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Abstract
An important research question in the IPO literature is to determine the appropriate role a securities regulator should play in protecting IPO investors from the risk of expropriation by corporate insiders. In principle there are two extreme possibilities. At one extreme, the securities regulator plays a lead role by directly determining an IPO’s offer price. At the other extreme, market forces (i.e., underwriters and institutional investors) play the lead role in determining an IPO’s offer price and the securities regulator’s primary responsibility is to establish necessary supporting institutions (e.g., rule of law) that facilitate the exchange among financial market participants.
To our knowledge, there is little empirical research on this important question, especially in weak investor protection countries where many important market institutions (e.g., reputable underwriters and institutional investors) either do not exist or are very weak. The objective of this study is to exploit the rich institutional environment in China to provide some empirical evidence relevant to the debate. China’s IPO pricing experienced three regime changes over the period 1/1/1997-12/31/2004: over the period 1/1/1997-2/11/1999 (regime I), the CSRC limited the IPO offer price to a narrow range of 12-15 times reported earnings; over the period 2/12/1999-10/31/2001 (regime II), the CSRC allowed underwriters to determine the IPO offer price in consultation with institutional investors; over the period 11/1/2001-12/31/2004 (regime III), the CSRC went back to regime I by limiting the IPO offer price to be no higher than 20 times reported earnings.
Our overall research question is how changes in the regulation of IPO pricing over the three regimes affect IPO quality. Our key interest is whether the CSRC’s reduced involvement in the IPO pricing in regime II helps improve IPO quality. We examine four specific research questions. First, are growth firms less likely to go for IPO in regimes I and III than in regime II? Second, are IPO firms more likely to hire a low quality auditor in regimes I and III than in regime II? Third, are IPO firms more likely to inflate reported earnings in the years prior to the IPO in regimes I and III than in regime II? Fourth, is there a greater reversal of reported earnings from the pre-IPO period to the post-IPO period in regimes I and III than in regime II? Finally, is there a smaller long-term stock price reversal relative to the IPO offer price in regimes I and III than in regime II?    


