranked number one by the number of firms
going public and the money raised since 2010. The ownership structure of investment
banks in China is also becoming more and more diversified. There are central gov-
ernment-owned, local government-owned, private and joint-stock investment banks
and they compete more and more fiercely. Thus, we have the second hypothesis:

H?2: Chinese IPO underwriting market is relatively competitive and the risk fac-
tors of issuing firms and different competitive strategies of investment banks can
influence underwriting pricing.

3. Data and variables

There are 610 PO observations made between 2009 and 2011 on the Main
Board and the ChiNext in China. We chose this time period because the Main Board
reinitiated the IPO market since July 10th, 2009 after the year close period and the
ChiNext was first set up on November 30th, 2009. There are 349 observations on the
Main Board and 261 observations on the ChiNext. We collected all the data from
GTA, a professional financial data vendor in China.

Following the literature on IPO underwriting (Chen and Ritter, 2000; Hansen,
2001), we chose underwriting gross spreads (rate) as the explained variable and
defined the rate as the ratio of absolute amount an underwriter charges on the
absolute amount the issuer raises through IPO.

We chose two sets of variables as explaining variables. The first set measures the
risk of issuing firms. According to Ljungqvist (2007), company characteristics, issu-
ing characteristics and aftermarket variables are the most commonly used proxies for
IPO issuing risk. Therefore, we chose the amount of issuing equity (volume), the
years since the issuing firm set up (time), the return on equity before the firm goes
public (ROE) and the IPO underpricing (IPO) as the proxy for IPO issuing risk. The
more the IPO firm issues stocks, the bigger the firm size is, and the lower is the uncer-
tainty the firm involves in running its business. The longer the firm runs its business,
the higher is the return on equity, the more stably the firm operates. And the higher
the TPO underprices, the higher the information asymmetry is between the issuing
firm and purchasing investors, the higher risk the underwriter bears. Furthermore, we
added a specific variable of whether the issuing firm goes public in ChiNext (cm) as
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a proxy of issuing risk because the issuing standards decrease significantly in ChiNext
as compared with the Main Board, which increases the issuing firm risk.

The second set of variables measure the competitive strategy chosen by different
investment banks. The first two variables measure the market share of investment
banks in IPO business, which are most commonly used to proxy for the reputation of
investment banks. We chose two different ways to measure the market share, which
are the ranking of investment banks according to the underwriting amount (amount)
and the underwriting number (ms) of firms. The variable of amount takes the value
of 1 if the investment bank is ranked within top 10 in 2007 and 2008, and 0 — if oth-
erwise. Similarly, the variable of ms takes the value of 1 if the investment bank under-
wrote above average number of firms and 0 — below average in 2007 and 2008. The
third variable is whether the investment bank was a listed firm or not (pub) during our
sample period, which takes a value of 1 if listed and 0 if not. The fourth variable is
whether the investment bank belonged to a financial conglomerate (conglomerate) in
our sample period and takes the value of 1 if belong to a financial conglomerate and 0
if not. The fifth variable measures the risk controlling strategy (level). Because
Chinese securities regulation committee (CSRC) rates all investment banks by their
ability to control risk, we give the variable level the value of 1 if the investment bank
received the level of A or above (AAA, AA), and the value of 0 if below A.

We also explored the industry and year fixed effects. We listed all the variable def-
initions in Table 1.

Table 1. Variables definitions

variable | definition
explained
rate the ratio of absolute amount the underwriter charges on the absolute amount the

issuer raises through PO

firm risk

volume |theamount of issuing equity

time the years since the issuing firm was set up

ROE thereturn on equity before the firm goes public

IPO IPO underpricing

cm whether the issuing firm goes public in ChiNext, 1 if yes and 0 if no
competitive strat egy
amount |the ranking of investment banks according to the underwriting amount, 1 if the
investment bank ranked top 10 in 2007 and 2008, and 0 otherwise

ms the underwriting number of firms, 1 if the investment bank underwrite above
average number of firms and 0 below average
pub whether the investment is a listed firm or not, 1 if listed and 0 if not

conglomerate| whether the investment bank belongs to a financial conglomerate, 1 if belong to a
financial conglomerateand 0 if not

level 1 if the investment bank received thelevel of A or above (AAA, AA),and thevalug
of 0 if below A (from CSRC)

Source: Developed by the author.

4. Empirical results

First, we listed the descriptive statistics of the main variables in Table 2. The
mean value of the explained variable rate is 0.05 which is significantly lower than the
7% gross spreads in the USA. The standard deviation of rate is 0.02, which is primary
evidence of no rate clustering in China.
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Table 2. Descriptive statistics

mean median sd N
rate 0.05 0.053 0.02 610
volume 8.04 7.9 0.74 610
time 8.85 8.8 4.43 610
roe 27.05 25.78 9.58 610
pub 0.49 0 0.5 610
amount 0.52 1 0.5 610
ms 0.5 1 0.5 610
conglomorate 0.57 1 0.5 610
level 0.75 1 0.44 610

Source: Developed by the author.

To avoid potential multicollinearity, we performed the Pearson correlation of the
main explaining variables and listed the results in Table 3. All the strategy variables
exhibit high correlation. Therefore, we run the regression on individual strategy vari-
able once a time to avoid the multicollinearity problem. Furthermore, we also used
VIF to examine the multicollinearity and found this not to be a serious issue in our
regressions.

Table 3. Pearson correlations

1PO volume | time roe pub | amount| ms |conglomerate|level
1PO 1
volume  |-0.120**¥ 1
time 0.025 -0.043 1
roe 0. 180* **-0.165***|0.046 1
pub 0.054 | -0.045 |0.027| 0.026 1
amount 0.046 | 0.108***]0.008| 0.038 |0.404*** 1
ms 0.046 | 0.034 |0.026] 0.034 |0.571*** 0.833*** 1
conglomerate| -0.047 | 0.086** | 0.019| 0.042 [0.330***|0.375**%(0.343*** 1
level 0.065 | 0.078* |0.021|0.139***|0.311***/0.579*** 0.557**% 0.258*** 1

***significant at the 1% level, * *significant at the 5%, * significant at the 10% level
Source: Developed by the author.

To examine whether the gross spreads that investment banks charge are affected
by risk factors of IPO issuing firms and competitive strategies, we run the following
regression,

rate, =a, + B, [Btrategy;, +ZI3,. [Company; +¢, (1)

"Strategy” is on behalf of different competitive strategies the investment banks
take and "Company" means the different proxy of risk factors of IPO issuing firms. We
also explored the industry and year fixed effects. And we listed the regression results
in Table 4.

First, 3 measures of competitive strategy of investment banks are statistically sig-
nificant in the above 5 regressions. The coefficient of pub is positive and significant at
the 1% level, which means that listed investment banks will charge 0.5% higher gross
spreads than their unlisted competitors. The coefficients of amount and ms are also
positive and significant at the 5% level, which means that investment banks with rep-
utation will charge 0.3% higher gross spreads. The coefficients of conglomerate and
level are relatively small and statistically insignificant, which means that those two
strategies cannot win higher gross spreads for investment banks. It is noteworthy that
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the above regression results are not only statistically significant, but also has impor-
tant economic implications. The average amount of the money those PO issuing
firms raised in our sample is 1,025.821 mln yuan, which means that investment banks
taking listing strategy will get 5.51 mln yuan higher commission fees.

Table 4. Regression results

(@] (2) 3) (4) ()
Model 1 Model 2 Model 3 Model 4 Model 5
pub 0.00537"""
(4.20)
amount 0.00336" "
(2.58)
ms 0.00395""
(3.04)
conglomerate 0.00154
(1.17)
level 0.00144
(0.95)
volume 0.0112"** -0.0117" " -0.0115""" -0.0116™*" 0.0116™"
(-10.99) (-11.38) (-11.21) (-11.21) (-11.19)
time 0.0000811 0.0000963 0.0000892 0.0000976 0.0000975
(0.55) (0.65) (0.61) (0.66) (0.66)
roe £0.000273"" | -0.000276™" | -0.000274""" | -0.000273"" | 0.000277"""
(3.92) (-392) (-3.90) (-3.86) (3.89)
ipo 0.0161"" 0.0154™" 0.0156™"" 0.0153""* 0.0154™"
(5.93) (5.65) (5.73) (5.57) (5.59)
cm 0.00404"" 0.00390" 0.00421*" 0.00385" 0.00377"
(2.61) (2.50) (2.69) (2.46) (2.41)
_cons 0.169"" " 0.170™"" 0.167°"" 0.172"** 0.171"""
(9.05) 9.04) (8.88) (9.09) (9.02)
industry v v v v v
year v v v v v
Adjusted R? 0.408 0.398 0.400 0.392 0.392
N 610 610 610 610 610
t-statistics is reported in parentheses.
***significant at the 1% level, * *significant at the 5%, * significant at the 10% level

Source: Developed by the author.

Second, the coefficients of volume and roe are negative and significant at the 1%
level, which means that investment banks charge lower gross spreads for larger and
more profitable issuing firms. The coefficients of IPO underpricing and cm are posi-
tive and statistically significant, which means that investment banks charge higher
gross spreads for IPO issuing firms with higher risks.

5. Conclusion

First, we provided empirical evidence to support the argument that Chinese IPO
underwriting market is relatively competitive. The variables to proxy for the issuing
firm risk such as the issuing size, ROE before going public, IPO underpricing and
whether going public in ChiNext can statistically influence the gross spreads that the
investment banks charge. The argument for a high competition at the IPO under-
writing market is consistent with the observation of a rapid expanding financial mar-
ket and a relatively efficient market-oriented reform in China (Du, Xu, 2009).
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Second, we measured the influence of different competitive strategies on the
gross spreads. The strategy of going public and having higher reputation at [PO mar-
ket will get those investment banks higher commission fees while conglomerate and
risk controlling strategies do not work well. These empirical evidence shed new light
on the debate of whether IPO underwriting rates cluster and the reasons for cluster-
ing.
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