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Foreign vs. domestic listing: an entrepreneurial decison

Abstract

In this paper, we use a unique hand-collected datasnalyze stock listing as
an entrepreneurial decision. By comparing mainl@iihese entrepreneurial firms
listed in Hong Kong with the same type of firmsiogtfor a domestic listing on the
Shenzhen second board market, we argue that theareto list on a particular stock
exchange is a question efitrepreneurial signaling, and often a trade-off between
short-term financial considerations and the eng&egur's pursuit of long-term
benefits.
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Executive summary

Undertaking an initial public offering (IPO) is arucial decision for an
entrepreneurial firm. Daily, Trevis and Dalton (8)@escribe “the process of taking
a firm public’ as enabling the entrepreneur to actiboth personal and business
goals The business goal of an IPO is to secure fundimghfe continued growth of
the firm when the entrepreneur is not wealthy ehotayprovide such funds. The
personal goal is to diversify the entrepreneur’'site to avoid total dependence on
his/her investment in a single firm concentratea isingle industry. The “dark side”
of this diversification is that once the entrepranieas sold some shares and pocketed
the cash, he/she may become less committed torthis fong-term growth after the
IPO. This implies that an entrepreneur’s decisi@garding IPO-related issues can be
viewed as =his/her choice on whether to pursue-terg or short-term benefits.

In recent years, many entrepreneurial firms froninfaad China have conducted
IPOs on the Hong Kong (HK) second board market.v@ntional wisdom views such
foreign listing as motivated by financial benefitdowever, in comparison with an
IPO on the domestic second board market - the Bleen¢SZ) second board - the
price-earnings multiple (P/E ratio) in the HK marke generally lower (Tucker,
2007), the IPO costs are higher, and the accourdiagiosure requirements and
regulation environment are much more complex, $tkamarket listing will bring
less short-term financial benefits than a SZ malikéhg. A closer look at the HK-
listed entrepreneurial firms suggests that thoselistifhgs may be driven by strategic
considerations to do with long-term growth, rathiban a desire for short-term
financial benefits.

This paper focuses on the features of an entreprahdirm that lead it to
choose a foreign listing or a domestic listing. IBumig on institutional economic
theory, we show that a foreign listing in a develdgconomy with better institutional
infrastructure enables firms from an emerging eaondo enjoy a more efficient
institutional environment, which is beneficial tioetr pursuit of long-term benefits.
By examining a sample consisting of Chinese engrggurrial firms that undertook an
IPO on the Shenzhen second board or the Hong Keesand board during 2000-2006,
we address the question of whether future benafisthe main determinant of a
firm’s decision to opt for a foreign listing.

In a nutshell, our results show that firms (1) maustries with high growth

potential, (2) in which the entrepreneur has laggareholdings before the IPO, (3)



which float fewer shares to outside investors, &b which adopt high quality
governance mechanisms, anere likely to undertake a HK listing. All these findings

support the view that future long-term benefitveihe choice of a foreign listing.

1. Introduction

One of the most important decisions of the whol@ [ifocess is the choice of
where, i.e., on which stock exchange, to list tmm.f This decision is especially
significant for firms from less developed countriseen they choose to list on a
foreign stock market, which is generally in a mdexeloped economy and larger and
more liquid than the domestic exchange (Pagarad 2002, Coffee 1999, 2002).

As Dalily et al. (2005) conclude, through an IPOtrggreneurs are able “to
pursue new projects and growth opportunities”.nfeatrepreneur’s priority is long-
term benefits, then his/her main concern shouldheefuture growth of the firm.
Listing on a foreign exchange in a more developednemy will bring the firm
considerable benefits which are essential forutther growth. Theoretically, a more
developed economy should have a better institutie@ravironment, e.g. well-
structured property rights, an effective court apdlicial system, and the
complementary development of voluntary standardstf\ 1990, p. 64). By lowering
transaction costs, efficient economic institutiéaslitate the long-run growth of both
the economy and firms. In a superior institutioeavironment, the firm will be
provided with more business opportunities and bellbetter able to exploit them. For
example, it will be easier for the firm to engage long-term cooperation with
significant business partners, large customerssapgliers. This will greatly enhance
the firm’s image and visibility, leading to markegi and public relations benefits
(Saudagaran and Biddle, 1995). Fostered and swggphdyy efficient economic
institutions, a larger and more internationalizéztk market will also provide better
access to further capital, e.g. strategic invesiogsartners.

In addition to the above benefits, reducing thet aafscapital is another
consideration. Coffee (1999; 2002) argues thafiifna cross-lists part of its shares on
a stock market with better regulation, its costapital in the domestic stock market

will be lowered?® Therefore, it is an intuitively appealing ideattifor entrepreneurial

2 However, if a firm lists on a foreign exchangeyomhther than on a foreign and domestic exchange
concurrently, there may be no such cost of capitfaict. The opposite may happen: since it is from a
less developed economy, the firm’s shares may loeas@ discount compared with native firms.



firms from developing countries, listing on a fameiexchange reflects a decision to
pursue long-term benefits rather than short-termebts, i.e. instant cash collected
from floating shares at a low cost. However, therstill a lack of direct supportive
evidence for this analysis.

From an empirical analysis perspective, since lemgt future benefits are not
observable at the time of the IPO decision itdelfys’ characteristics and behaviors
around their IPOs will be used as proxies. In palar, we will examine whether
there are any firm characteristics associated thgHikelihood of a foreign listing.

The choice of the Hong Kong (HK) second board miavkesus the Shenzhen
(SZ) second board market in mainland China provadesique natural experiment for
understanding the choice of foreign stock listisgeatrepreneurial signaling of long-
term commitment.

Firstly, the listed firms on both markets are mainlvhat we call
entrepreneurial firms. Most of them aréigh-growth andowner-managed firms, still
run by their founders.

Secondly, HK has long been a very important interfaetween China and the
international business community. One of the mdstant and liberal economies in
the world, HK ranks highly in terms of the frientiiss of its business environment. In
the World Bank’s “Doing Business in 2006%&port, HK is placed seventh overall out
of 155 economies. HK’s role as an international deww has strengthened even
further since China’s market-oriented economic nefoHK is the base for the
international operations of many huge state-ownadrprises (SOES). If a Chinese
company intends to internationalize its busines&jdtusually its first choice.

Thirdly, the HK-listed but mainland-based entregmamal firms have no
shares listed on mainland exchanges, i.e. theyatreross-listed. As we shall see
later, the IPO proceeds raised for HK-listed firane lower than for SZ-listed firms.
This feature will help to clearly isolate the airehind a HK listing, e.g., long-term
strategic benefits vs. short-term financial besef&iven the context, we can assume
that the main factor driving these firms to list@dd is to gain long-term benefits.

The HK and SZ second board-listed entrepreneurrakfthus provide us with
an ideal setting to study the choice of listingaliben by entrepreneurial firms from

developing countries like China.

 www.doingbusiness.org



This paper addresses the question of whether fliareefits are the main
determinant of an entrepreneurial firm’s decisionopt for a foreign listing. The
question is important from the macro-economic peepe. Small enterprises are of
critical importance to the economy and long-runnecoic growth. In developed
countries, about 60 percent of GDP is generatesitsll enterprises (OECD, 2002).
In less developed countries, there are far fewealsmnterprises and this is considered
as the major structural weakness of such counfides Soto, 2000; World Bank,
2002). Our study will also yield important poliapplications on the question of how

to facilitate sustainable growth for entreprenduniens from developing countries.

2. Entrepreneurial signaling and literaturereview

In this section we aim to define our notionenfrepreneurial signaling. Daily
et al. (2002) point out that “the definition of amtrepreneurial firm has been the
subject of considerable debate” (Gartner, 1985; lamd MacMillan, 1988; Sharma
and Chrisman, 1999). Their review of entreprenéustizdies illustrates the variety of
ways in which researchers have conceptualizedrttregreneurial firm, ranging from
a high-growth firm to anowner-managed firm to afounder-run business. They finally
propose a definition ofindependent entrepreneurship following Sharma and
Chrisman (1999), who define it as “the process ebhgran individual or group of
individuals, acting independently of any assocratwith an existing organization,
create a new organization”. However, the searchafdidistinctive theory of the
entrepreneurial firm” is still ongoing (Phan, 2004b617). Shane and Venkataraman
(2000, p. 218) define the question of “why, whemg &iow different modes of action
are used to exploit entrepreneurial opportunites’a fundamental research question
about entrepreneurial firms.

The choice of market for a public listing (HK vsZ)Sis one of theselifferent
modes of action, a strategic decision by the entrepreneur, which wall
entrepreneurial signaling. All entrepreneurial choices are institutionallgnstrained
(Phan, 2004a). The institutional constraints in study are such that there are no
obvious short-term financial reasons for Chinedeepneneurial firms to seek a stock
listing on the HK second board market: the P/Eoratithe HK market is lower than
that in the SZ market, the issuance costs are gignify higher and the accounting,
disclosure, and regulation requirements are momeadding. Furthermore, since all

observed companies are small companies, we canptdire their listing choice by



the constraints imposed by the relatively small nébe domestic capital market
(Saudagaran, 1988; Pagano et al., 2002). Our dehgpathesis is thus that an
entrepreneur will use a HK listing only if he/shamnts to signal that his/her company
will take a further step forward in a long-run gtovstrategy.

With a HK listing, a Chinese entrepreneurial firmmamitting two signals to its
investors in particular and to its business pastimegeneral: aentrepreneurial signal
and annternationalization signal. As an IPO indicates that the founder ifig both
to open his/her firm’s capital and share the bésedf future performance with
outsiders, it is very difficult to disentangle tetects of the two signals. Like an IPO,
internationalization inevitably alters the focuseofirm’s strategic attention (Ocasio,
1997). It is also legitimate to ask how this sigmgldiffers from existing theories of
bonding (Coffee, 2002).

We argue that the decision on where to go public caly be satisfactorily
explained by individual differences erceptions of risk and opportunities (Shane
and Venkataraman, 2000). A HK listing is clearle thskier choice, but genuine
entrepreneurs will see the higher value of tmortunities it provides. Our
institutional analysis will show that a HK listing not only more costly than a SZ
listing, but also that it brings the firm into auggher and more unfamiliar regulatory
context, which suggests that HK-listed firms are renawilling to make an
international learning effort and thus send a digha more proactive entrepreneurial
orientation to the outside world (Clercq et al.0gp

Alvarez (2007) shows that entrepreneurial rents aeated when transaction-
specific investments are made under uncertaintgrbeheir market value is known.
Applying this framework to our context, uncertaintyegins to resolve and
entrepreneurial rents become known at the timéeflPO, when the firm is valued
by the market, and the founding owners can be cosgied immediately by selling
secondary shares at the highest possible pricenGhat a higher price per earnings
will be achieved in SZ, only entrepreneurial foursd&ho want to move their venture
forward will choose a HK listing and retain high@wnership of control rights, even
though this will involve higher uncertainty. Flaagi less equity in the IPO in order to
retain larger equity holdings thus cannot be exjdiby an internationalization move,
but only by entrepreneurial signaling to benefanfr future (but uncertain) growth in

high quality ventures (Prasad, Bruton, and VoziR&)0).



This signaling effect has already been studied threroareas of the empirical
entrepreneurship literature. For example, Wu, Gl Chrisman (2006) study firm
owners who use a personal credit line to help fieatheir business as a signal to
other stakeholders of their financial and psychigl@gattachment to the business.
Quadrini (2001) also shows that an IPO has a digpadffect, since external
financing is limited in entrepreneurial firms “dt@ conflicts of interest between the
agent that controls the funds of the firm (the goteneur) and the agent that provides
the funds (the investor).” Most recently, Junk{®@07) has found that the (in)ability
to include secondary shares — and hence to seihoutdiately - in biotechnology

IPOs relates to the importance of specialized kadgg in that industry.

3. SZ vs. HK second board listing as an entrepreneurial signal
In this section, we explain the development anttutgonal context of the second
board markets in HK and SZ and their respectivéntisrequirements, with an

analysis of their implications for entrepreneursksgg a stock market listing.

3.1 Second board marketsin SZ vs. HK

The HK second board market opened in 1999 and4tsd&interpart officially
opened in 2004. Regarding listing requirementsptilg difference between the main
board and the second board in China is the sizheofoffering. Firms which float
equity in excess of RMB 50 million go to the maioabd, and all others go to the
second board. There are virtually no other spe@gqlirements on total assets or
profitability, but firms listed on the second boarm certainly smaller.

A firm wanting to go public on the SZ second boaus to follow a process
involving arestructuring period and atutorship period. After these two stages, the
firm will be examined by th€hina Securities Regulatory Commission (CSRC) Public
offering examination committee. If it qualifies, the exchange will work with tHgm
to arrange the IPO. It thus takes a firm on avefagears to prepare for an IPO - if
everything goes smoothly; the maximum can be ntwae 4.5 yeaf's One third of the
directors of the board must be classified as inddget.

* Since the Chinese stock market has not been deaéfigver the past four years, there are even some
cases in our sample where the whole process |&stedr five years.



The HK stock market is regarded as one of the werabst important financial
hubs, where international capital is attracted lapddity is high. Many large Chinese
SOEs such as China Life, China Telecom Corporditdn China Construction Bank
Corporation, PetroChina Co Ltd etc, are listedrenHK main board market.

A firm wanting to go public on the HK second boas to have been actively in
business for at least two years, or must have fetterated sales and reported total
assets of at least HK$ 50 Million over the pastry@dere must be at least two
independent directors on the board. For registrérdsr mainland China, prior
approval by the CSRC is necessary, and the wholeeps takes at least a year and a
half.

A comparison of the major listing requirements ba §Z and HK second board
markets is shown in Table 1.

[Insert Table 1 around here]

3.2 Implications for thelisting decision

For Chinese entrepreneurs, deciding on the locdbtortheir IPO (SZ vs. HK)
requires an in-depth analysis of all the advantagek disadvantages. They need to
examine at least the four following issues: thediissuance costs, the IPO P/E ratio,
the pre-and post-IPO monitoring pressures, andutioee growth prospects.

From the perspective of a firm that chooses todiisthe Hong Kong market, the
main (opportunity) cost for a HK listing lies ingtower capital raised compared with
a SZ listing, explained by lower IPO P/E and higissuance costs. Tougher pre- and
post-monitoring pressure in the Hong Kong stockkagis another factor in the cost
of a HK listing. Nevertheless, a HK listing mayafbetter future growth prospects.

Firstly, in comparison with firms listed on the @ase mainland’s capital market
(SZ or Shanghai), mainland firms choosing the HKrkea are constantly priced
lower - not only at the time of the IPO, but al$eavards. Since its re-establishment
in the early 1990s, the Chinese equity market hasnbdisconnected from
international market fluctuations. As Chinese lacakstors cannot invest in foreign
companies, the Chinese stock market is their oldlygsound. Furthermore, domestic
investors have few channels for investment (eithemproperty or the A-share market,
as the bond market is too small and the bank depasrest rate is so low), and this
generally leads to very high P/E ratios for Chinksted firms. In HK, in contrast, the

capital market is highly interconnected with interonal markets, investors come



from all over the world and can easily come andwgth access to all the alternatives
and options, and as a result P/E ratios are siogmifiy lower. At the end of 2006, the
average P/E ratio on the Chinese stock market.#038ompared to 17.37 for the HK
main board.

The huge difference in the IPO prices of firms srlisted on a mainland stock
market and a HK stock market is another interestispgect of going public in China.
The IPO price of Petro China, the gigantic Chingtsge-owned oil company, is HK$
4.00° on the mainland stock market but HK$1.59 on the stkick market. For
China’s biggest life insurance company, China Lifee IPO price on the mainland
stock market and the HK stock market are HK$18881 HK$ 3.625 respectively.
For our sample, we compare the IPO P/E ratios letwke sub-sample of SZ and
HK firms and find that the IPO P/E for SZ firmssgnificantly higher (see Table 2
for details), which is consistent with the diffecenin the average P/E ratio for the
whole market.

It is also notable that in both the HK and the 8Bssmples, the IPO P/E for high-
growth firms is not significantly different from ah for other firm& This conflicts
with the common thinking that high-growth firms terno be valued higher by
investors. One possible explanation is that greateertainty over high-growth firms’
future performance adversely affects their markdtation. As Daily et al. (2003)
conclude, “potential investors that face higherelsvof uncertainty regarding the
firm’s performance potential will submit purchaselers only at a discount to the
expected value of the share price”. Furthermorgh{growth companies are usually
smallef, which adds to their risk in the view of outsiseeéstors (Finkle, 1998; Daily
et al., 2003). As a result, the negative effechigh-growth companies’ risk factors
may cancel out the positive market valuation eféédheir better future prospects.

Secondly, issuance costs must be considered. Toss® include commissions to
underwriters, fees paid to the exchange, fees fwaglditing firms, law firms, and
other expenses related to the placement. In cosgarith an IPO on the SZ market,
a listing on the HK market is significantly morestly to firms due to use of more
expensive international auditing firms, the invohent of foreign investment banks,

and higher marketing and communication costs. In sample, this difference is

® Original price RMB 4.22, converted into HK dollarsing the exchange rate at the time of the IPO.
® Original price RMB18.88, converted into HK dollarsing the exchange rate at the time of IPO.
The Mann-Whitney test cannot reject the null hjyesis of equality.
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highly significant: the average percentage of iesgacosts over total funds raised
represents only 6.7% for SZ-listed entreprenedirals, while HK-listed firms spent

on average 26.1% of the total funds raised on rsse1a0sts.

[Insert Table 2 around here]

Thirdly, in contrast to their counterparts who épt a SZ listing, entrepreneurs
preferring to go public in HK also face tougher-pa@d post-monitoring pressures.
Following La Porta, Lopez-de-Silanes, Shleiffer,\@shny (LLSV) (1998) and La
Porta, Lopez-de-Silanes, & Shleifer (LLS) (2006) wnalyze the legal investor
protection framework in the HK stock market and med China’s SZ stock market
by comparing their company and security laws (seeeidix 1). In particular, we
examine whether the company law and securitiesdamtain the rules and rights
deemed by LLSV (1998) and LLS (2006) to be criticalprotecting shareholders’
rights. LLSV (1998) and LLS (2006)’'s samples botitluide HK but exclude
mainland China. We therefore use the HK data frdrtB\V. (1998) and LLS (2006)
and add scores for mainland China after hand-chgckis company law and
securities law. This comparison, in a similar approach to LLSVowh that the legal
protection of shareholders’ rights is more strirtgarHK than in mainland China.

3.3 Long-term future growth vs. short-term benefits

In terms of future growth prospects, a HK listinffecs advantages that cannot be
matched by a SZ IPO. The transaction costs theérynsiitutional economics
provides us with a detailed understanding of theaathges a HK listing will bring to
a firm. Hong Kong has far more efficient econommstitutions than mainland China.
The World Bank’s “Doing Business” report, which migi captures the institutional
environment of an economy by looking at topics sashthe entry barrier, investor
protection and contract enforcement, ranks Honggksewventh out of 155 economies
worldwide in 2006, while mainland China is ranked 9

As pointed out by North (1990), transaction coses directly determined by the
institutional constraints. Transaction costs, whiolainly consist of the costs of

measuring valuable attributes of what is being arged and the costs of policing

8 The Mann-Whitney test shows that high-growth firane significantly smaller in terms of total assets
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and enforcing agreements, will be low in an effitiestitutional environment. By
comparing firms from advanced industrial economvéh those from less developed
economies, he argues that an efficient institutiostaucture provides a larger
opportunity set for firms and facilitates the caigte pursuit of sustainable growth
and long-term benefits; on the contrary, with imeéint economic institutions, firms
will * tend to have short time horizons’.

The advantage for the firm of a better institutiostaucture as provided by a HK
listing takes various forms. On the one hand, aswvshby LLSV (1998), legal
institutions are the main determinant of a courdryeconomy’s financial market
development. As one of the world’s best financiarkets for investor protection
(LLSV, 1998), the size, liquidity, stability, angdlitical nature of the HK market
give listed firms an excellent base for seasomslances, M&A activities and the
introduction of strategic partnerships for futurewth.

Additionally, a HK listing helps the firm build artrengthen a reliable and stable
link with the international business community. Rligansaction costs resulting from
inefficient institutional structures are the maibstacle faced by firms from less
developed economies in establishing business saktiips with partners, customers,
and suppliers from advanced economies, and aredifmisnental to the firms’ long-
term growth. A HK listing will address this probleras the efficient institutional
environment in Hong Kong will help firms to “engage contracting which 1) has
reliability, 2) specifies the nature of the exchasi@s precisely as possible, and 3)
minimizes the potentiality of opportunism” and heremables “continuous production
and distribution and also enforcement of contradi§brth, 1987). One good
illustration is that a HK listing induces a betiteternal corporate governance structure,
which will help the firm gain more creditworthinegs the eyes of its investors,

suppliers, customers and all other stakeholders.

In summary, the choice of either a SZ or HK IPCaigleliberate entrepreneurial
decision. While the SZ option offers short-term abages (lower issuance costs,
higher IPO P/E and a looser regulation environmeyosing HK means entering a

better institutional environment with long-term adtages — entrepreneurial signaling.

° See Appendix 1 for details.
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Since the SZ second board was not opened until,26@4question remains of how
entrepreneurs could have anticipated these adwestdgrstly, the difference in
issuance costs and regulation between the two nsackeld have been easily learned
from consulting financial and legal experts. Sedpnentrepreneurs were also able to
anticipate the P/E ratio difference. The differenbetween the SZ and HK second
board markets described in this paper are consistéim the differences between the
SZ and HK main board markets. Except for the ssziirement, the SZ second board
market follows the same pattern as its main boaadket. Since the SZ main board
market was founded at the beginning of 1992, ergregurs interested in a SZ second
board IPO could well anticipate the implicationsao$Z vs. HK IPO on the IPO P/E
ratio, even before the official opening of the S¥a@nd board market. Thirdly, the
difference in institutional structure between Hokgng and mainland China was
common knowledge for virtually all entrepreneuafrmainland China at the time of

the listing decision.

4. Methodology, hypotheses and variables

We examine the features of an entrepreneurial fihmosing to be listed on a
“foreign” stock market (HK Stock Exchange) rathbarn the domestic stock market
(SZ Stock Exchange) by using univariate statistiod logistic regression analysis.

As we have argued, a HK IPO is not simply a sigoalexternal financing, but
also signals the entrepreneur’s views on his/lrer’'si long-term development in its
various aspects: financial, commercial and strate§rowsing prospectuses of HK
IPO firms provides us with supportive anecdotatlenice.

For example, CMA Logistics Co. Ltd. mentions thate" expect that as we
become more well known in the market following liséing of our H Shares on GEM,
we will be able to expand our customer portfoliathie automobile sector in China,
andin the longer term, globally.” Shandong Weigao Group Medical Polyr@er. Ltd.
expects that “in achieving its overall objectivaglancreasing its profitability and
competitiveness, the Directors may from time toetjparsue opportunities such as
acquisition, strategic alliances, joint venturesd/an co-operative agreements.”
Tianjin Teda Biomedical Engineering Co. Ltd. shatessame idea and wishes to use
its HK listing as ‘an opportunity to look for appropriate partners to assist in the
commercialisation of medical and health productsgitechnology in the Biomedical

Engineering discipline by making use of their @rigtdistribution network and
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production facilities.” For Jilin Province Huin&hanglong Bio-Pharmacy Co. Ltd.,
the objective is to “strengthen its sales and ntargenetwork and establish a sales
channel in Hong Kong.”

As discussed in the previous section, the condideraf these long-term future
benefits is not directly observable at the actunaé tof the IPO decision, and therefore
firm characteristics and behaviors around the IHIDbg used as proxies for future
benefits. These proxies are the industry of tha,fowner shareholdings, managerial
shareholdings, percentage of shares floated, amaddbioadependence. We present
below our hypotheses on the associations betweercdimpany’s features and its

choice of listing location.

4.1 Growth potential

In general, firms with greater growth potentiallvaié better able to exploit future
opportunities and thus create more value for thwiners. In the context of this study,
owners of firms with greater growth potential Wik more likely to pursue long-term
benefits because of the firm’s future prospectsii@ncontrary, owners of firms with
less growth potential are more likely to focus borsterm benefits. In their study on
European companies, Hursti and Maula (2007) firet thigh-tech firms are more
likely to opt for a foreign IPO, and conclude thaeeking an investor base that
‘understands’ the business of the IPO candidatété cited as the reason for listing
overseas.”

Generally speaking, firms belonging to high-tectiustries, such as IT, bio-tech,
and telecommunication, will have greater growtheptill than those belonging to
traditional industries. We therefore use the industf the firm as a proxy for its
growth potential.

H1: Mainland Chinese entrepreneurial firms belonging to industries with high
growth potential are more likely to list on the HK market, while their counterparts

listed in SZ will belong to more traditional heavy or light industries.

Since it is common policy on organized stock exgesnto segment the
markets between growing high-tech and traditiongifesses, it could be argued that
high-tech entrepreneurs have no choice but to dgigun HK. The decision could
also be explained by “industry trends” or certaiacement issues. Conversely, there

iS no economic reason to believe that traditiondlstries should have an automatic
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preference for SZ second board IPOs. The Shenztoek Exchange itself states that
the purpose of creating the second board was tlitdée equity financing for “high-
tech and high-growth small firms”

Apart from an industry dummy (belonging to the hgglowth potential industries,
or other industries), a firm’s historical saleswtio is also a commonly used proxy for
future growth. Since some of the firms in our saengd not provide their historical
sales growth rates, we use the industry dummy in moain regression and the

historical sales growth rate as an additional roiess check.

4.2 Owner shareholdings

The owner shareholdings represent his/her claithecofirm’s future cash flows.
Because of information asymmetry, owners know nadr@ut their firm than others.

The owner shareholdings can thus be seen as a fooilye owner’s confidence
in the firm's growth potential: the more sharesdhbl the owner, the higher the
owner’'s expectations of the firm’s future prospecks addition, large owner
shareholdings will better align the owner’s inténegh that of the firm’s, and this is
also favorable to the firm’s future growth (Lelandd Pyle, 1977). With a higher
level of shareholding, “the entrepreneur keepsduaiitrol of the firm and has efficient
incentives to exert effort” (de Bettignies and Btan 2006).

Consistent with this argument, other researcheesté€ and Van Auken, 1990)
have found that firms where entrepreneurs retairetdevels of equity at the time of
the IPO tend to perform worse than firms whereegrgneurs retain higher levels of
equity. IPO firms where CEOs retain relatively lesgiity post-IPO suggest a higher
degree of uncertainty about the firm’s long-termagmects (Daily et al., 2005). The
same goes for venture capitalists or other pre-lR@stors in the firm, because by
“retaining their share ownership, the venture edigils can provide assurance of
continued monitoring and can credibly signal thedlief in the firm’s prospects”
(Barry et al., 1990).

Therefore, owner shareholdings is our second pfoxw firm’s future long-term
benefits.

H2: Entrepreneurial firms with higher owner shareholdings are more likely to

chooseto list in HK.

9 The statement can be found on the Shenzhen StatlaBge website,
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4.3 Shares floated

There are two reasons that the percentage of shiasged is a proxy for the
firm’s future prospects. The first reason is simit® the argument for owner
shareholdings. The existing shareholders of ergreqrial firms are usually insiders
who have private information about the firm. Thetfthat they want to retain more
shares reflects their anticipation of the firm’duiie growth. Secondly, the fewer
shares floated, the less cash they can pocket &morfPO, which indicates that the
insiders care more about long-term benefits. Tloeeefwve predict that:

H3: In comparison with firms choosing SZ listing, entrepreneurial firms listed in

HK have a lower level of free-floating shares.

4.4 Managerial shareholdings

As pointed out by Jensen and Meckling (1976), affgshares to the management
team can reduce a firm’s agency costs. By aligtiweginterests of managers with the
interests of the firm, managerial shareholding \iakilitate long-run growth. This
leads us to expect that if the owner prefers largitbenefits, more shares will be
offered to the non-founding managers.

Therefore the fourth hypothesis is as follows:

H4: Entrepreneurial firms offering more shares to the management team are more

likely to choose HK listing.

4.5 Board independence

Corporate governance is important for a firm’s leog growth. Consistent with
Coffee (1999)’sbonding hypothesis, if a firm voluntarily chooses to adopt a higher
quality of governance, the immediate benefit ist th@e firm’'s credibility and
trustworthiness will be improved, which is impottdor the firm’s future growth.
With better credibility and trustworthiness, it iile easier for the firm to cooperate
with valuable business partners, strategic investorportant customers and suppliers,
and hence better exploit business opportunities.

A board comprised predominantly of outside dirextgrassumed to operate as a

signal that effective monitoring and control sysseane in place (Daily et al., 2005).

http://www.szse.cn/main/sme/ )
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We therefore conjecture that if an entrepreneufiah adopts higher quality
governance mechanisms, such as a more indepenakemk, his is an indication that
the owner cares more about greater future benefits.

Almost all stock exchanges have certain board ieddpnce requirements
applicable to all their firms, but firms committéal better corporate governance can
still voluntarily adopt a higher level of board emkendence than those requirements.
Therefore, we use thexcess board independence, i.e. the percentage of indigpén
directors beyond the exchange’s requirement, as a measure of higbality of
corporate governance.

H5: In comparison with firms choosing a SZ listing, entrepreneurial firmslisted in

HK are more likely to have a board with more independent directors.

4.6 Board size

Relatively larger boards are associated with hidginen performance in some
studies (Dalton et al., 1999) and with inferiorfpemance in others (Yermack, 1996).
The positive relationship is noticeably stronger $maller or entrepreneurial firms.
Consistent with these findings, researchers hase fdund that larger boards are
particularly beneficial for IPO firms (Certo et,&2001).

Thus, we predict that an entrepreneurial firm faogon future benefits will
set up a larger board, and hence HK-listed entnsumgal firms will tend to have
larger boards than SZ firms.

H6: In comparison with firms choosing a SZ listing, entrepreneurial firms
listed in HK are more likely to have a larger board.

4.7 Founder-manager

The founders of entrepreneurial firms are usudiy the managers of the firm.
However, as the firm grows, the owner’'s human edjpitay no longer be appropriate
for the firm’s further development. Introduction afprofessional manager becomes
necessary, particularly for entrepreneurial firmsoving to a new stage of
development through an IPO. Daily et al. (2005¥ fthat investment bankers may
assess founder-managed firms as having a higher déwincertainty than IPO firms
run by non-founder CEOs, since founder CEOs in fid@s are relatively untested
managers (Tashakori, 1980; Wat, 1983). Also, foumdsaften tend to be over-

optimistic (Cooper et al., 1988) and may apply tpsimism to their own managerial
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capabilities and their firm’s prospects for succéssa result, founder-run firms may
be perceived as having greater uncertainty (Cer&b.,€2001), but this is of course a
typical characteristic of being an entreprenediial.

Thus, although bringing in a professional manageusually necessary to
upgrade a firm’s organizational structure and sedci its post-IPO development,
over-confident entrepreneurial founders will beslesilling to hire a professional
manager, preferring to manage the firm themselVasrefore, our hypothesis is as
follows:

H7: Entrepreneurial firms run by a professional manager are more likely to choose
a HK listing.

4.8 Control variables
In this study, we also apply three commonly useatrod variablessize, leverage,
andage of the firm.

Although our study concerns only small entrepreiadirms, we still control
for size, since the existing literature finds larger coniparare more likely to be listed
in a foreign country when their domestic markets lmited (Saudagaran, 1988;
Pagano et al., 2002).

We also control for pre-IPQeverage, because Pagano, Roell, & Zechner
(2002) argue that the salient reason why a compaay need equity funding is to
carry out new investment programs, and the requireding is likely to be specially
large for companies that have already exhausteddabt capacity. In their empirical
study, they find that companies that cross-listrdse capital already have high
leverage before the cross-listing, other thingsdgeiqual.

Finally, we control for the pre-IP@ge of the firm, because of the regulatory
difference: a minimum period of 24 months in busses required for HK, but not in
SZ (see Table 1). The features and their proxiesyell as the regression equation,

are listed in Table 3.

[Insert Table 3 around here]

5. Sample Selection
We select all entrepreneurial firms in China thatntvpublic in HK and SZ
between 2000 and 2006. These IPOs are guided loyfthumding entrepreneurs or
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entrepreneurial teams (Certo et al., 2001). 73pnéneurial firms are currently listed
on the SZ second board market, and 50 mainlandeGaientrepreneurial firms are
listed on the HK second board market. These firorsttute our sample. We do not
include Chinese firms listed on the NASDAQ, becatisar IPOs are mostly driven
by their US private equity investors, so cannotdoemsidered to result from an
independent entrepreneurial decisfor\l the necessary data are hand-collected from
the IPO prospectus of each firm. Two HK-listed frrand one SZ-listed firm are
eliminated because of a lack of required data. firted sample includes 72 SZ-listed
and 48 HK-listed entrepreneurial firfs

Although the HK second board market opened in 1889its SZ counterpart only
officially opened in 2004, presumably the sampleCbiinese entrepreneurial firms
included in our study were already faced with theice of either HK or SZ as their
IPO market from as early as 2000. The Chinese gmetmeurial firms in our sample
were listed in HK from 2008. At that time, the future establishment of a secon
board market in SZ was already a certainty: Gaangiqdeputy chairman of the
China Securities Regulatory Commission, declaredMay 18, 2000 that the CSRC
planned to establish a second board Market, thatidviunction and be managed
according to international practice, by the endhefyear:* This market would lower
the size-based listing requirement and operate toted floating share basis. IPO
permission would be granted after a thorough, ieddpnt review by a commission
composed of market professionals, and its decissangd be based on the position of
the applicant and the market circumstances. Souwith the SZ second board market
was only opened in 2004, given that it takes a finnee years on average to prepare
for an IPO, these IPO entrepreneurial firms hadaaly been engaged in the process
for a while prior to the market opening. This issistent with the observation that
there was a disproportionate number of SZ IPOs idiaely after the opening of the
SZ second board (the data show 38 companies goiblicpn the SZ market during

1 Of the total 120 sample firms, only 24 have veatapital investors (VCs) as their shareholder. The
mean VC shareholding is 2.6%. In the robustnesgkcisection, we find the presence of a VC
shareholder has no impact on the firm’'s choicdP@ market (HK vs. SZ) in our sample.

2 The list of sample firms is available from thelars upon request.

3 The first Chinese mainland entrepreneurial firstelil on the Hong Kong second board was Beijing
Beida Jade Bird Universal Sci-Tech Co Ltd on July 2000. Only three of the 48 HK-listed firms
were listed before the end of 2000.

4 people's Daily, May 20, 2000.
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the first four months after its opening), alonghnét greater average age for SZ IPO
firms.

Nonetheless, to counter any remaining charge dadcteh bias, in our final
robustness checks, we show that our results restable if we exclude the firms
listed in HK before 2004.

6. Results

6.1 Univariate analysis
We first present summary statistics of our explanavariables and control variables
for HK-listed companies and SZ-listed companiesxtNee compare those variables
between the two groups, using simple t-tests ofrmea non-parametric tests to

detect any significant difference.

[Insert Table 4 around here]

Summary statistics are reported in table 4. Nomynab rejected for all
variables by skewness and kurtosis tests. Therefeeeonly conduct the Mann-
Whitney test to examine equality between the véemlof the two sample groups.
There are some significant differences betweernctdmpanies listed in SZ and HK.
The results on industry show that the majority led tompanies listed on the HK
second board market are high-tech and service coegawhile most SZ-listed
companies are in traditional light or heavy indiestr The second difference concerns
the percentage of shares floated. The rank sunceesirms that SZ-listed companies
free float more shares than HK-listed companiesthieumore, HK-listed companies’
board independence above the minimum requiremesigmsficantly higher than that
of SZ-listed companies.

The average value of SZ-listed companies’ totaétass RMB 485 million,
compared with an average of RMB 213 million for Hg&ted companies. However, in
terms of financial leverage, there is no significdifference between the two sub-
samples.

With regard to other variables, we see that mordiS&d companies have
their founders as CEO and HK-listed companies ayeifcantly younger than SZ-

listed companies.
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6.2 Logistic regressions

We now conduct a logistic regression on the whaleEe. The dependent
variable is a one-zero variable indicating whettner firm is listed on the HK stock
market (1) or not (0). The independent variables the explanatory variables and
control variables discussed above. By observinglitections and significance of the
explanatory variables, we are able to examine wheehures are associated with a

company’s choice to list on the ‘foreign’ HK stoglarket.

[Insert Table 5 around here]

Table 5 shows some quite significant results. KirdtK-listed entrepreneurial
firms are more likely to come from industries witigh growth potential, while firms
undertaking a SZ IPO are mainly from traditionalawe or light industries,
(supporting H1), showing that owners of companiék Wwetter future prospects are
more likely to choose a foreign listing in ordetbietter pursue futurebenefits.

As far as ownership structure is concerned, Hkedlsentrepreneurial firms have
significantly higher pre-IPO ownership concentratiand offer less free-floated
shares to the market than their SZ-listed countesgaupporting Hypotheses H2 and
H3). This is consistent with our argument thatirete greater levels of ownership in
the companies indicates that the companies’ owrsrd insiders have more
confidence in the companies’ future growth, anceaaore about long—run benefits;
and therefore are more likely to choose a foregfing instead of a domestic listing.

Last but not least, regarding corporate governaaspeects, the importance of
independent board members is highly significargrehare more independent board
members in HK-listed entrepreneurial firms (suppgrtH5). This result shows that
companies choosing a HK listing will also adoptighler quality of governance to
improve their credibility and trustworthiness, whiis important in enabling the firm
to exploit business opportunities to the full.

For other explanatory variables, the coefficiente @nsignificant, but their
directions are consistent with our hypotheses. \&& that companies which offer
more shares to management, have larger board$eaedprofessional managers, are
more likely to choose a HK listing.

The significant control variables are size and lage: HK-listed firms are smaller

and more leveraged than firms choosing a SZ listing
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7. Robustness Checks

Before confirming the findings of this study, weedeto conduct several robustness
checks: the time lag between the opening of theaH& SZ second board markets, the
size effect, controls for financial performanceealative proxies for growth potential

and ownership concentration, and backing, if agydnture capital investors (VCs).

7.1 Time lag between the opening of the HK and SZ second board markets

One fact suspected of causing bias in our ressiltedt the SZ second board
market opened in 2004, but the HK second board etangened in 1999. This raises
the question of whether HK-listed firms had anyl ideice before 2004 of where to
carry out their IPO. As we argued before, investsswell as entrepreneurs could
reasonably have anticipated all the relevant cast$ benefits of a SZ listing. In
addition, SZ-listed companies have all undergoneawrage three years’ pre-IPO
tutorship period, which means that the SZ market imgpreparation from 2001, and
from that time all our sample firms facedl@facto choice between the two markets.
This position is supported by the fact that thees & disproportionate number of SZ
IPOs immediately after the opening of the SZ ma(B8t companies went public on
the SZ market during its first 4 months of opena)jdout although this may reduce the
bias, a final robustness check is still neces3afy.thus exclude any firms that went
public on the HK market “too early” for a real cheibetween HK and SZ to have
been available to them.

Elimination of firms which carried out an IPO inetfHK market before 2004
(28 firms in all) brings the sample size down to f@Zns. The result of the logit
regression is reported in Table 6. Visibly, theutssremain largely unchanged, i.e.,
firms choosing the HK second board market for tihe® are more likely to be in a
high-growth industry, with higher ownership concation, intending to float fewer

shares, and with higher board independence.

[Insert Table 6 around here]

7.2 Size effect
Another fact that may bias our previous findingsthat HK-listed firms are

smaller than SZ-listed firms, as shown in Table f4sommary statistics. This is
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caused by the difference in the two markets’ Igthequirements. The SZ market
requires intended firms to have Equity of no ldesmtRMB 50 million, while the HK
market requires that Total Assets should be no tkas HK$ 50 million. The
requirements of the two markets are not compardblgthermore, as shown in
summary statistics, HK firms are smaller than S&8§, so it is very likely that some
HK companies may be too small to meet the requindsnef the SZ market, while
some SZ firms are too large for the HK exchange.théeefore consider it necessary
to perform a robustness check on the sub-sampleonfpanies meeting the
requirements of both exchanges. This sub-samgtensed in the following way. We
first select the SZ-listed companies with the sestllequity value and HK-listed
companies with the largest equity value. Then wipdhose HK firms whose equity
value is smaller than the smallest SZ firm, andfiBds whose equity value is larger
than the largest HK firm. We are left with 98 com@s acceptable to both exchanges
in terms of equity. Logit regressions on these swb-samples give results similar to

those for the entire sample. The results are regant Table 7.

[Insert Table 7 around here]

In the same way, we form another sub-sample cantai®5 firms whose total
assets are acceptable to both exchanges. Logésggns on that sample again yield
similar results. To save space, the results arergorted in this paper, but are

available from the authors on request.

7.3 Control for financial performance

Financial performance may also matter when firnmoske which stock market to
use for an IPO. The intuition is that firms withtiee financial performance may
choose a foreign listing. To test this intuitionfimancial performance variable is
added in the logit regression model. However, naaidIChina’s listing companies are
well-known for their financiapackaging before an IPO, and the reported profit may
be higher than the actual level (Aharony et alQ®0In our sample, the mean ROA
of SZ-listed firms is 9.8%, while it is 9.6% for Hlisted firms.

Although we are aware that the inclusion of a fmahperformance variable

may be misleading, we nevertheless add it as astobsis check to control for the

influence of financial performance. Table 8 repdhts results of the logit regression
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when ROA is added. The ROA coefficient is insigrafit, indicating that there is no
significant difference in performance between the sub-samples. We also see that
the main results are still unchanged after contrglfor the influence of financial
performance. When ROA is substituted by ROE, weaiobsimilar results (not
reported here).

[Insert Table 8 around here]

7.4 Alternative proxy for growth potential

In our study, we argue that entrepreneurial firnith \greater growth potential
tend to carry out their IPOs in the HK market. Weg use industry classification as a
proxy for growth potential. The logit regressiorogis that firms belonging to high-
tech industries, such as IT, biotech and modevicges, are more likely to choose a
HK second board listing. However, industry classifion is a relatively rough proxy
for growth potential. In the extant literature,tbrscal sales growth, R&D expenditure,
and capital investment are used as direct measirgsowth potential, but R&D
expenditure and capital investment are not avaldidm the prospectuses of our
sample firms, and historical sales data are ondjlavle for 93 firms. Therefore, we
only use the sales growth rate from three years poithe IPO to the last year prior to
the IPO to measure growth potential as a robustclessk. Table 9 reports the logit
regression results in which industry classificati@substituted by the historical sales
growth rate. As we see, the results are largelysdmae. The historical sales growth
rate coefficient is positive and significant, ingling that firms with greater growth
potential choose to undertake an IPO in HK.

[Insert Table 9 around here]

7.5 Control for VC-backing

To finance their growth, entrepreneurial firms halvequently turned to
venture capital investors (VCs), who have been shimiprovide not only money, but
also often valuable hands-on help and expertisgriing new ventures into successes
(Maula et al.,, 2006). The presence of a VC may l® an important factor
influencing entrepreneurial firms’ decisions ovenether and where to proceed with

an IPO. For the HK firms, 13 out of 48 have VCsshareholders and the average
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percentage of VCs’ shareholdings is 3.9%. Of th&SZ2firms, 11 firms have shares
held by VCs, with a 1.7% average percentage shhlielgo This difference may be
taken to suggest our previous results are distdryeaimitted variables. Therefore, we
control for the presence of a VC as a robustnesskch

We do this by adding a dummy variable equal to ibrtkere is a VC as a
shareholder for a sample firm. We do not distingwidether or not the VC is foreign,
because only one firm in the sample (listed in HK$ a foreign VC as a shareholder.
The regression results are presented in Table HOs¥¢é that the coefficient of the
dummy VC is negative and insignificant while theredtion, magnitude and
significance of their coefficients for all otherriables remain largely unchanged. We
substitute the dummy with the VC’s percentage di@ding and obtain similar

results (not reported here).

[Insert Table 10 around here]

7.6 Alternative measures of ownership concentration

We also examine whether the main results are rolostdifferent
operationalizations of ownership concentration. Mge two different measures: (1)
the sum of the top five largest shareholdings; @)dhe Herfindahl index of the top
five largest shareholdings. Panels A and B of Tdlleeport the results. We see that
ownership concentration is still significantly pidgely associated with the likelihood

of HK listing. For other variables, the results Emgely unchanged.

[Insert Table 11 around here]

8. Discussion and summary

In this paper, we analyze a stock listing as ameen¢éneurial decision, and
interpret the choice of IPO location as entrepreiaésignaling. We take a strategic
perspective, focusing on ex ante features of fifphsrsti and Maula, 2007) choosing
a HK second board listing. We find that the IPOakimn decision is driven not only
by short-term financial considerations (low issteanosts, high issuing P/E ratio, etc.),
but also by the entrepreneur’s pursuit of long-tdremefits. Listing in an economy

with better institutional structure involves loweansaction cost and more business
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opportunities for the firm (North, 1990) and henséeneficial for the firm’s long-
term growth. By comparing the mainland Chineseegméneurial firms listed in HK
with those choosing a domestic listing (SZ secomdrth market), we provide
empirical evidence supporting our claims.

We show that firms opting for a foreign listing ¢me HK second board
market have higher growth potential, higher foundemnership, sell less equity to
outside shareholders, and have relatively morepiedéent directors than their SZ-
listed counterparts. Our results remain stableutinout several robustness checks
focusing on the time lag between the openings ef HiK and SZ markets, size
differences, controls for financial performance aedture-capital backing, and using
alternative measures of growth potential and ownpreoncentration. Based on our
results, we interpret the decision to list in HK as entrepreneurial signal that
management is committed to pursue further growtierathan a quick sell-out after
the IPO. In the same vein as Hursti and Maula (200dr study is one of the few to
take “the perspective of entrepreneurial ventureg [n addition to some of the
finance-related determinants examined by earlietiss”.

Although our study covers only China, we believesitalso of relevance to
entrepreneurial firms in other emerging marketsstFof all, the situation described
(young entrepreneurial firms in an illiquid market)quite common in other emerging
markets, which means that entrepreneurs in otherging countries are facing the
same dilemma in their IPO decision as their Chireaeterparts: whether to stay at
home or venture further abroad. Second, becauigeainusually high P/E ratios in
China, we have a unique dataset to test long-texnshort-term considerations, since
we are able to isolate the long-term benefits iaheto a HK-listing decision.

We extend the extant IPO literature in two wayssthi, whereas previous studies
mainly look at the financial aspects of foreigrtifig, our paper takes both financial
and strategic aspects into consideration. We slhat ih certain circumstances, for
firms from an emerging market, the decision of wleetto opt for a domestic listing
or a foreign listing is a trade-off between shernt financial benefits and long-term
strategic benefits. Our paper thus enriches tlezaliire on the choice of foreign
listing. Secondly, to the best of the authors’ kiemlge, this is the first paper to
examine IPO location decisions made by entrepréslefirms from emerging
markets. We show that although the lack of an iefficinstitutional environment is a

major obstacle to the long-run development of yowmgrepreneurial firms from
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emerging economies, those entrepreneurial firms @aoumvent this problem by
opting for a foreign listing. Our study thus enhesmanderstanding of the mechanisms
supporting the long-run growth of entrepreneuiiah$ from emerging economies.

This study shows that the main motivation drivinmugg entrepreneurial firms
from emerging economies to choose a foreign list;ighe search for an efficient
institutional environment which will be beneficialr the firms’ long-run growth. The
sustainable growth of young entrepreneurial firmispecially important for emerging
economies, and our results yield important polioplications for the governments of
such economies. An effective way to facilitate ginewth of small firms is to enhance
the domestic institutional infrastructure in termof property rights and contract
enforcement, which eventually lowers transactiost€@nd enables firms to operate
in the perspective of a long time-horizon. Furtherey as foreign listing may not be
suitable for most entrepreneurial firms and entadissiderable costs (e.g. less capital
raised and high issuance costs), an efficient domasstitutional infrastructure can
benefit more firms at lower cost.

We acknowledge that the current study has selierdgations, which also open
up directions for future research. Firstly, thippauses a sample to separate the
financial benefits and strategic benefits in orttetest the entrepreneurial signaling
hypothesis. To preserve the objectivity of a quatitie analysis, we use information
from the prospectus only, and therefore only take account indirect measures of
entrepreneurs’ preferences for short-term and teng- benefits. Further studies
could directly examine entrepreneurs’ motivationl amentions through face-to-face
interviews or a questionnaire survey approach. s#gp given our limited sample
period, we are unable to observe the post-IPO padnce of the sample firms, and it
would be interesting to test the subsequent eftdct foreign listing on firm
performance in comparison with a domestic listifigird, this study focuses on
entrepreneurial firms from a single emerging ecopo@hina. Future research could

extend the approach to other emerging economies.
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Appendix 1*;

Table A compares company law between Hong Kongnaaidland China. As
suggested by LLSV (1998), we focus on seven ruldsrights of company law.

Table A: Comparison of Company law

Shareholder rights Mainland China Hong Kong
One-share-one-vote 1 0
Proxy-by-mail allowed 0 1

Shares not blocked before meeting 0 1
Cumulative voting 0 0
Oppressed Minority 0 1
Preemptive right to new issues 1 1
Percentage of share capital to call an 1 1
extraordinary shareholder meeting

Total 3 5

~NOoO O~ WNPRE

LLS (2006) use several categories, each comprsengral variables, to capture the
effectiveness of the securities law.

Table B: Comparison of Securities law

Shareholder rights Mainland China Hong Kong
1 Prospectus 0 1
2 Compensation 1 0.5
3 Shareholders 1 1
4 Inside ownership 1 1
5 Irregular contracts 0 1
6 Transactions 1 1
Subtotal Disclosure requirements 4 5.5
Liability standard for issuer and its 2/3 2/3
directors
8 Liability standard for distributor 2/3 2/3
9 Liability standard for accountants 2/3 2/3
Subtotal Liability standard 2 2
10 Appointment 0 0
11 Tenure 0 0
12 Focus 1 1
Subtotal Supervisor’'s Characteristics 2 2
13 Rule-making power 1 1
Subtotal Rule-making power 1 1
14 Document 1 1
15 Witness 1 1
Subtotal Investigative powers 2 2
16 Orders Issuers 1 1
17 Orders Distributor 1 1
18 Orders Accountant 1 1
Subtotal Orders 3 3
19 Criminal Director/officer 0.5 1
20 Criminal Distributor 0.5 1
21 Criminal Accountant 0.5 1
Subtotal Criminal 15 3
Total 14.5 175

15 please refer to LLSV(1997) and LLS(2006) for dstai
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Table 1: Listing requirementsin SZ and HK second board markets

Listing requirement

SZ

HK

Sze

Equity>=RMB 50 million

Active business pursuits fibie
last 24 months or

Active business pursuits for not
less than 12 months & sales of
not less than HK$50 million in
the last 12 months & total asse
of not less than HK$50 million

[S

Free float

Minimum 25%

Minimum 25%

Independent directors

Minimum 33.3% of all
members

Minimum 2 independent
directors

Tutorship period

3 years

none
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Table2: Comparison of the PO P/E ratio between SZ and HK firms

Panel A: All firms with IPO P/E available

Variable | Mean | p50 P value of Mann-Whitney test

SZ firms | 19.19 | 19.20 <0.01***

HK firms | 13.02 | 9.74

Panel B: SZ and HK firms belonging to “high grovgtbtential” industries

variable mean p50 P value of Mann-Whitney t

D

SZ high-growth firms 18.49 19.23 | <0.01***

HK high-growth firms 13.99 10.63




Table 3: Variablelist and regression equation

Name of the Proxies
variable

1, if the company belongs to Hi-tech,

. _ Biotech, Pharmaceutical or service; 0 if the
Growth potential new_indu ..

company belongs to traditional heavy of

light industry

Owner shareholdingg first_before | 1%'largest (owner) shareholding before IPO

Shares floated share_float Shareholding percentage floated

Managerial . : :
shareholdings managerial Managerial shareholdings after IPO

(Number of independent board members|—

Board independence independent | minimum required by the regulation)/tota
number of board members

Board size board_size | Total number of board members
Founder-Manager ceo founder Whether the CEO is the founder at time |of
- IPO (0,1)
Size In_asset Ln total assets
Control | Leverage lev_asset Total liabilities/Total Assets
variables | Age of the Age fi Age of the firm in number of years before
firm ge_firm IPO

Logistic regression:
ForeignListing = a, + a,new_indu + a, first _before+ a,share_ float + a,managerial + a.independent

+agboard _size+ a,ceo_ founder + azControl _Variables+ &

The dependent variabkoreignListing is a dummy variable, equal to 1 if the firm is
listed in HK and O if it is listed in SZ.
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Table 4: Summary statistics of explanatory variables and control variables

SZ HK Mann-Whitney
test
Mean median Mean median P value
New_indu 0.192 0.000 0.688 1.000 <0.Q1x***
first_before 0.551 0.530 0.555 0.528 0.989
share_float 0.310 0.290 0.288 0.280 0.042**
Managerial 0.177 0.087 0.185 0.033 0.834
independence 0.021 0.000 0.080 0.091 0.004****
board_size 9.417 9.000 9.083 9.000 0.306
ceo_founder 0.384 0.000 0.354 0.000 0.745
Total_assets (in RMB 485 351 213 160  <0.01%*
million)
Total leverage 0.534 0.542 0.484 0.498 0.073*
Age_firm 5.068 4.000 3.354 3.000 <0.01***

! We adjust the percentage of independence usinipitbeing method. For SZ-listed companies, the imimm requirement on board
independence is one third, and for our adjustmenswubtract 33.33% from each firm’s percentage ofdoalependence. For HK-listed
companies, the minimum requirement is 2 independieettors. The adjusted independence is calcukd@iumber of independent directors-

2)/total number of directors.

% This variable is in RMB. For Hong Kong-listed coamies, the prospectus data are in HK$. We applypffial exchange rate between HK$

and RMB, which is 1:1.07.
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Table5: Logit regression results

Number of observations = 120
Pseudo R2 = 0.533
variables Coef. Std. Err. z P>z [95% Conf. | Interval]
first_before 4.54 1.81 251 0.01 0.99 8.10
share_float -13.98 6.50 -2.15 0.03 -26.72 -1.23
managerial 0.68 1.58 0.43 0.67 -2.42 3.79
independent 18.32 5.67 3.23 0.00 7.21 29.43
board_size 0.04 0.17 0.21 0.84 -0.30 0.37
ceo_founder -1.14 0.77 -1.48 0.14 -2.65 0.37
In_asset -2.99 0.81 -3.68 0.00 -4.58 -1.40
lev_asset 6.14 3.03 2.03 0.04 0.20 12.08
age_firm -0.07 0.15 -0.49 0.63 -0.37 0.22
_cons 54.78 14.98 3.66 0.00 2541 84.15

new indu 1 if the company belongs to Hi-tech, Biotech, Pterautical or service; 0O if the

- company belongs to traditional heavy or light irtdys

first_before 1% largest shareholding before the IPO

share_float Shareholding percentage floated

managerial Managerial shareholdings after the IPO

independent (Number of independent board members — minimumireduy the

P regulation)/total number of board members

board_size Total number of board members

ceo_founder Whether the CEO is the founder at time of the IBQ)(

In_asset Ln total assets

lev_asset Total liabilities/Total Assets

Age_firm Age of the firm in number of years before the IPO
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Table 6 Logit regression on sub-sample including firms that undertook their PO during 2004-2006

Number of obs = 92

Pseudo R2 = 0.6P

Variables Coef. Std. Err. |z P>z [95% Conf. | Interval]
new_indu 2.70 1.58 1.71 0.09 -0.39 5.79
first_before 8.07 3.84 2.10 0.04 0.54 15.61
share_float -7.14 11.69 -0.61] 0.54 -30.04 as.7
managerial 4.07 2.85 1.43 0.15 -1.51 9.65
independent 27.03 9.36 2.89 0.00 8.69 45.38
board_size 0.12 0.34 0.34 0.73 -0.55 0.79
ceo_founder -1.80 1.55 -1.16 0.25 -4.84 1.24
In_asset -3.19 1.52 -2.10 0.04 -6.17 -0.21
lev_asset 6.48 4.80 1.35 0.18 -2.92 15.88
age_firm -0.36 0.55 -0.66 0.51 -1.43 0.71
_cons 52.30 27.17 1.92 0.05 -0.97 105.56

new indu 1 if the company belongs to Hi-tech, Biotech, Prereutical or service; 0 if the

- company belongs to traditional heavy or light irtdys

first_before 1st largest shareholding before the IPO

share_float Shareholding percentage floated

managerial Managerial shareholdings after the IPO

independent (Number of independent board members — minimumireduy the

P regulation)/total number of board members

board_size Total number of board members

ceo_founder Whether the CEO is the founder at time of the IPQ)(

In_asset Ln total assets

lev_asset Total liabilities/Total Assets

Age_firm Age of the firm in number of years before the IPO
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Table 7 Logit regression on areduced sample of firmswhose equity sizeis accepted by I PO requirementsin both HK and SZ

Number of obs = 98
Pseudo R2 = 0.42
Variables Coef. Std. Error z P>|z| [95% Conf. | Interval]
new_indu 2.04 0.72 283 0.01 0.63 3.45
first_before 3.84 1.86 2.06 0.04 0.18 7.49
share_float -12.90 6.52 -1.98 0.05 -25.68 -0.13
managerial -0.08 1.63 -0.05 0.96 -3.26 3.11
independent 18.14 5.81 3.12 0.00 6.76 29.52
board_size 0.07 0.18 0.37 0.71 -0.28 0.41
ceo_founder -1.14 0.77 -1.48 0.14 -2.66 0.37
In_asset -2.37 0.86 -2.74 0.01 -4.06 -0.67
lev_asset 4.95 3.14 1.58 0.12 -1.21 11.11
age_firm -0.04 0.15 -0.29 0.77 -0.33 0.25
_cons 42.93 15.85 271 0.01 11.87 73.99
. 1 if the company belongs to Hi-tech, Biotech, Prereutical or service; 0 if the
new_indu

first_before
share_float
managerial

independent

board_size
ceo_founder
In_asset
lev_asset
Age_firm

company belongs to traditional heavy or light irtdyis
1st largest shareholding before the IPO
Shareholding percentage floated

Managerial shareholdings after the IPO

(Number of independent board members — minimumireduy the
regulation)/total number of board members

Total number of board members

Whether the CEO is the founder at time of the IPQ)(
Ln total assets

Total liabilities/Total Assets

Age of the firm in number of years before the IPO

37



Table 8 Logit regression including financial performance (measured by ROA)

Number of obs = 120
Pseudo R2 = 0.54
Variables Coef. Std. Error z P>|z| [95% Conf. | Interval]
new_indu 1.99 0.73 271 |0.01 0.55 3.42
first_before 4.04 1.89 2.13 |0.03 0.33 7.75
share_float -15.17 6.77 -2.24 | 0.03 -28.44 -1.91
managerial 1.25 1.65 0.76 | 0.45 -1.98 4.49
independent 19.69 5.94 3.31 |0.00 8.04 31.33
board_size 0.06 0.18 0.31 | 0.75 -0.29 0.40
ceo_founder -1.23 0.78 -1.58 | 0.11 -2.75 0.30
In_asset -3.11 0.82 -3.77 | 0.00 -4.72 -1.49
lev_asset 4.60 3.17 145 |0.15 -1.61 10.81
age_firm 0.00 0.16 -0.02 | 0.99 -0.31 0.31
ROA -10.10 7.54 -1.34 | 0.18 -24.89 4.68
_cons 58.93 15.46 3.81 | 0.00 28.63 89.22

new indu 1 if the company belongg to Hi-tech, Biotgch, _lemmtical or service; 0 if the

- company belongs to traditional heavy or light indys

first_before 1* largest shareholding before the IPO

share float Shareholding percentage floated

managerial Managerial shareholdings after the IPO

independent (Numbgr of independent board members — minimumireduy the

regulation)/total number of board members

board_size Total number of board members

ceo_founder Whether the CEO is the founder at time of IPO (0,1)

In_asset Ln total assets

lev_asset Total liabilities/Total Assets

Age_firm Age of the firm in number of years before the IPO

ROA Net income/total assets
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Table 9 Logit regression with sale growth as measure of growth potential

Number of obs = 93
Pseudo R2 = 0.49
Variables Coef. Std. Error z P>|z| [95% Conf. | Interval]
Sales_growth 1.23 0.63 1.95 | 0.05 -0.01 2.46
first_before 3.34 2.13 1.57 |0.12 -0.83 7.52
share_float -16.05 8.86 -1.81 | 0.07 -33.41 1.31
managerial 0.85 1.94 0.44 | 0.66 -2.95 4.65
independent 15.15 6.21 2.44 |0.02 2.98 27.32
board_size -0.34 0.25 -1.37 | 0.17 -0.83 0.15
ceo_founder -0.22 0.88 -0.25 | 0.80 -1.94 1.50
In_asset -2.74 1.02 -2.69 | 0.01 -4.73 -0.74
lev_asset 2.18 3.35 0.65 | 0.52 -4.39 8.75
age_firm -0.11 0.17 -0.67 | 0.50 -0.44 0.22
_cons 55.53 19.27 2.88 | 0.00 17.77 93.30

Sales_growth Igpr(())Mh rate of annual sales from three years paidPO to the last year prior to

first_before 1% largest shareholding before the IPO

share float Shareholding percentage floated

managerial Managerial shareholdings after the IPO

. (Number of independent board members — minimumired by the

independent regulation)/total number of board members

board_size Total number of board members

ceo_founder Whether the CEO is the founder at time of the IPQ)(

In_asset Ln total assets

lev_asset Total liabilities/Total Assets

Age_firm Age of the firm in number of years
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Table 10 L ogit regression including the presence of VC shareholders

Number of obs = 120
Pseudo R2 = 0.53
Variables Coef. Std. Error z P>|z| [95% Conf. | Interval]
new_indu 1.99 0.72 277 |0.01 0.58 3.40
first_before 4.46 1.86 2.39 |0.02 0.81 8.11
share_float -13.90 6.53 -2.13 | 0.03 -26.70 -1.09
managerial 0.66 1.59 0.42 |0.68 -2.45 3.77
independent 18.40 5.69 3.23 | 0.00 7.24 29.56
board_size 0.04 0.17 0.23 |0.82 -0.30 0.38
ceo_founder -1.14 0.77 -1.48 | 0.14 -2.65 0.37
In_asset -3.01 0.82 -3.67 | 0.00 -4.62 -1.40
lev_asset 6.15 3.03 2.03 | 0.04 0.20 12.10
age_firm -0.07 0.15 -0.49 | 0.63 -0.37 0.22
VC -0.15 0.78 -0.19 | 0.85 -1.68 1.37
_cons 55.16 15.18 3.63 | 0.00 2541 84.91

new indu 1 if the company belongg to Hi-tech, Biotgch, _lemmtical or service; 0 if the

- company belongs to traditional heavy or light indys

first_before 1* largest shareholding before the IPO

share float Shareholding percentage floated

managerial Managerial shareholdings after the IPO

independent (Numbgr of independent board members — minimumireduy the

regulation)/total number of board members

board_size Total number of board members

ceo_founder Whether the CEO is the founder at time of the IBQ)(

In_asset Ln total assets

lev_asset Total liabilities/Total Assets

Age_firm Age of the firm in number of years before the IPO

VC Dummy variable equal to one if there is one or mMé@eshareholders.




Table 11 Robustness check for alter native measur es of owner ship concentration

Panel A: Ownership concentration measured by thedtop five largest
shareholdings

Number of obs = 120
Pseudo R2 = 0.52
vl Coef. Std. z P>z [95% Conf, Interval]
Err.
new_indu 1.86 0.68 2.76 0.01 0.54 3.19
Topfive_beforeg 8.12 3.76 2.16 0.03 0.74 15.49
share_float -12.10 6.24 -1.94 0.05 -24.33 0.12
managerial 1.08 1.59 0.68 0.50 -2.03 4.19
independent 19.97 5.79 3.45 0.00 8.62 31.32
board_size 0.11 0.18 0.62 0.54 -0.24 0.46
ceo_founder -1.11 0.74 -1.49 0.14 -2.57 0.35
In_asset -2.61 0.77 -3.38 0.00 -4.12 -1.09
lev_asset 4.71 2.84 1.66 0.10 -0.86 10.28
age_firm -0.10 0.14 -0.70 0.49 -0.37 0.18
_cons 41.80 14.26 2.93 0.00 13.85 69.75
ind 1 if the company belongs to Hi-tech, Biotech, Prereutical or service; 0 if the
new_indu company belongs to traditional heavy or light irtdys
Topfive_before Sum of top five largest shareholdings before th@ IP
share_float Shareholding percentage floated
managerial Managerial shareholdings after the IPO
independent (Number of independent board members — minimumired by the
indep regulation)/total number of board members
board_size Total number of board members
ceo_founder Whether the CEO is the founder at time of the IBQ)(
In_asset Ln total assets
lev_asset Total liabilities/Total Assets
Age_firm Age of the firm in number of years before the IPO
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Panel B: Ownership concentration measured by thiértdahl index of top five

largest shareholdings

Number of obs = 120
Pseudo R2 = 0.55
vl Coef. | Std. z P>z [95% Interval]
Err. Conf.
new_indu 2.00 0.72 2.76 0.01 0.58 3.42
Hirfindahl_topfive| 5.03 1.77 2.84 0.01 1.56 @B.5
share_float -14.16  6.57 -2.16 0.08 -27.03 -1.29
managerial 1.19 1.65 0.72 0.4Y -2.0% 4.42
independent 18.80 | 5.84 3.22 0.00 7.36 30.23
board_size 0.04 0.17 0.23 0.82 -0.30 0.38
ceo_founder -1.30 0.81 -1.60 0.11 -2.88 0.29
In_asset -3.18] 0.85 -3.74 0.00 -4.84 -1.51]
lev_asset 6.23 3.07 2.03 0.04 0.21 12.26
age_firm -0.04| 0.15 -0.26 0.79 -0.34 0.26
_cons 58.60] 15.68 3.74 0.00 27.87 89.33
. 1 if the company belongs to Hi-tech, Biotech, Ptereutical or service; O if
new_indu

Herfindahl_topfive

share_float
managerial

independent

board_size
ceo_founder
In_asset
lev_asset
Age_firm

the company belongs to traditional heavy or ligilustry
The Herfindahl index of top five largest sharehotgti before IPO (sum of
square of top five largest shareholdings)
Shareholding percentage floated
Managerial shareholdings after the IPO
(Number of independent board members — minimumirediy the
regulation)/total number of board members
Total number of board members
Whether the CEO is the founder at time of the IPQ)(
Ln total assets
Total liabilities/Total Assets
Age of the firm in number of years before the IPO
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