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Abstract

Using longitudinal data, this study investigates the impact of managerial 
ownership, director ownership, state ownership, firm size, and blockholders on ini-
tial public offerings (IPOs) of Chinese listed companies from 1991 to 2007. Under-
pricing of IPOs is examined at three specifically identified time periods which we 
call the primitive stage, the development stage, and the maturity stage. Our results 
indicate that those corporate governance factors we examined in this study exhibit 
different characteristics at different stages for Chinese publicly listed companies 
which signify a need to assess the impact of governance mechanisms on IPO pro-
cesses of emerging economies from a different perspective.

Introduction

This study examines the initial public offerings of Chinese publicly traded com-
panies and illuminates some of the unknowns of this dynamic economy. The process 
of China’s market economy reform has been experimental and gradual. Since the re-
form started in 1978, there has been remarkable growth in the Chinese economy. Since 
the two Chinese stock markets were formed in the early 1990s, hundreds of companies 
have been privatized and have gone public (Sun, Li, & Zou, 2005). Although the idea 
was to create a free market economy in which business practices reflect those of west-
ern counterparts, scholars call for more in-depth studies about the uniqueness of the 
Chinese quasi-free-market structure (Firth, Fung, & Rui, 2006; 2007). 

Popular research areas such as corporate governance of listed firms (Chen, 
2001) and State-Owned-Enterprises (Hua, Miesing, & Li, 2006) have been inves-
tigated, while initial public offerings (IPOs) and related issues have only recently 
received attention (Deng & Dorfleitner, 2008; Kao, Wu, & Yang, 2009). Sanders 
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and Boivie (2004) proposed that in emerging industries, there are qualitative factors 
rather than objective factors that serve as signals for the valuation of firms. The au-
thors argue that “in highly uncertain environments investors attempt to reduce their 
uncertainty through screening firms and sorting their valuations based on new firms’ 
use of observable agency control mechanisms” (Sanders & Boivie, 2004: 170). Go-
ing beyond that, this study considers some of these observable mechanisms and 
makes a connection between them and IPO firm performance in China. There is 
evidence characterizing the Chinese IPO market as one in which there is a preva-
lence of uncertainty and information asymmetry (Ma, 2007). As China is considered 
a rising star in the 21st century, assessing the progress of the IPO process in China 
is important. Particularly, this study assumes that different governance mechanisms 
may have different impacts on firm valuation at different points in time in the evolu-
tion of the Chinese new issue market. 

Although the study is retrospective, the results may provide insights into the 
future of the Chinese IPO market and IPO markets in other emerging economies. 
This study examines the impact of managerial ownership (Kroll, Walters, & Le, 
2007), director ownership (Kroll, Walters, & Wright, 2008), firm size (Dalton, Daily, 
Johnson, & Ellstrand, 1999), state ownership (Sun et al., 2005), and blockholders 
(Daily, Dalton, & Rajagopalan, 2003) on IPO underpricing (Arthurs, Hoskisson, 
Busenitz, & Johnson, 2008) at three specific points in time. A review of the literatu-
ral indicates that an explanation of the temporal changes in the relationships between 
firm governance and IPO performance has not been done. This study provides a 
road map for academicians in analyzing the impact of governance issues on IPOs in 
emerging economies and provide fresh insights into the impacts of various corporate 
governance devices in emerging economies that are likely to differ from earlier find-
ings related to mature western markets. 

Conceptual Development

Classical agency theory proposes that executives act as agents of the share-
holders or principals (Jensen & Meckling, 1976). The theory suggests that more 
vigilance by the board should result in better monitoring of the agents and ultimately 
better performance (Kroll, Wright, & Elenkov, 2002). However, some scholars con-
sider the presence of executives on the board to be positively related to IPO perfor-
mance for younger entrepreneurial firms (Kroll et al., 2007). The contention of this 
study is that there are other exceptions to the general prescriptions of agency theory 
involving transition economies. 
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We divide the development process of the Chinese primary market into three 
different eras. The first era starts with the formation of Shanghai and Shenzhen stock 
markets from the end of 1990 through 1995. The second era begins in early 1996 and 
goes through the end of 2000. Finally, the third era starts in 2001 and ends in 2007. 
Note that in all three stages, companies were operating in a stable environment ini-
tially; then enter a period of rapid change, and then return to stable environments as 
proposed by the punctuated equilibrium theory, (Gersick, 1991) although our inten-
tion is not solely to rely on this theory to explain the differences between the three 
stages. The companies going public in the first stage experienced the dynamism of 
the move to a free market economy, while in the second stage, companies experi-
enced the Asian currency crisis. The companies going public in the third stage also 
experienced an economic downturn following the turn in the millennium. 

Further support for this distinction is also documented in the literature. First, 
Ibbotson, Sindelar, and Ritter (1988) reported that market cycles can be identified 
by taking the relationship between IPO activity and initial returns (underpricing) 
into consideration. Furthermore, popular IPO studies make use of at least five-year 
data to account for macroeconomic conditions (e.g. Jain & Kini, 1994). Zhou and 
Zhou (2011) reported the differences in the number of IPOs between the first five-
year period and the remaining time frames of the Chinese stock markets. In another 
study, the same authors documented the sudden changes in IPO markets after 2001 
due to relaxation of the use of foreign currency in stock price determinations (Zhou 
& Zhou, 2010). China’s entry into the World Trade Organization in December 2001 
also sets this year as a milestone. Finally, the Chinese Securities and Exchange Com-
mission restricted the IPO activities from the second half of 2005 to the first half of 
2006. Hence, considering the 2001-2007 period as a whole is not only useful from 
a theoretical perspective but also makes practical sense by accounting for the sud-
den cessation of IPO activities as well. In summary, we propose that in the Chinese 
market, market players, such as the investors, the underwriters and the executers of 
corporate governance, were initially inexperienced and started to learn about market 
mechanisms during the first era. As those market players gained practical knowledge 
and enhanced their level of experience, they were able to make more intelligent 
decisions. By the time the last era arrived, market players became well aware of the 
market mechanisms just like their western counterparts, indicating that the Chinese 
market had reached a level of maturity, and henceforth, participants are likely to be-
have more like their western counterparts. Le, Kroll, and Walters (2010) developed 
a framework for assessing the applicability of various corporate governance mecha-
nisms across three stages that transition economies experience. In an article, the 
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authors adopted an institutional theory perspective to demonstrate the effectives of 
different corporate governance mechanisms in three different stages of transitional 
economies. Building on their work, we adopt primarily a signaling theory perspec-
tive to demonstrate how the behavior of market players differ in each of the three 
stages and then provide a road map for academicians and practitioners to assess the 
transition process in emerging economies in terms of corporate governance mecha-
nisms and IPO performance. 

During the first stage, we speculate that companies going public suffer from 
the “liability of newness” (Stinchcombe, 1965) as managers of those companies 
are inexperienced about being publicly traded and have to cope with the legal 
requirements of the governing bodies which are also inexperienced with regard 
to regulating market transactions. In this case, one can speculate that classical 
contentions of agency theory about the board of directors are less likely to apply 
(Kroll, et al., 2007). In the Chinese context, at least initially, the board characteris-
tics that western scholars assume to be important, such as meeting the board vigi-
lance requirements of agency theory (Kroll et al., 2008), may not be fulfilled. For 
example, in the first era there were not enough experienced outsiders to adequately 
staff the boards of directors of all the firms going public. Therefore we anticipate 
Chinese firms, on average, started with a relatively greater number of executives 
on their boards. 

As market participants such as executives, board members, regulatory bod-
ies, outsiders, and other shareholders learned through interaction with their Western 
counterparts and more executives gained oversight experience, the popularity of 
outside board members increased. In fact, as with the Sarbanes-Oxley Act of 2002 
in the United States, the Chinese Securities Regulatory Commission (CSRC) now 
recommends that at least two independent outsiders be present on corporate boards. 
In summary, Chinese companies likely started with more executives (insiders) on 
their boards and moved towards board independence along the way. This probably 
happened naturally as the Chinese companies mimicked their western counterparts 
due to institutional isomorphism (DiMaggio & Powell, 1983). In parallel to this, 
companies should also have started with little or no executive ownership but moved 
toward more executive ownership, which is gathered through more performance 
based compensation schemes (Wright & Kroll, 2002). Western scholars recommend 
some amount of executive ownership to mitigate conflicts of interest between the 
executives and shareholders (Buchko, 1992). 

Wang (2005) investigated whether different types of owners have different 
impacts on Chinese firms’ performance. He reports that, as a socialist country, 
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most Chinese publicly traded companies were originally state owned enterprises 
(SOEs) and their ownership structure is deeply affected by that fact. In China, 
companies sell some of their shares to employees, some to legal entities (i.e., other 
privatized firms and Chinese investment funds), and, public investors. However, 
it is a well-known fact that the state is still the primary shareholder in a majority 
of the publicly traded companies (Liu, Atinc, & Kroll, 2011). In other words, es-
pecially in the initial years, the state did not transfer blockholder ownership (over 
5%) to any of the former SOE executives. In effect, during the primitive stage 
the executives of the IPO firms were more like government agents, rather than 
professional executives like their western counterparts. Market players, including 
the state, learned about different compensation schemes of the west, such as stock 
options as time passed executives were awarded with more shares in the com-
pany as they became more professional. Consistent with the underlying theme of 
this study, the governance practices have become more westernized as the market 
matured. 

To summarize, although the percentage of executives on the board should 
have declined as the market moved away from the primitive stage, the percentage 
of the shares owned by executives should have increased. These changes in the top 
management team (TMT) structure are considered to be unique for transitional econ-
omies and indicate the important connection between the financial improvements at 
the country level and the corporate governance changes at the organizational level. 
This study assumes that this connection should be investigated further. The follow-
ing two hypotheses are based on this discussion:

Hypothesis 1: The percentage of executives on the boards of Chinese 
listed companies declined as the market moved from one era to the 
next.

Hypothesis 2: The percentage of shares owned by executives has in-
creased as the market has moved from one era to the other. 

IPO underpricing is one of the most popular topics studied concerning. Un-
derpricing refers to the difference between the IPO offer price set by the under-
writers and the first day closing price (Arthurs, et al., 2008). When an IPO is first 
announced, an underwriter acts as the assessor of the value of the firm. Following 
that, the underwriter sets the offer price and investors are allocated shares by the of-
fering syndicate before the company starts trading. At the end of the first day, what is 
widely thought to be the true perceived value of the company by the market emerges. 
If the IPO price is less than its first day closing price, the company’s shares were 
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underpriced bu the underwriters in the IPO (Heeley, Matusik, & Jain, 2007). Ritter 
(1991) referred to this situation as “management leaving money on the table.” 

In the primitive stage, we assert that underpricing is more likely to happen. In 
the first years of the Chinese Stock Markets, the IPO mechanisms were not clear and 
both the underwriters and the investors had little confidence in those mechanisms. 
On one hand, there was a tremendous amount of information asymmetry between 
companies and investors so investors had little faith in the price set by underwriters 
(Fischer & Pollock, 2004) On the other, underwriters had little confidence that there 
were sufficient investors who were willing to put their money into early stock of-
ferings. Furthermore, the western-oriented underwriters acted more like agents for 
investors, rather than investment experts shepherding the focal companies through 
their IPOs (Arthurs, et al., 2008). For these reasons, underpricing was probably 
much greater in the primitive stages versus the late 1990s to early 2000s. 

The effect of information asymmetry between issuing firms and investors on 
underpricing is tremendous (Rock,1986). In the primitive years, China’s socialist 
system was opening stock markets and companies were going public for the first 
time. There were great information asymmetries concerning the values of these 
firms. In such a context, firms were likely-to be perceived as being worth much 
less than they might have actually been worth. However, this situation should have 
gotten better as time passed and as investors in China better understood the process 
while gaining more experience with market mechanisms. 

Based on the above discussion, we speculate that in emerging economies un-
derpricing is much higher in the initial stages but declines as the market matures. 
The following hypothesis summarizes this proposal:

Hypothesis 3: Underpricing of IPOs in Chinese markets declined as 
the market matured through the three stages of development. 

Firm demographic characteristics have been investigated by various schol-
ars over the years. For instance, in a western setting, Ibbotson, Sindelar, and Ritter 
(1988) observed firm size (measured by total revenue) to have a significant influ-
ence on the success of the IPO process. Gu (2003) reported firm size (measured 
by total sales of the issue year) to be positively related to the IPO performance of 
Chinese companies, contrary to the case in western companies. We extend his find-
ing by considering three different stages of development in the Chinese economy. 
Specifically, this study proposes that firm size matters more as the market matures. 
Our choice of firm size as a determinant variable may be questioned. There are other 
variables (e.g., beta for risk assessment) that can be used as determinant variables 
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in IPO-related studies. A review of the literature, though, show firm size to be one 
of the most widely used and accepted variables in corporate governance-related IPO 
studies over the years (Gu, 2003; Hand, 2007; Ibbotson, et al., 1988). 

In emerging economies, especially in the initial years, people have few in-
vestment options. In fact, empirical evidence reflect that in the initial years of the 
stock market’s development in China, investors did not have many firms in which 
they could invest (Chau, Ciccotello, & Grant, 1999). Until 1993, there was no formal 
regulation by the governing bodies regarding information disclosure. For instance, 
prospectus statements of several of the first companies traded on the Shanghai Stock 
Exchange covered only one and a half pages on Shanghai Securities Daily. In addi-
tion, until 1994, the accounting practices in China were primarily influenced by the 
old Soviet standards which made published information incompatible for the appli-
cation of western data-based signaling theory assumptions (Su, 2004). This meant 
people knew little of firm successes or failures in the years prior to their IPO. 

 One might argue that, even if investors have few options, they would go 
with the larger firms in order to offset some of their uncertainties. In a western set-
ting, that argument makes intuitive sense. In the Chinese setting, the lack of avail-
able investment options during the first few years of the market made firm size an 
irrelevant signaling factor. Rather than considering the signaling effects of firm size 
in a western setting where there are many alternatives, in China, there were few 
companies offered to market players for investment. As a consequence, firm size did 
not constitute a factor heavily weighted in the valuation of firms at the initial stage. 
In other words, the impact of firm size on underpricing should be relatively minor 
for firms in the primitive stage because investors cannot really distinguish the signal-
ing effects of such a factor due to lack of knowledge. This factor mean more as the 
market matured and investors became more sophisticated. 

After January 1994, “Enterprise Accounting Systems” were put into effect 
which brought the published documents of publicly traded companies more in line 
with the western practices (Su, 2004). As the regulatory systems of the stock markets 
became more active, companies were required to disclose more information. Fol-
lowing that, we contend that market players started to consider potential signaling 
factors such as firm size. This would be the case in transitional economies. In these 
kinds of economies, the market players start with less knowledge and very little 
experience, not to mention little confidence in the market. As the market matures, as 
in the Chinese case, some of the negative or positive signaling effects applicable to 
western companies become relevant for them as well. The following hypothesis is 
based on this discussion:
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Hypothesis 4: In Chinese markets, the impact of firm size on IPOs 
became more important as the market matured. 

The final sets of hypotheses relate to the ownership structure of Chinese 
firms. As a traditional socialist economy, the state’s influence on the Chinese market 
is still pervasive (Li & Tong, 2004). Not surprisingly, the Chinese Government tends 
to be the largest blockholder in a majority of the listed companies (Liu, et al., 2011). 
In western literature, although the results are mixed, several scholars have proposed 
a positive relationship between concentrated ownership and firm performance using 
accounting-based or market-based measures (Dalton, Daily, Certo, & Roengpitya, 
2003). Hence, in the Chinese context, one might assume that state ownership would 
be viewed positively by investors during the initial public offerings. However, given 
that the government may have a different agenda versus that of investors (e.g., job 
creation and expansion into targeted industries), state ownership might trigger a neg-
ative signaling effect from investors. Gu’s (2003) findings support this contention. 
In an investigation of 68 Chinese IPOs in 1994, he found that state ownership had a 
negative effect on short-term IPO performance. 

Building on that, the influence of state ownership may differ across the three 
time frames mentioned in this study. First, in the primitive stage, the state’s presence 
might be viewed favorably due to lower perceived risk about the IPO firm. In effect, 
the state’s presence might be seen as a valuable resource for the company thus de-
creasing the amount of underpricing; so the offer price set prior to the initial trading 
is assumed to reflect more accurately the real value of the firm. As far as the state 
and employee owners are concerned, such an IPO may be considered successful 
(Ritter, 1991). In the second stage this effect should fade because of the movement 
towards a market economy and ultimately lead to more underpricing in the final 
stage. In the final stage, the presence of heavy state ownership might be associated 
with a bureaucratic, non-innovative managerial style (Kornai, 1997) which is likely 
to trigger a negative signal about the company. Based on signaling theory, this nega-
tive signal should be reflected in the offer price (Ritter & Welch, 2002) such that 
the underwriters will set the price lower to account for risks associated with new 
publicly traded firms — a situation that is theorized by the risk-averse underwriter 
hypothesis (Reilly, 1973). In the case of IPO firms, with high state ownership, un-
derwriters would likely account for risks associated with such firms by valuing these 
companies lower than what they are really worth. The result in this case will be 
more underpricing which is actually negative IPO performance as far as the original 
owners are concerned, since they just left some money on the table as (Ritter, 1991). 
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 The situation should be reversed in the case of firms with traditional block-
holders other than the state. As the market matures, just like its western counterparts, 
the state is expected to move away from its active role in the market if China is really 
on its way to becoming a free market economy and traditional blockholders, such 
as those in western economies (e.g., mutual funds or multinational corporations), 
should step in. The IPO stage of such a company structured along the lines of its 
western counterparts should be more successful as the presence of such blockholders 
may trigger a more positive signal. Thus, as the Chinese market matured, firms with 
more blockholder ownership should have experienced less severe underpricing. The 
last two hypotheses are built based on this discussion:

Hypothesis 5a: The state’s presence will be negatively associated with 
underpricing in the first stage, become neutral in the second stage, and 
become positively related to underpricing in the final stage.

Hypothesis 5b: As the market matures, firms with more blockholder 
ownership will face less underpricing in initial public offerings.

Table 1 summarizes the proposed relationships and the specific differences 
we believe to be present among the three stages. In the next section, the sample 
data collection process is discussed and then it will be followed by the variables 
employed and the statistical methods used. We conclude the study by reporting the 
results followed by a discussion of these results and their implications.
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Table 1
Summary of Hypothesized Relationships

  Stages

 Primitive Stage Development Stage Maturity Stage

Percentage of Insiders Highest Lower Lowest

Percentage of shares
owned by executives Lowest Low Higher

Underpricing of IPOs Highest Lower Lowest

Impact of firm size on
IPO underpricing Unimportant Moderately Important Important

Impact of presence of the Negative impact on No impact on Positive impact on
state on IPO underpricing underpricing underpricing underpricing

Impact of blockholder Positive impact on No impact on Negative impact on
ownership on IPO underpricing underpricing underpricing underpricing

Methods

Sample Creation

 As previously discussed, we divided the development of the Chinese stock 
markets into three separate time frames. The first one, what we consider to be the 
primitive stage, starts with the opening of stock markets at the end of 1990’ the 
beginning of 1991 and ends in 1995. The second stage, which we call the develop-
mental stage, starts at the beginning of the year 1996 and continues to the end of the 
year 2000. The third stage, which we call the mature stage, begins in 2001 and goes 
all the way to the end of 2007. We were able to randomly select a sufficient number 
of companies from each time period. 

 We randomly selected 120 companies which went public in each stage from 
a total of 360. Due to missing or corrupted data in our data sources, our final sample 
of companies were 105 for the first stage, 117 for the second stage, and 112 for the 
third stage — a total of 334 companies. The China Stock Market and Accounting 
Research (CSMAR) database was used to gather stock and accounting data. The 
annual reports of the companies were gathered from various sources such as sina.
com and the official website of the Shanghai and Shenzhen Stock Markets. The 
companies were sorted into the three time frames based on the year in which their 



Volume 29, Number 2 109

shares were first traded. We ensured that no single industry dominated our sample 
by taking the industry codes specified by the Chinese regulatory bodies into account 
(via a frequency analysis for each industry). To be more specific, most of the compa-
nies did not have their primary industries specified in the archival database. Finance, 
information technology, utilities, and energy sectors represented 2%, 6%, 2%, and 
2% percent of the companies in our sample. The remaining companies are marked 
as others. 

Variables 

Dependent Variable

Underpricing: Several variables have been used in finance literature to assess 
IPO performance. In our study we chose to employ underpricing as the dependent 
variable. Underpricing is defined as the difference between a firm’s IPO issue price 
and its first day closing price (Arthurs, et al., 2008). If this variable is negative, it 
means the first day closing price is larger than the initial offer price, so the com-
pany’s shares were offered at a price less than the market’s imputed value of the firm, 
and the management has left money on the table. If the situation is reversed, then the 
IPO is successful from the company’s standpoint in that original investors initially 
paid more money than the company is worth. Rather than concentrating solely on 
IPO performance, the purpose of this paper is to show the connection between the 
changes in corporate governance mechanisms of the firms and the happenings in the 
stock market. This study assumes that the recognition of this connection is impor-
tant for understanding the stages as emerging economies develop. The underpricing 
variable is readily available and can be used to demonstrate the differences between 
these stages. Hence, this variable is used as the dependent variable in the following 
models. 

One valid argument against our choice of underpricing as a focal variable 
would be whether the trend of underpricing in other countries was similar to what 
we observed in China. In order to address this, we compared the first day returns of 
the IPOs in United States during the past 20 years with the ones in our sample. In 
China, during the time period this study covers and looking at the randomly selected 
companies, the average underpricing was almost 200% (which means the average 
first day closing price is double the opening price) while that number was around 22 
percent in the United States (Ritter, 2011). In fact, this big difference between the 
two markets is also a support for our argument about the uniqueness of the Chinese 
IPO market and the related corporate governance mechanisms. 
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Independent Variables

Percentage of executives on the board: This variable is used to test Hypoth-
esis 1. The variable is computed by using the number of executives on the board 
divided by the total number of directors.

Percentage of stock owned by executives on the board: This variable is used 
to test Hypothesis 2. The CSMAR database includes a variable representing the per-
centage of shares owned by the executives of listed firms and that variable is used to 
operationalize executive ownership. 

Firm Size: This variable is used to test Hypothesis 4. The log of total assets 
reported for the IPO year proxies for firm size (Gilson, 1997). 

State Ownership: We chose the percentage of shares owned by the Govern-
ment as the state ownership variable. These data are reported in company annual 
reports. 

Blockholders: Shareholders who control 5 percent or more of a firm’s out-
standing shares are considered blockholders (Kroll, Wright, Toombs, & Leavell, 
1997). In order to test the contention in Hypothesis 5b, we used percentage of shares 
owned by blockholders as the independent variable.

 Control Variables

International ownership is used as a control variable in our models. Although 
the results are mixed concerning foreign ownership’s influence on Chinese stock 
markets (McGuinness & Ferguson, 2005), we suspect that it has a potential impact 
on underpricing due to underwriters’ potential relations with international investors. 
Chinese publicly traded firms report the amount of international ownership sepa-
rately (Liu et al., 2011). The percentage of shares owned by international owners is 
used to operationalize this variable. As a second control variable, a dummy variable 
is included representing the stock market the firm is traded on (Shanghai = 1 and 
Shenzhen = 0) since the two markets have different types of companies just like their 
counterparts in the U.S. (i.e., New York Stock Exchange ‘NYSE’ and The National 
Association of Securities Dealers Automated Quotations ‘NASDAQ’).

Statistical Techniques

In order to test Hypotheses 1, 2, and 3, we used ANOVA and Scheffe’s method 
to identify the differences among the three groups. ANOVA only tells if the groups 
are different from one another. Scheffe’s Method, in parallel with ANOVA, was used 
to identify how different each group was from the others. 
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Ordinary Least Squares were used to test the remaining hypotheses. First, the 
control variables were entered in the models and then the corresponding independent 
variables. For the purpose of investigating the differences attributed to time frames, 
three different regression models were estimated reflecting the three different groups of 
companies previously discussed. Below is the model that was used for each time period:

Underpricing = International Ownership + Stock Market Dummy + 
Log of Assets + State Ownership + Percentage of shares owned by 
blockholders.

Results

Table 2 includes results of the ANOVA and Scheffe’s that we used to test 
Hypotheses 1, 2, and 3. The mean values of percentage of executives on the board in 
each time frame were statistically different from one another (at p < 0.001). Based 
on the results of the Scheffe’s test, we can say that the number of executives on the 
board was higher in the primitive stage, declined slightly in the development stage, 
and still went down even further in the maturity stage. These results provide support 
for Hypothesis 1. In terms of Hypothesis 2, although the three groups displayed a 
numerical difference with regard to percentages of shares owned by the executives 
(p < .10), the Scheffe’s test results did not demonstrate a significant statistical dif-
ference, and therefore Hypothesis 2 is not supported. For Hypothesis 3, the ANOVA 
results are statistically significant for the difference among the three time frames (at 
p < 0.001). The mean values seem to decline as we moved from the primitive stage, 
to the development stage, and then to the maturity stage. Scheffe’s test results also 
provided support for this contention. In sum, Hypothesis 3 received support. 

For the regression models, first the Durbin Watson statistic was used to check 
for autocorrelation and variance inflation factor values were estimated to test for 
multicollinearity. Neither of these values exceeded the critical values mentioned in 
the literature (Durbin-Watson score was around 2 for all groups, while the largest 
variance inflation factor score was around 1.7). Table 3 includes the Pearson’s cor-
relations and descriptive statistics. Table 4 includes the regression results for our 
various models. The results indicate that firm size is not a statistically significant 
determinant of underpricing in the primitive stage (β = -.143, p > .10). In the de-
velopment stage that variable becomes significant (β = -.303, p < 0.01). In the most 
advanced maturity stage the firm size variable is still significant (β = -.369, p < 0.01). 
The negative sign signifies that larger companies are underpriced less as we hypoth-
esized. Thus there is support for Hypothesis 4. 
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Table 3
 Pearson’s Correlations and Descriptive Statistics

Variables Means s. d. 1 2 3 4 5 6 7

1. Underpricing 2.01 4.10

2. Percentage of 0.37 .23 .13*
executives on the
board

3. Percentage of .004 .04 -.03 -.07
stocks owned by
executives

4. International 5.61 11.91 -.04 -.06 -.04
Ownership

5. Stock Market .72 .45 -.08 -.16** -.00 .15**
Dummy

6. Log of assets 9.25 .81 -.21** -.19** .04 .38** .21**

7. Percentage of 60.45 14.05 -.05 .01 -.02 -.04 .03 .10†
stocks owned by
blockholders

8. State 48.75 24.24 -.07 .08 -.15** -.18** .02 .13* .49**
ownership

Table 4
 Multiple Regression Results

 Primitive Development Maturity
Variables Stage Stage Stage

International Ownership .04 .04 .23*

Stock market dummy -.03 -.01 -.17†

Firm Size (Log of Assets) -.14 -.30** -0.37**

Percentage of stocks owned by blockholders .12 -.21† -.29**

State ownership -.03 .04 .21†

R-Square 0.03 0.15 0.19

F-Value .55 3.74* 4.97***
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Table 4 also includes the results for Hypotheses 5a and 5b. The percentage of 
shares owned by the state did not prove to be a significant predictor of underpricing 
other than being moderately significant (p < .10) in the maturity stage. The coeffi-
cient sign was positive in the maturity stage which signifies a negative influence by 
the state’s presence on IPOs as the market matured. In addition, we ran a regression 
model in which we replaced the state variable with a binary variable indicating the 
state was or was not a major blockholder. However, we did not find any signifi-
cance (we do not report the results of that step). Furthermore, we used ANOVA to 
test for differences among the three time frames with regard to state ownership but 
did not observe any significant difference. The mean values of the percentages of 
shares owned by the state were very close to one another, indicating the state’s role 
in the market remained stable over the years. This will be further discussed in the 
next section. In short, Hypothesis 5a is only partially supported. The percentage of 
stock owned by blockholders did not prove to be significantly related to underpric-
ing in the primitive stage (β = -.116, p > .10), but was moderately significant in the 
development stage (β = -.211, p < .10) and strongly significant in the maturity stage 
(β = -.286, p < .01). These results provide strong support for Hypothesis 5b. Our 
findings can be summarized as follows:

– Hypotheses 1, 3, 4, and 5b are supported.

– Hypothesis 5a is partially supported.

– Hypothesis 2 is not supported. 

Before moving on to the discussion section, there is one other variable that 
is worthy of mentioning. Looking at the results reported in Table 3, international 
ownership was not a determinant factor during the first and second stages. However, 
during the third stage, this variable has a positive impact on underpricing (β = -.226, 
p < .05). This finding will also be discussed in the next section. 

Discussion

Hypothesis 1 proposed that the percentage of executives on the board de-
clined as the market matured in China. We predicted that with certain recent regula-
tions and the popularity of board independence in the West (as recommended by 
agency theorists [e.g., Fama, 1980]), the boards of Chinese listed companies would 
become more vigilant. Our results supported this prediction. There is strong sup-
port in the west for the positive effect of board independence (Kroll, et al., 2008). 
A theoretical explanation can be made through the use of the propositions of the 
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institutional theory (DiMaggio & Powell, 1983). At the beginning, when the mecha-
nisms were weak, market players started with the traditional ways of doing business 
because they lacked experience. As the market matured, Chinese companies chose 
to mimic their western counterparts’ business practices when they observed their 
success. Therefore, those companies moved away from traditional owner-manager-
controlled firms toward shareholder-controlled firms. In fact, as mandated by the 
Sarbanes-Oxley Act of 2002 in the United States, the recommendation made by 
CSRC concerning having two outsiders on the board is an indication of this trend. 
Support for this hypothesis is a good demonstration of the process emerging econo-
mies experienced with regard to their IPO processes. 

However, Hypotheses 2, which proposes that the percentage of shares owned 
by IPO firm executives rose as the market matured, is not supported. We did find that 
executive ownership is definitely higher in the maturity stage. Once again, Chinese 
companies are probably starting to adapt performance-based compensation schemes 
for their upper echelons (Hambrick & Mason, 1984) as is the case for western firms. 
This trend is not obvious in the development stage but it is definitely present in the 
maturity stage. Obviously, due to potential effects of the state (Li & Tong, 2004), 
performance-based pay for executives is not very active. The indication in our data-
set is of an increase in executive ownership. As the market becomes more mature, 
researchers might observe a trend toward greater insider ownership continuing. This 
might be an area for future research. 

Hypothesis 3 anticipated that underpricing would decline as the Chinese 
market matured. We found strong support for this contention. Going back to the 
information asymmetry argument made by Rock (1986), investors did not have any 
meaningful experience with market mechanisms and firm valuation in the primitive 
stage. This asymmetry probably started to dissipate as the market matured and the 
players gained experience and greater knowledge of Chinese companies and their 
businesses practices. In the future, as the Chinese market evolves to more closely 
parallel western markets, other factors such as underwriter prestige may begin to 
affect underpricing. This may be applicable to most of the emerging economies. 
The information asymmetry and weak signaling mechanisms are probably the main 
reasons for underpricing of the firms in emerging economies. As these markets ma-
ture, they may become developed economies where the market players have access 
to enough information and signaling effects. Hence, assessing the development pro-
cesses of emerging economies’ IPO structures should be done from this perspective. 
Both investors and academicians should expect underpricing at the beginning and 
should observe that underpricing may fade as the market progresses. 
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Hypothesis 4, which anticipated that the impact of firm size on underpricing 
would increase over time, is supported. In the primitive stage, firm size did not mat-
ter at all. Previous research showed that investors in the initial years of the Chinese 
stock markets did not have many alternatives (Chau, et al., 1999) so the most com-
mon determinants of underpricing in other markets did not matter at that point. The 
data revealed that this situation changed as the Chinese market matured. This phe-
nomenon is probably unique to transitional economies. Investors, particularly the 
local ones, have information about the market and how it functions at the outset. The 
information asymmetry concerning new firms going public is at its greatest during 
these times. Furthermore, underwriters, in order to attract investors, mark down IPO 
prices so as to assure reasonable returns for those who are brave enough to invest 
despite so many unknowns. “The IPOs in China represented a process of transferring 
ownership from Government to individual investors” (Gu, 2003: 104). In the initial 
stages, that is probably why firm size did not matter. However, as the market ma-
tured, investors began to have more confidence in larger firms due to their potential 
for survival. This may be the reason why firm size and underpricing came to have a 
significant negative relationship in the development and maturity stages. If firm size 
has a positive signaling effect, regardless of the state’s influence in the Chinese con-
text, investors chose to use firm size as a proxy to reduce information asymmetries in 
the 2nd and 3rd stages. Furthermore, the effect of size is even larger in the third stage 
(β = -.369 in the maturity stage versus -.303 in the development stage) although the 
percentage of shares owned by the state remained the same over the years. 

Our final set of hypotheses concerns the impact of state and blockholder own-
ership. The hypotheses predicted that the state’s influence on underpricing will be 
negative in the first stage, will fade in the second stage, and will become positive in 
the third stage. In the first stage we were unable to observe any significance. In the 
second stage, there was not any significance either but in the third stage a moder-
ately strong positive effect was observed. It shows that at the beginning, the state’s 
impact did not matter. In other words, investors did not see the state as a negative or 
positive influence. The lack of significance continued in the second stage, but in the 
development stage the state’s presence began to trigger negative perceptions about 
the value of the IPOs. In Table 2, we also report the ANOVA results for state owner-
ship across the three different time frames. The results show that the percentage of 
shares owned by the state in the companies going public has stayed constant over 
the years. It suggests that as the major player in what is still in many ways a socialist 
economy, the Chinese Government is reluctant to give up its influence. Thus, inves-
tors’ negative perception about the presence of state ownership due to its association 
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with a bureaucratic, non-innovative managerial style (Kornai, 1997) is becoming 
more apparent. 

 The last hypothesis, which focuses on blockholder ownership, was strongly 
supported. At the beginning, concentrated ownership did not mean much for the in-
vestors, once again due to lack of options and information asymmetry. As the market 
matured, a moderately significant negative association between underpricing and 
percentage of shares owned by blockholders was observed. If the percentages of 
shares owned by the state stayed constant over the years as shown in Table 2, then 
this observation may easily be attributed to private blockholder ownership. Hence, 
firms with concentrated ownership started to be more highly valued. In the third 
stage, the impact of concentrated ownership became even stronger. Considering 
the moderately significant positive impact of the state in this last period, the strong 
negative relationship between concentrated ownership and underpricing tells us that 
strong blockholders represent a positive signaling effect on firm value. This should 
be of interest not only to the researchers of the area but to the Chinese Government, 
or to any other emerging market government for that manner. It appears that as the 
market matures, powerful blockholders are wanted by investors just as in the west. 
Future assessment of these relationships as the market becomes even more mature 
may provide more complete results. Researchers in the field should continue to in-
vestigate the state’s influence as the market moves towards even more mature stages.

Looking at the effect of international ownership, the percentage of shares 
owned by international owners was not significantly related with underpricing dur-
ing the primitive and development stages. However, during the maturity stage, high-
er international ownership resulted in less severe underpricing. This situation has 
two implications. First, it is a support for our argument about different factors acting 
differently during the three stages. Second, in transition economies, international 
ownership is considered to be a positive determinant of firm valuation as the market 
matures and the market players value those companies with international ownership 
more positively. As this finding is beyond the scope of this study, future researchers 
may choose to further investigate that topic. 

Conclusion

Analyzing Chinese listed companies with regard to their governance structure 
has been of interest to management scholars for the past decade (Chen, 2001; Firth, 
et al., 2006; 2007). We sought to contribute to this research stream through an inves-
tigation of IPO underpricing across different time periods. Specifically, we divided 
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the history of the Chinese stock markets into three different time periods. The first, 
the primitive stage, involved a period when public ownership was new, the players 
did not know a great deal about the market, and the rules were being established. 
We called the second period the development stage, when the mechanisms started to 
become more transparent and the players gained some experience. The third and the 
final stage, the maturity stage, covers the recent years during which the market has 
evolved to emulate its western counterparts and the players are aware of the mecha-
nisms of the market given more than a decade of experience. This distinction across 
time has not been made in other studies. 

The results of this study indicates that the number of insiders on the boards 
of Chinese listed companies decreased as the market matured, but the percentage of 
shares owned by those executives did not move in parallel to that, although moder-
ate significance in the last stage can be an indication of potential support in future 
studies. IPOs were less severely underpriced as the market matured due to better in-
formation flow, more experienced investors, and the establishment of market mecha-
nisms. Firm size mattered much more in the development and maturity stages, indi-
cating the applicability of signaling theory (Spence, 1973). Finally, the state is still 
an active shareholder in a majority of companies but its presence is starting to trigger 
negative perceptions about the values of the firms while powerful blockholders are 
expected by the market players. This is an indication of China moving away from 
a quasi-socialist economy and trying to adapt more free market characteristics. It is 
now the Chinese Government’s job now to facilitate this transition. We believe it is 
legitimate to analyze the Chinese stock market’s development in different stages as 
is true for other transitional economies. 

The results show that the values of our dependent variables change among the 
three different stages, which we believe is a natural result of the distinctiveness of 
three time periods. Replication of this segmentation in other economies and analyz-
ing the Chinese market from this perspective might help scholars shed new light on 
the unknowns of developing economies. Furthermore, based on our sample, we can 
say that investors might expect severe underpricing in the initial stages with larger 
firms gaining more in a typical IPO in transitional economies. Also, it would be too 
optimistic to expect the state to give up its influence over the market in the near fu-
ture. We consider this issue a potentially fruitful research area. 

The main limitation of this study is that we only considered the difference 
between the IPO price and first day closing price to be an IPO performance determi-
nant. Use of 3rd day, 1st week, 1 month, 6 months, 1 year, and 3 years of returns is 
also popular in finance and management literatures. Future extension of this study 
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should include analyzing different time periods after the initial listing. The second 
limitation is that the dataset only contained companies from Chinese markets. In the 
future, data from other emerging markets should be used to validate this segmenta-
tion so that the results may become more generalizable. Finally, rather than cross-
sectional analysis, time-series analysis may provide more promising results. For 
instance, analysis of the relationship between the change in corporate governance 
structures throughout the years and change in firm valuation after the IPO process 
may be used to illustrate the gradual process Chinese companies are facing. 
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