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Abstract

IPO underpricing is indirect cost of issuers, as a result of the information
asymmetry among issuers, underwriters and investors. How to reduce IPO
underpricing is an important problem to issuers. During IPO process, the ultimate
owners invite new investors based on the financial plan. The ownership structure of
enterprises is redesigned. The agency cost between ultimate owners and outside
investors will increase due to the less share proportion hold by ultimate owner.
Besides, ownership structure is also an important way for issuers to convey their
private information about enterprises to investors. Therefore, ownership structure is
an important factor to IPO underpricing. This paper shows that there is a U shape
relationship between the share proportion of ultimate owners and IPO underpricing.
Since the investors’ protection law system is weak in China, Chinese SEC requires
that ultimate owners can’t sell their stock in three years after IPO. Therefore, when
share proportion of the ultimate owner is higher, they will be charged larger loss
caused by IPO underpricing. The ultimate owners incline to monitor managers and
underwriters to reduce the gap between offer price and true value of their enterprise.
However, when the ultimate owner is too high, the alignment effect is dominated by
the entrenchment effect. The outside stockholders will argue for high IPO
underpricing.

This paper empirically tests the relationship between ownership structure and
enterprise valuation during ownership redesign in IPO process and extends the
application of agency theory and signal theory in Chinese weak investor protection
environment. Since the Chinese SEC requires that a particular size have an equal
opportunity to accept IPO shares allocation in IPO process, the underwriters can’t
choose investors. Therefore the investor discrimination theory cannot explain the
relationship between the ownership structure and IPO underpricing in China. This

paper provides an alternative explanation based on agency theory and signal theory.
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