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1. Introduction

he debate of relation between firm’s equity financ-

ing activities, including seasonal equity offering

(SEO), stock merger, stock repurchase, etc., and
its capital market performance exists in academia as well
as industry for a long time. Numerous of literature sum-
marizes the mispricing story behind equity issuance, but
in different directions. Some scholars argue the market
timing hypothesis stating that firms prefer to equity fi-
nancing when it is overvalued. A CEO survey by Graham
and Harvey (2001) shows that valuation of the firm has
an important impact on equity financing decision-making
process. After the examination of capital structure and
market value, Baker and Wurgler (2002) show that firms
tend to issue equity instead of debt when market value is
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Our research on private placement of equity on China capital market
reveals that firms prefer to equity financing when their stock price is
overvalued and investor sentiment is high, following the market timing
hypothesis. However, after private issuance, we document a significant
positive abnormal return within three years. We believe firms choose to
polish their financial statement before the exit of institutional investors
and controlling shareholders. Through manipulation of discretional accru-
als, firms improve the profitability and market valuation, and help institu-
tional investors and controlling shareholders obtain the abnormal return
after private placement of equity. Nevertheless, such manipulation cannot
be sustained and will do harm to other investors in the long-term.

high and tend to repurchase equity when market value is
low. Moreover, Loughran and Ritter (1995, 1997) , Mc-
Lean, Pontiff, and Watanabe (2009) suggests a negative
abnormal return after equity issuance, which is similar
in a stock merger scenario (Loughran and Vijh (1997)),
while Ikenberry, Lakonishok, and Vermaelen (1995, 2000)
argue a positive long term stock performance after an-
nouncement of stock repurchase. Pontiff and Woodgate
(2008) find out that share issuance is strongly negatively
related to share issuance measures, using both Stephens
and Weisbach (1998) and Daniel and Titman (2006) meth-
ods, so that SEO, stock merger and stock repurchase have
return predict power and support the market timing hy-
pothesis.

On the other hand, some scholars try to explain
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cross-sectional stock return by investor sentiment the-
ory. Unlike classical finance theory, investor sentiment
regards investors’ irrationality as a risk factor which may
have significant impact on stock cross-sectional return.
Baker and Wurgler (2006) find out that a broad range of
market sentiment measures have significant effects on the
cross-section of stock prices. Since there is no definitive
or uncontroversial measure of sentiment, they construct
a composite index of sentiment (Baker and Wurgler Sen-
timent Index) that is based on the common variation in
six underlying proxies for sentiment: the closed-end fund
discount, NYSE share turnover, the number and average
first-day returns on IPOs, the equity share in new issues,
and the dividend premium. McLean and Zhao (2014) use
their approach and argue that investor sentiment affects
external financing decision and its cost.

Inspired by them, in this paper, we are trying to inves-
tigate the logic beneath the share issuance activity, espe-
cially SEO, in China market. The market timing hypoth-
esis of equity issuance is based upon three assumptions:
Firstly, there exists information asymmetry between
the firm and outside investors; Secondly, at least some
outside investors are not aware of firm’s willingness and
ability to benefit from information advantage; Thirdly,
outside investors who understand the information asym-
metry are constrained in arbitrage. After the examination
on China stock market from 2006 to 2019 using Pontiff
and Woodgate (2008) approach and Fama-Macbeth
(1973) regression, we notice that equity issuance, to-
gether with market return, momentum and controlling
shareholders’ participation, is positively and significantly
related to cross-sectional performance of stock, especial-
ly in a long-term sense, which is inconsistent with what
we find in the U.S. market. We also have a test on SEO
pricing process through issuance discount and the result
of it reveals that outside investors seem to be aware of
the information asymmetry and want to be compensated
by issuer.

The contradiction of assumptions on market timing
hypothesis leads us to connect equity issuance and stock
return performance from the sense of investor sentiment.
It affects the market through investors’ general attitude
and behavioral pattern. Among the numerous investor
sentiment measures, market turnover has a strong and
positive predict power to future cross-sectional after
SEO. Our test result indicates that the explanatory power
of investor sentiment on the variation of return perfor-
mance dominates that of share issuance, showing an
irrefutable impact on equity issuance decision-making.
A further test reveals that market turnover is also a good
proxy for future share issuance, even better than funda-
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mental variables.

Our paper contributes at least in three aspects. Firstly,
our paper disputes the market timing hypothesis with data
from China and challenges the reliability of investor’s
naivety to information asymmetry with issuance pricing
process. Secondly, besides of the finding that the explan-
atory power of investor sentiment outweighs that of past
share issuance, it is also a better indicator of future share
issuance, leaving investor sentiment to a good risk factor.
Thirdly, our empirical findings comply with the impact
of investor sentiment on both corporate finance and asset
pricing model through its predictability on equity issuance
and return performance.

The rest of this paper is organized as follows. Section
II describes the sample selection and variable construction
of our study, followed by Section III with summary statis-
tics. We test on the return predictability of share issuance
in Section IV and influential factors of return performance
in SEO event in In Section V. Section VI presents the
dispute of market timing hypothesis with regression on
issuance discount. Then we focus on investor sentiment
and discuss the predict power on future return in Section
VII and its indication on future equity issuance in Section
VIII. Section IX is the conclusion.

2. Data Description
2.1 Sample

China stock market was established in late 1990, re-
marked by the foundation of Shanghai Stock Exchange
(SHSE) and Shenzhen Stock Exchange (SZSE). Annual
financial statement and monthly stock performance data
is draw from CSMAR, a wildly used financial database,
for all public firms, including those delisted or acquired
by other firms, from 2006 to 2019. We retain the firms
with non-missing return entries and have been in the da-
tabase for at least 6 months to computing the previous
6-month returns as momentum proxy. For each firm, we
assign the annual financial statement data of last year after
April to each firm-month observations, due to disclosure
requirements by China Securities Regulatory Commission
(CSRC). This leaves us 237,461 firm-month observations
in total.

Fama and French (2005) state that equity financing
activities include share repurchase, SEOs, stock mergers,
and share issuance through executive compensation, con-
version of convertible debt, and warrant exercise. Com-
pared with those in developed countries, China stock mar-
ket is quite young and experiences a wave of regulation
changes in policy. In early age of China capital market,
IPO was the main player in equity financing and SEO was
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not active. To mitigate the volatiles, SEO issue sample is
draw from Wind and covers SEO data since 2006 when
it was generally accepted as a main approach as equity
financing. We have 4,035 SEO observations in the sample
from 2006 to 2019.

2.2 ISSUE

We use Pontiff and Woodgate (2008) method to construct
share issuance variable ISSUE for each company. Firstly,
we obtain the number of shares outstanding of each list-
ed firm from CSMAR database and then adjust for stock
splits and stock dividends. Thus, annual share issuance
variable at time t is computed as the logged difference of
adjusted number of shares outstanding as

ISSUE, ., = Ln(Adjusted Shares,) - Ln(Adjusted
Shares, ;)

A positive figure of ISSUE,,, represent a stock issu-
ance within that year while a negative figure appears when
there is a stock repurchase.

In our regression model, we also try some other time
intervals, such as 6-month and 3-year share issuance
variables. We choose 1-year interval as audited financial
statement data are required to release annually, which
also corresponded to market capitalization and book-to-
market value measure introduced by Fama and French
(1992). 6-month share issuance variables evaluate rel-
atively short-term effect of share issuance and match
the momentum proxy we construct as previous 6-month
return. 3-year share issuance variables evaluate relative
long-term effect of share issuance and match the min-
imum holding period of controlling shareholders who
participate in SEO.

2.3 B/M

We use the annual financial statement reported book value
data to construct book-to-market variable B/M of each
firm. Fama and French (1992) procedure compute the
book value of firm at the end June of each year, but we do
it at April of each year since financial statements are avail-
able at that time for all public firms. We assign financial
statement data of previous financial year, including book
value, to each month from April to March of next year.
Book value then is divided by market value of the firm on
December of previous year, giving us B/M.

2.4 SIZE

We calculate the monthly market value by multiplying
assigned number of shares outstanding with month-end
stock price. SIZE is the natural logarithm of monthly mar-
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ket value of the firm.

2.5 MOM

We use previous 6-month holding period return as mo-
mentum proxy (Jegadeesh and Titman (1993)). MOM is
lagged by 1 month due to return synchronicity.

2.6 Returns

Month stock performance data as well as the market
return data are draw from CSMAR. If return data is
missing for certain month, we ignore it. The dependent
variable in our model is the 6-month, 1-year and 3-year
holding period return. 6-month holding period return
represents the return one will receive from holding
the stock for a relatively short investment horizon. We
choose 1-year holding period return to measure a rela-
tively long investment horizon, which also correspond
to the minimum holding period for institutional inves-
tors who participate in SEO and have no connection to
controlling shareholders. 3-year holding period return
matches the minimum holding period of controlling
shareholders who participate in SEO. We also have the
equal-weighted market return with dividend reinvest-
ment for all SHSE-listed firms, denoted as EWRET, as
well as HS300 index return, donated as RETHS300.

2.7ISSUE_VOL, ISSUE_MV

We obtain the SEO events data from Jan 2006 to Dec
2019 from Wind. Some events involve both seasonal of-
fering and stock merger, and we do not distinguish them
in our regression. ISSUE VOL is the number of shares
issued disclosed in SEO announcement and ISSUE MV
is the market value of shares issued in CNY.

2.8 Discount

With data from Wind and disclosure announcement, we
compute the discount on issuance as to the close price of
last trading day before issuance. Most of them are posi-
tive, suggesting a price discount for the investors. But in
some scenarios, there exists issuance premium when the
issuer is popular or the SEO market is active.

2.9 Controlling Shareholders (CS), Controlling
Shareholders Percent (CSP)

Controlling Shareholder (CS) is a dummy variable set to
one if the controlling shareholders participate in SEO, and
zero otherwise. Controlling Shareholders Percent (CSP)
is the portion of shares purchased by controlling share-
holders. We construct the variable based on the public
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information from Wind and disclosure announcement and
cannot rule out the cases that some controlling sharehold-
ers might take part in the SEO under cover trough some
other investors.

2.10 SOE

It is a dummy variable set to one if the issuer is a state-
owned enterprise, and zero otherwise. The classification is
based on the ultimate shareholders of the firm. We do not
specific them as central government owned firms or local
government owned firms.

2.11 ISSUE_PCT

ISSUE_PCT is the proportion of equity issued as to firm’s
market value at the end of last month. Market value of
issuance is obtained from Wind and disclosure announce-
ment.

2.12 Market Turnover (MKT_TR)

Monthly market turnover (MKT TR) is computed as total
transaction value divided by the total market capitalization
at the end of each month, averaging by number of trading
days in that month. Data is draw from CSMAR.

2.13 Capital Expenditure Ratio (CapEx)

Capital expenditure ratio (CapEx) is computed as capital
expenditure over net value of property, plant and equip-
ment (PPE) measured at the end of last financial year. It
reveals firm’s extent on capital expansion and investment.
Data is draw from CSMAR.

2.14 Net Profit Margin (NPM)

Net profit margin (NPM) is computed as net income over
total revenue measured at the end of last financial year. It
reveals firm’s ability to generate profit. Data is draw from
CSMAR.

2.15 Return on Equity (ROE)

Return on equity (ROE) is computed as net income over
book value of equity measured at the end of last financial
year. It reveals firm’s profitability for shareholders. Data
is draw from CSMAR.

2.16 Earning Cash Ratio (ECR)

Earning cash ratio (ECR) is computed as net operating
cash flow over net income measured at the end of last fi-
nancial year. It reveals firm’s ability to generate free cash
flow. Data is draw from CSMAR.
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3. Summary Statistics

Table 1 presents the univariate statistics of variables in
our paper. Panel A exhibits a strongly right-skewed mar-
ket value of SEO sample, showing that our result might
be dominated by those ‘big issuers’. The average market
value of issuance is 1.82 billion, slightly larger than 75"
percentile, 1.80 billion. In spite of 36% of controlling
shareholders participate in SEO, they possess 49.28%
of issued stocks. In some cases, the controlling share-
holders take 90% of issued stocks, most in stock merger
of controlling shareholders’ other assets. In our SEO
sample, 35% of the firms are state owned. Furthermore,
6-month holding period return before the SEO event is
29% on average, but some firms still experiences a nega-
tive momentum.

Panel B describes the correlation structure of our vari-
ables in SEO sample with their t-statistics. Large and/or
value firms tend to issue more in the context of market
value, which make sense as they probably finance more
compared with small/growth firms in the amount of mon-
ey. Momentum variable is also positively related to both
issuance volume and issuance market value, which is con-
sistent with market timing story. It appears that issuance
discount is positively affected by market value of issu-
ance, but the impact is subtle. It is also positively affected
by the participation of controlling shareholders. When
controlling shareholders is involved in SEO, they might
have more bargaining power and influence on the pricing
process. Growth firms tend to have lower discount. As
most of their M&A and investment is considered to have
larger benefit compared with value firms, demand of their
offering is higher as well, leading to a higher bidding
price and lower discount.

Panel A presents the descriptive statistics for the vari-
ables of our main interest for stocks traded in SHSE and
SZSE during January 2006 to Dec 2019, while panel B
reports correlations among the variables. ISSUE VOL
is the number of shares issued in SEO. ISSUE MV is
market value of shares issued in SEO. DISCOUNT is the
discount of issue price with respect to the closing price of
last trading day before issuance. CS is the dummy vari-
able set to one if the controlling shareholders participate
in SEO, and zero otherwise. CSP is the percent of shares
bought by controlling shareholders in SEO. SOE is the
dummy variable set to one if issuer is stated owned, and
zero otherwise. SIZE is the natural logarithm of market
value of the firm. B/M is the book-to-market ratio from
Fama and French (1992) computed as book value of equi-
ty from last financial year over market value of the firm on
the end of last December. MOM is the momentum proxy
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Table 1. Sample Summary Statistics

Panel A Summary Statistics
Variable Mean P25 Median P75 SD N
ISSUE VOL | 220,533,252.71 | 30,000,000.00 | 70,000,000.00 181,653,042.00 675,311,821.29 4,035
ISSUE MV |1,820,628,844.31| 419,999,969.31 |813,399,995.84 1,799,999,944.04 3,609,126,688.34 4,035
DISCOUNT 22.71 7.08 20.20 39.08 26.26 4,007
CS 0.36 0.00 0.00 1.00 0.48 4,035
CSP 49.28 16.43 40.00 97.14 36.79 1,491
SOE 0.35 0.00 0.00 1.00 0.48 4,035
SIZE 15.96 15.35 15.88 16.49 0.91 4,035
B/M 0.21 0.10 0.17 0.27 0.17 4,035
MOM 0.29 -0.06 0.13 0.44 0.70 3,926
Panel B Correlations
Variable ISSUE VOL ISSUE MV | DISCOUNT CS |CSp SOE SIZE B/M MOM
ISSUE VOL 1
ISSUE MV 0.77 1
DISCOUNT 0.06 0.03 1
CS 0.07 0.07 0.02 1
CSP 0.05 0.04 0.10 0.26 1
SOE 0.12 0.12 -0.08 0.18 0.03 1
SIZE 0.39 0.61 0.04 0.04 0.01 0.06 1
B/M 0.22 0.17 -0.36 0.16 0.01 0.27 0.11 1
MOM 0.07 0.04 0.39 -0.01 10.08 -0.06 0.10 -0.23 1

from Jegadeesh and Titman (1993), computed as the cu-
mulative return from previous 6 months, and lagged by 1
month.

4. Return Predictability of Share Issuance

In this section, we use Pontiff and Woodgate (2008) meth-
od to explore the return predictability of equity issuance
for China market from 2006 to 2019. In the sense of Fama
and MacBeth (1973), we run separate regressions using
ISSUE variables with different time intervals and several
holding-period returns for each month of data. We also
consider book-to-market ratio (B/M), market capitaliza-
tion (SIZE) and momentum (MOM) as control variables.
Our model is stated as followed,

RETURN=qa + B, * ISSUE + B, * B/M + B, * SIZE + B, *
MOM + ¢

Four-time intervals to compute ISSUE variable
(3-month, 6-month, 1-year and 3-year) and six holding
period returns (3-month, 6-month, 9-month, 1-year, 2-year
and 3-year) are considered.

The estimation result is presented in Table 2. Panel A
states the test of different holding period returns on 3-month
ISSUE. The sign of the slope coefficients for three control
variables are consistent with previous studies: the slope
coefficient on B/M is positive and significant, the slope co-
efficient on SIZE is negative and significant, and the slope
coefficient on MOM is positive and significant. The slope
coefficient on ISSUE, ; is statistically significant for four
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future returns. For the first 3-month and 6-month, ISSUE, ;
has a negative impact on return performance, implying
the market timing story. However, for a relatively long run
performance, ISSUE, ; contributes to future stock return.
The positive return predictability is stronger when we using
ISSUE variable with longer past time interval. ISSUE,
is still negatively and significantly impact 3-month stock
return, but it turns to positive on 6-month stock return and
afterward. As we can see in annual issuance variable IS-
SUE, . ;,, cross-sectional returns for all six holding period
have positive and significant slope coefficient.

Table 2 presents the result of Fama-MacBeth regression
of cross-sectional returns on share issuance from January
2006 to Dec 2019 in China capital market. The depen-
dent variable is cumulative return of stocks in 3-month,
6-month, 9-month, 1-year, 2-year and 3-year. The inde-
pendent variables include share issuance variable ISSUE
(Pontiff and Woodgate (2006)) on previous 3-month,
6-month, 1-year and 3-year. SIZE is the natural logarithm
of market value of the firm. B/M is the book-to-market ra-
tio from Fama and French (1992) computed as book value
of equity from last financial year over market value of the
firm on the end of last December. MOM is the momentum
proxy from Jegadeesh and Titman (1993), computed as
the cumulative return from previous 6 months, and lagged
by 1 month. Adjusted R* statistics reflect within varia-
tions. Robust t-statistics with Newey-West (1987) correc-
tions are reported in the parentheses. *Significant at 10%;
**significant at 5%; ***significant at 1%.

Overall, we interpret the result of Fama-MacBeth re-
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Table 2. Share Issuance and Cross-sectional Return

Panel A Regression on ISSUE of last 3 months
RET 3M RET 6M RET 9M RET 12M RET 24M RET 36M
Intercept 1.484%** 2.1971%*** 2.979%*** 3.009%** 3.195%** -0.236%**
[147.06] [131.88] [130.51] [103.17] [84.79] [-4.28]
ISSUE_P3 -0.038*** -0.033%%* 0.079%** 0.081%*** 0.145%** 0.107***
[-6.72] [-3.51] [6.12] [4.89] [6.81] [3.44]
B/M 0.033*** 0.0971*** 0.150%** 0.226%*** 0.310%** 0.212%**
[20.86] [35.63] [42.54] [50.23] [53.18] [24.91]
SIZE -0.029%** -0.073%%* 0. 121 %%* -0.185%** -0.263%** -0.124%**
[-43.23] [-65.95] [-79.69] [-95.35] [-104.85] [-33.87]
MOM 0.063%*%* 0.116%** 0.105%** 0.061%** -0.075%** 0.083%**
[43.83] [49.37] [32.31] [14.80] [-14.03] [10.56]
Adj R-square 0.017%*%* 0.033%** 0.039%** 0.053%** 0.068%** 0.008%**
Panel B Regression on ISSUE of last 6 months
RET 3M RET 6M RET OM RET 12M RET 24M RET 36M
Intercept 1.483%*** 2.198%** 2.986%** 3.013%** 3.207*** -0.221%%*
[146.81] [132.14] [130.65] [103.16] [85.01] [-4.01]
ISSUE_P6 -0.022%%* 0.030%*** 0.0871%*** 0.061*** 0.143%** 0.145%**
[-5.42] [4.46] [8.69] [5.14] [9.27] [6.43]
B/M 0.032%*%* 0.093%** 0.151%*** 0.227%*** 0.311%%* 0.214%**
[20.79] [36.00] [42.77] [50.28] [53.42] [25.14]
SIZE -0.029%** -0.073%** -0.122%%* -0.185%** -0.264%** -0.125%**
[-43.05] [-66.40] [-79.92] [-95.29] [-105.06] [-34.17]
MOM 0.063%** 0.115%** 0.104%*%* 0.061%** -0.076%** 0.080%**
[43.72] [48.57] [32.05] [14.79] [-14.28] [10.26]
Adj R-square 0.017%*%* 0.033%** 0.039%** 0.053%** 0.069%** 0.009%**
Panel C Regression on ISSUE of last 12 months
RET 3M RET _6M RET 9M RET 12M RET 24M RET 36M
Intercept 1.493%*** 2.209%** 3.005%** 3.056%*** 3.259%** -0.196%**
[144.45] [129.82] [128.38] [102.07] [84.57] [-3.49]
ISSUE_P12 0.013%*** 0.033%** 0.065%*** 0.100%*** 0.193%** 0.220%**
[4.09] [6.44] [9.21] [11.06] [16.69] [12.99]
B/M 0.033*** 0.092%** 0.150%** 0.228%*** 0.313%** 0.215%**
[20.86] [35.49] [41.95] [49.64] [53.09] [25.00]
SIZE -0.030%** -0.074%** -0.123%%* -0.188*** -0.268*** -0.128***
[-43.01] [-65.35] [-78.56] [-94.21] [-104.14] [-34.06]
MOM 0.060%*** 0.114%%* 0.105%** 0.061*** -0.076%*** 0.078***
[41.65] [47.64] [31.92] [14.50] [-14.15] [9.96]
Adj R-square 0.017%%* 0.032%*%* 0.039%** 0.053%** 0.069%** 0.009%**
Panel D Regression on ISSUE of last 36 months
RET 3M RET 6M RET 9M RET 12M RET 24M RET 36M
Intercept 1.495%** 2.249%** 3.064%** 3. 157*** 3.323%*%* -0.375%%*
[122.37] [111.35] [111.12] [89.43] [74.60] [-5.64]
ISSUE_P36 0.019%*** 0.045%** 0.067*** 0.0971%*** 0.150%** 0.296%***
[8.79] [12.36] [13.63] [14.44] [18.90] [24.99]
B/M 0.032%** 0.089%** 0.146%*** 0.222%*%* 0.302%** 0.222%*%*
[18.12] [30.89] [37.13] [43.95] [47.43] [23.33]
SIZE -0.030%** -0.077%%* -0.127%%* -0.196%*** -0.274%%* -0.124%**
[-36.44] [-56.74] [-68.46] [-82.27] [-91.35] [-27.67]
MOM 0.060%*** 0.108*** 0.095%** 0.046%*** -0.096%*** 0.048***
[36.97] [40.46] [26.08] [9.94] [-16.35] [5.48]
Adj R-square 0.016%** 0.030%** 0.037%*** 0.052%** 0.069%*** 0.009%**

gression as that share issuance variables, especially long-
term ones, have a strong and positive return predictability
in the long run, which is inconsistent with the U.S. market.
It appears that a recent share issuance might depress stock
return for several months, but after the fade away of supply
pressure, stock price of the firm will converge with better
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estimation and higher valuation. On the second thought, the
average R’s suggest that issuance variables may not have
such strong explanatory power on cross-sectional variance,
but we can still draw the conclusion that equity issuance
may have positive impact on future stock returns, which is
a contradiction to market timing hypothesis.
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Table 3. Factors Impact Future Returns After SEO

RET_6M RET_6M RET_12M RET_12M RET_24M RET_24M RET_36M RET_36M
Intercept 0.917%** 0.893%** 2.001*** 1.967%*** 2.114%** 2.047%** 0.862** 0.855%*
[4.67] [4.55] [8.24] [8.08] [8.30] [8.02] [2.46] [2.43]
(&) 0.050%** 0.053* 0.055%* 0.047*
[2.06] [1.70] [1.68] [1.69]
SOE -0.046* -0.061* -0.103%*** -0.022
[-1.91] [-1.95] [-3.15] [-0.49]
CMKT_RET_6M 0.970%** 0.969%**
[30.68] [30.53]
CMKT_RET_12M 0.796%* 0.794%%*
[32.12] [31.85]
CMKT_RET_24M 0.738%#* 0.732%%*
[32.19] [31.79]
CMKT_RET_36M 0.738%#%* 0.739%%*
[31.34] [31.13]
B/M -0.139%* -0.144%* -0.065 -0.064 -0.116 -0.094 -0.259%* -0.273%%*
[-2.30] [-2.30] [-0.84] [-0.79] [-1.41] [-1.10] [-2.28] [-2.33]
SIZE -0.055%** -0.053%** -0.129%%** -0.127%%%* -0.156%** -0.150%** -0.090%*** -0.090%**
[-4.57] [-4.39] [-8.39] [-8.16] [-9.52] [-9.16] [-3.99] [-3.95]
MOM -0.051%* -0.053%* -0.011 -0.014 -0.055* -0.060** -0.029 -0.03
[-2.35] [-2.44] [-0.40] [-0.50] [-1.89] [-2.06] [-0.73] [-0.75]
Adj R-square 0.451%** 0.453%** 0.496%*** 0.498*** 0.518%** 0.522%** 0.463%*%* 0.463***

5. Factors Influence Future Return on Equity
Issuance

We further investigate the short-term and long-term
co-movement between future stock returns and equity is-
suance factors within the SEO sample. From Jan 2006 to
Dec 2019, we run several Fama-MacBeth regressions on
different holding period cross-sectional returns for those
firms which have completed equity issuance. We consider
some factors that might have impact the return perfor-
mance, including controlling shareholders’ participation
dummy (CS) and state-owned dummy (SOE). The control
variables are corresponding market returns (MKT RE-
TURN), book-to-market ratio (B/M), market capitaliza-
tion (SIZE) and momentum (MOM). Our model is stated
as followed,

RETURN= 0 + B, * CS + B, * SOE + B, * MKT RE-
TURN + B, * B/M + B, * SIZE + B, * MOM + ¢

We consider four holding period returns (6-month,
1-year, 2-year and 3-year) and the estimation result is pre-
sented in Table 3. For each set of holding period, we run
two tests. First one has only control variables as indepen-
dent variables, and the second one includes SEO factors.
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The sign of the slope coefficients for control variables are
generally consistent with previous studies. Market returns
are positively and significantly correlated to future stock
performance in our SEO sample as we expected, since
most firms have a positive beta. Smaller firms, measured
as capital size, tend to have a better return performance. It
makes sense that small firms are generally more sensitive
to financial improvement and/or investor sentiment than
larger firms (Baker and Wurgler (2002)). Growth firms
experience higher stock returns than value firms, but the
outcome is not consistent in most cases. The slope coeffi-
cients on CS dummy are positive and significant for four
holding period returns. Involvement of controlling share-
holders in equity issuance combines the interests of con-
trolling shareholders and outside investors, relaxing their
concern of information asymmetry. Also, it gives firm’
managers more incentives to improve profitability and
stock performance, benefitting the controlling sharehold-
ers. The slope coefficients on SOE dummy are negative
and significant for 6-month, 1-year and 2-year holding pe-
riod returns. Most SOEs in China sometimes have to carry
out more social responsibilities or maintain social stability
(see Bai, Lu and Tao (2006), Ho(2008), Dewenter and
Malatesta (2000), Li and Zhang (2010), and Kolk, Hong
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and van Dolen (2010)), resulting to a lower profitability
and efficiency than those privately owned firms. We also
take cumulative capital expenditure into consideration, but
the test result is not significant for all four holding period
returns.

Table 3. presents the result of Fama-MacBeth regres-
sion of cross-sectional returns on several factors after
SEO from January 2006 to Dec 2019 in China capital
market. The dependent variable is cumulative return of
stocks in 6-month, 1-year, 2-year and 3-year. CS is the
dummy variable set to one if the controlling shareholders
participate in SEQO, and zero otherwise. SOE is the dum-
my variable set to one if issuer is stated owned, and zero
otherwise. CMKT_ RET is the cumulative market return
with different time intervals including 6-month, 1-year,
2-year and 3-year. SIZE is the natural logarithm of mar-
ket value of the firm. B/M is the book-to-market ratio
from Fama and French (1992) computed as book value
of equity from last financial year over market value of
the firm on the end of last December. MOM is the mo-
mentum proxy from Jegadeesh and Titman (1993), com-
puted as the cumulative return from previous 6 months,
and lagged by 1 month. Adjusted R’ statistics reflect
within variations. Robust t-statistics with Newey-West
(1987) corrections are reported in the parentheses. *Sig-
nificant at 10%; **significant at 5%; ***significant at
1%.

For all models in this section, we observe a positive
and significant abnormal return, which is consistent with
what we find in last section. The stock performance of
those SEO firms outweighs the market in cross-sectional
consistently, despite of the participation of controlling
shareholders or entity property. If firms take advantage
of information asymmetry and issue equity when its val-
uation is high, its stock price should revert to intrinsic
value afterward, at least in the long run. Our findings in
China market dispute the market timing hypothesis in
some extent. The three assumptions laid on it are these:
first, controlling shareholders have information advan-
tage on outside investors; second, at least some outside
investors are not aware of controlling shareholders’ will-
ingness and ability to time the market; third, although
some outside investors understand the information asym-
metry, they are constrained in arbitrage. In next section,
we will investigate the pricing process of SEO to figure
out the reliability of these assumptions.

6. Issuance Discount and Controlling Share-
holders

Share issuance discount is a mirror reflecting information
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asymmetry and market timing of controlling sharehold-
er. Larrain and Urzua (2013) argue that share issuance
in general predict low future returns due to information
asymmetry and outside investors’ naivety. The underper-
formance is more pronounced in the absence of institu-
tional investors and in a hot issuance market. Chan and
Chan (2014) show that a better information environment,
such as higher analyst coverage, can mitigate the negative
relation between SEO discount and stock return synchro-
nicity.

We take Fama-MacBeth regressions on SEO discount
in our sample with model below:

DISCOUNT=a + B, * ISSUE_PCT + B, * CS + B, * SOE
+ B, * CapEx + B, * B/M + B, * SIZE + B, * MOM + ¢

Test results are shown in Table 4. Growth firms tend to
have higher discount on equity issuance, partly because
after the approval of equity issuance by CSRC, their stock
price rise more sharply due to higher sensitivity than value
firms. It coincides with a positive and significant relation
between issuance discount and momentum. Large firms
have higher discount as their issuance volume are usually
large. The slope coefficient on issuance percentage is pos-
itive and significant as expected. Controlling shareholders
usually have bargain power on listed firm with which
outside investors are willing to share, resulting to a higher
issuance discount. In addition, SOE dummy contributes to
issuance discount negatively, but the impact is insignifi-
cant.

Table 4 presents the result of Fama-MacBeth regres-
sion of issuance discount in SEO on several factors from
January 2006 to Dec 2019 in China capital market. The
dependent variable is issuance discount with respect to
closing price of last trading day before issuance. ISSUE
PCT is the proportion of equity issued as to firm’s market
value at the end of last month. CS is the dummy variable
set to one if the controlling shareholders participate in
SEO, and zero otherwise. SOE is the dummy variable
set to one if issuer is stated owned, and zero otherwise.
CapEXx is the capital expenditure ratio computed as capital
expenditure over net value of property, plant and equip-
ment (PPE) measured at the end of last financial year.
SIZE is the natural logarithm of market value of the firm.
B/M is the book-to-market ratio from Fama and French
(1992) computed as book value of equity from last finan-
cial year over market value of the firm on the end of last
December. MOM is the momentum proxy from Jegadeesh
and Titman (1993), computed as the cumulative return
from previous 6 months, and lagged by 1 month. Adjusted
R’ statistics reflect within variations. Robust t-statistics
with Newey-West (1987) corrections are reported in the
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parentheses. *Significant at 10%; **significant at 5%;
***significant at 1%.

Table 4. Factors Impact Issuance Discount in SEO

m @ ©) @ ®

Intercept| 10951 | 7.448 7089 | 6756 6.615
1531 | (o3 | (o9 | [0.93] [0.91]
- 0.004%*% | 0.003%** | 0.004%* | 0.003%**
290] | 74 | sz [2.80]
cs 3.359%%% | 3.450%% | 345100k
Bo1] | [3.99] [3.98]

SOE 0743 | 0757
[0.80] | [-0.81]

CapEx -0.406
[-1.44]
BM | 42.208%%% | 42.048%%x | 44.420%%x | 43.967%%x | 44,097 %5
(17521 | (17751 | (189 | 17517 | [17.55]
SIZE | 1.060%* | 1.253%%x | 1208%xx | 1253%x [ | 274%ex
237 | rmw | 7 | R [2.82]
MOM | 12.100%% | 12.081%%* | 12,036%** | 12.020%%* | 11.998%*
[2050] | [2049] | [2045] | [2042] | [2037]
Reogunre| 02377+ | 0.230%% | 0243%x% | 0.243%%% | 0.243%%%

Considering the significance of slope coefficient on
several factors, including issuance percent, controlling
shareholder’s participation and momentum, it is sound that
outside investors are aware of the information asymmetry
and want to be compensated by issuance discount. We
also report average profitability and capital expenditure of
SEO firms 3 years before and after issuance in Table 5. It
appears that neither profitability nor capital expenditure
of the firms’ average has improved after equity issuance.
In all, market timing theory may not hold in China stock
market and we try to disentangle the mystery with inves-
tor sentiment theory in next section.

Table 5 presents the profitability, capital expenditure and
valuation 3 years before and after SEO from January 2006
to Dec 2019 in China capital market. CapEx is the capital
expenditure ratio computed as capital expenditure over net
value of property, plant and equipment (PPE) measured at
the end of last financial year. NPM is the net profit margin
computed as net income over total revenue measured at the
end of last financial year. ROE is the return on equity com-
puted as net income over book value of equity measured
at the end of last financial year. ECR is the earning cash
ratio computed as net operating cash flow over net income
measured at the end of last financial year. B/M is the book-
to-market ratio from Fama and French (1992) computed as
book value of equity from last financial year over market
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value of the firm on the end of last December.

Table 5. Profitability, Capital Expenditure and Valuation

around SEO
Vari- | 3-year | 2-year | l-year SEO 1-year | 2-year | 3-year
able before | before | before year after after after
CapEx | 1.199 | 0.334 | 0405 | 1.169 | 0.367 | 0.295 | 0.253
NPM | 0.563 | 0.634 | 0.907 | 0.109 | 0.102 | 0.082 | 0.052
ROE | 0.029 | 0.350 | 0.178 | 0.082 | 0.074 | 0.062 | 0.104
ECR | 1.161 | 0.223 | 0.388 | 0.074 | 0.053 | 0.091 | 0.058
B/M | 0.384 | 0.365 | 0.283 | 0.335 | 0.360 | 0.390 | 0.434

7. Investor Sentiment and Cross-Sectional
Return of SEO

Investor sentiment measures the general attitude of inves-
tors towards a security or market at a given time, includ-
ing future payoffs, investment risks, etc. Two basic as-
sumptions of how investor sentiment affects stock return
are: first, investors are subject to sentiment; second, ratio-
nal investors are limited to arbitrage (See De Long et al.
(1990), Shleifer and Vishny (1997), etc.). Studies on stock
market performance, especially in crashes (Kindleberger
(2001) and Shiller (2000)), show a nice pattern of how in-
vestor sentiment cooperates with the return performance.

Prior research suggests that there are a number of ap-
proximation methods for investor sentiment (mutual fund
flow, trading volume, close-end fund discount, option
implied volatility, first day return of IPO, equity issues
over total issue and so on), in spite of the fact that none of
them is definitive or uncontroversial. Among them, mar-
ket turnover is generally accepted as an investor sentiment
measure. We construct monthly China A-share market
turnover MKT TR as trading market value of SHSE and
SZSE A-share over total market capitalization of two
exchanges, averaging by number of trading days in each
month. Intuitively, the more optimistic of investor, the
higher MKT TR is. From Jan 2006 to Dec 2019, market
turnover is volatile, representing a deteriorate investor
sentiment.

Similarly, we implement Fama-MacBeth approach
to discover the relation between investor sentiment and
cross-sectional return. We run separate regressions on
several holding period returns for each month with annual
issuance variable ISSUE, ; and monthly market turnover
MKT TR. Regression model is stated as,

RETURN= o + B, * ISSUE + B, * MKT TR + B, * B/M
+B, * SIZE+ Bs * MOM + &

Four-time intervals to compute ISSUE variable
(3-month, 6-month, 1-year and 3-year) and six hold-
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Table 6. Investor Sentiment and Cross-sectional Return

Panel A Regression on cross-sectional returns with ISSUE of last 3 months
RET 3M | RET 3M | RET 6M | RET 6M | RET 9M | RET 9M |RET 12M|RET 12M|RET 24M|RET 24M|RET 36M|RET 36M
Intercept | 1.540%** | [ 539%%* | 2 261*** | 2.262%** | 3.060%** | 3.070%*** | 3,098%** | 3 108*** | 3.274*** | 3 288*** | -0.068 -0.053
[157.43] | [157.24] | [138.68] | [138.60] | [136.20] | [136.54] | [107.40] | [107.67] | [87.37] [87.70] [-1.25] [-0.97]
MKT_TR | 0.024%%% | 0.023*** | 0.030*** | 0.030*** | 0.038*** | 0.039%** | 0.042%*** | 0.042%** | 0.039*** | 0.040*** | 0.077*** | 0.078***
[114.21] | [114.00] | [87.94] [87.87] [81.06] [81.48] [68.47] [68.81] [49.65] [50.06] [67.37] [67.63]
ISSUE_P3 -0.007 0.007 0.130%*** 0.136%*** 0.197%*** 0.210%***
[-1.32] [0.75] [10.22] [8.32] [9.30] [6.80]
B/M 0.035%** | 0.035%** | 0.094%** | (0.094%** | 0,152%%% | 0.153%** | 0.228*** | 0.230*** | 0.311%** | 0.313%*** | 0.216%** | 0.219%**
[22.90] [22.82] [37.31] [37.31] [43.78] [44.17] [51.30] [51.60] [53.73] [54.08] [25.71] [25.97]
SIZE -0.043%%% |-0.043**% | -0.091*** | -0.091*** | -0.143%** | .0, 144%%* | .0.209%%* | -0.210%** | -0.285*** | -0.287*** | -0.170%** | -0.17 1 ***
[-65.70] | [-65.47] | [-82.81] | [-82.68] | [-94.52] | [-95.01] | [-107.46] | [-107.79] | [-112.70] | [-113.09] | [-46.13] | [-46.48]
MOM 0.008*** | 0.008*** | 0.046*** | 0.046*** | 0.019%*** | 0.015%** |-0.032%** | -0.036*** | -0.161*** | -0.167*** | -0.092*** | -0.098***
[5.37] [5.48] [19.02] [18.82] [5.54] [4.40] [-7.49] [-8.34] [-28.86] | [-29.71] | [-11.34] | [-12.01]
Adj R-square| 0.077*** | 0.077*** | 0.069*** | 0.069*** | 0.070*** | 0.070*** | 0.075%*** | 0.075%** | 0.079*** | 0.080*** | 0.030*** | 0.031***
Panel B Regression on cross-sectional returns with ISSUE of last 6 months
RET 3M | RET 3M | RET 6M | RET 6M | RET 9M | RET 9M |RET 12M|RET 12M|RET 24M|RET 24M|RET 36M|RET 36M
Intercept | 1.540%*** | 3.302%** | -0.067 -0.034 | 1.540%** | 2.262%** | 2 271%%* | 3.060%*** | 3,079%** | 3.098*** | 3 113%** | 3 274%**
[157.39] | [87.98] [-1.24] [-0.61] [157.09] | [138.67] | [138.99] | [136.18] | [136.77] | [107.37] | [107.72] | [87.38]
MKT_TR | 0.023%%% | 0.040*** | 0.077*** | 0.078*** | 0.023*** | 0.030*** | 0.030*** | 0.038*** | 0.039%** | 0.042*** | 0.042%** | 0.039***
[114.14] | [50.18] [67.35] [67.78] | [114.00] | [87.91] [88.26] [81.04] [81.62] [68.45] [68.81] [49.63]
ISSUE_P6 0.182%** 0.22]%*** 0.001 0.060*** 0.119%%* 0.102%**
[11.83] [9.89] [0.13] [8.96] [12.91] [8.64]
B/M 0.035%** | 0.315%** | 0.216%** | 0.221%*%* | 0.035%%* | 0.094*** | 0.095*** | 0.152%** | 0.155%** | 0.228%** | 0.231*** | (0.3]1]1***
[22.90] [54.37] [25.71] [26.26] [22.86] [37.31] [37.78] [43.77] [44.48] [51.29] [51.72] [53.74]
SIZE -0.043%%% | -0.288*** | -0.170*** | -0.173*** | -0.043%** | 0,091 *** | -0.092%%* | -0.143*** | -0.145%** | -0.209%*** | -0.21 [ *** | -0.285%**
[-65.68] | [-113.36] | [-46.14] | [-46.88] | [-65.39] | [-82.81] | [-83.30] | [-94.51] | [-95.35] |[-107.43] | [-107.79] | [-112.71]
MOM 0.008*** 1-0.169%** | -0.092*** | -0.101***| 0.008*** | 0.046*** | 0.044*** | 0.019%*** | 0.014%** |-0.032***|-0.036*** |-0.161***
[5.41] [-29.99] | [-11.30] | [-12.36] [5.36] [19.07] [17.92] [5.61] [4.09] [-7.42] [-8.36] [-28.82]
Adj R-square| 0.077*** | 0.080*** | 0.030*** | 0.031*** | 0.077*** | 0.069*** | 0.069*** | 0.070*** | 0.070*** | 0.075%** | 0.075*** | 0.079***
Panel C Regression on cross-sectional returns with ISSUE of last 12 months
RET 3M | RET 3M | RET 6M | RET 6M | RET 9M | RET 9M |RET 12M|RET 12M|RET 24M|RET 24M|RET 36M|RET 36M
Intercept | 1.545%** | 3357*** | _(.081 -0.003 | 1.551%*** | 2271%%* | 2 283*** | 3.076%** | 3,100%** | 3.124%** | 3, 160*** | 3 289%**
[155.00] | [87.56] [-1.47] [-0.05] [154.71] | [136.57] | [136.60] | [134.13] | [134.48] | [105.98] | [106.66] | [86.19]
MKT_TR | 0.024%%% | 0.040%%* | 0.079*** | 0.079*** | 0.024*** | 0.030*** | 0.030%** | 0.039%%* | 0.039*** | 0.042*** | 0.043*** | 0.040%**
[113.30] | [50.28] [68.24] [68.37] | [113.34] | [87.27] [87.33] [80.96] [81.05] [68.66] [68.76] [50.12]
ISSUE_P12 0.198*** 0.228*** | 0.015%*** 0.036*** 0.069*** 0.104***
[17.16] [13.64] [5.03] [7.19] [9.95] [11.68]
B/M 0.034%*** | 0.316*** | 0.210%** | 0.220%** | 0.034%** | 0.093*** | 0.094*** | 0.150*** | 0.153*** | 0.226%** | 0.230%** | 0.307***
[22.14] [53.85] [24.77] [25.86] [22.49] [36.42] [36.91] [42.62] [43.33] [49.98] [50.81] [52.53]
SIZE -0.044%%% | .0.292%#% | -0.169*** | -0.176*** | -0.044*** | -0.092%%* | -0.093*** | -0.144*** | -0.147*** | -0.211*** | -0.214*** | -0.286%**
[-64.93] | [-112.42] | [-45.26] | [-46.75] | [-65.00] | [-81.69] | [-81.90] | [-93.24] | [-93.74] | [-105.98] | [-106.61] | [-111.03]
MOM 0.006*** 1-0.169%** | -0.097*** | -0.104*** | 0.006%** | 0.045%** | 0.044*** | 0.017*** | 0.015%** |-0.034***|-0.037***|-0.163%**
[4.23] [-29.77] | [-11.85] | [-12.63] [3.94] [18.07] [17.63] [5.01] [4.42] [-7.74] [-8.41] [-28.80]
Adj R-square| 0.078*** | 0.081*** | 0.031*** | 0.032%** | 0.078%** | 0.069*** | 0.069*** | 0.070*** | 0.070*** | 0.075%** | 0.076%** | 0.079%**
Panel D Regression on cross-sectional returns with ISSUE of last 36 months
RET 3M | RET 3M | RET 6M | RET 6M | RET 9M | RET 9M |RET 12M|RET 12M|RET 24M|RET 24M|RET 36M|RET 36M
Intercept | 1.562%** | 3 473%** | () 439***| _(0.047 | 1.588*** | 2.309%** | 2 369*** | 3.123%** | 3 2|4%** | 3 19G*** | 3 3| 7*%* | 3 74%**
[135.60] | [78.26] [-6.86] [-0.72] [134.20] | [119.65] | [119.49] | [118.09] | [118.27] | [93.88] [94.86] [75.76]
MKT_TR | 0.025%%% | 0.041%%* | 0.089*** | 0.089*** | 0.025%*** | 0.033%** | 0.033%** | 0.041%%* | 0.041*** | 0.044*** | 0.044*** | 0.04]***
[105.27] | [45.24] [66.63] [66.92] | [105.36] | [81.50] [81.62] [73.79] [73.92] [61.51] [61.64] [45.08]
ISSUE_P36 0.152%** 0.301%**% | 0.020%*** 0.046*** 0.069*** 0.093%**
[19.29] [25.75] [9.73] [13.11] [14.31] [14.98]
B/M 0.033%*% | 0.307*** | 0.208%** | 0.232%** | 0.035%%* | 0.089*** | 0.093*** | 0.146*** | 0.151*** | 0.220%** | (0.227%%* | 0.295%**
[19.58] [48.46] [22.29] [24.73] [20.44] [31.71] [32.85] [37.72] [38.96] [44.20] [45.47] [46.75]
SIZE -0.046%%% |-0.303**% | -0.154*** | -0.187*** | -0.048%** | -0.095%** | -0.100%** | -0.148*** | -0.156*** | -0.216*** | -0.227*** | -0.286***
[-58.36] | [-99.33] | [-35.41] | [-41.32] | [-58.75] | [-72.84] | [-73.61] | [-82.75] | [-83.47] | [-93.77] | [-94.24] | [-97.76]
MOM 0.002 |-0.188%**|-0.154%**|-0.153*** 0.003 0.034%** | (0.034*** 0.003 0.003  |-0.053%%* |-0.052%*%* | -0.189***
[1.50] [-30.40] | [-16.85] | [-16.72] [1.57] [12.15] [12.24] [0.70] [0.80] [-10.82] | [-10.73] | [-30.49]
Adj R-square| 0.081*** | 0.081*** | 0.033*** | 0.037*** | 0.082%** | 0.069*** | 0.070*** | 0.069*** | 0.070*** | 0.073*** | 0.075%** | 0.079%**
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ing period returns (3-month, 6-month, 9-month,1-year,
2-year and 3-year) are considered in the model and result
is presented in Table 6. The slope coefficients of market
turnover are positive and significant for all ISSUE time
intervals and holding period returns, indicating that in-
vestor sentiment measure also has a strong predictability
to cross-sectional return. Until now, it appears that inves-
tor sentiment has an even better explanatory power on
cross-sectional return than ISSUE with better consistency
across different time interval and higher t-statistics. To
move on, we explore the relation between future equity
issuance and investor sentiment in next section.

Table 6 presents the result of Fama-MacBeth regres-
sion of cross-sectional returns on share issuance from
January 2006 to Dec 2019 in China capital market. The
dependent variable is cumulative return of stocks in
3-month, 6-month, 9-month, 1-year, 2-year and 3-year.
The independent variables include share issuance vari-
able ISSUE (Pontiff and Woodgate (2006)) on previous
3-month, 6-month, 1-year and 3-year. MKT TR is the
monthly market turnover computed as total transaction
value divided by the total market capitalization at the end
of each month, averaging by number of trading days in
that month. SIZE is the natural logarithm of market value
of the firm. B/M is the book-to-market ratio from Fama
and French (1992) computed as book value of equity from
last financial year over market value of the firm on the end
of last December. MOM is the momentum proxy from
Jegadeesh and Titman (1993), computed as the cumulative
return from previous 6 months, and lagged by 1 month.
Adjusted R2 statistics reflect within variations. Robust
t-statistics with Newey-West (1987) corrections are re-
ported in the parentheses. *Significant at 10%; **signifi-
cant at 5%; ***significant at 1%.

8. Investor Sentiment and Equity Issuance

Our test on investor sentiment and equity financing deci-
sion-making is implemented by the model below,

ISSUE=a + B, * MKT TR +B, * CapEx + B, * NPM + P,
* ROE + B * ECR +f, * B/M + B, * SIZE + B, * MOM + ¢

Four-time intervals to compute ISSUE variable are
considered, including 6-month, 1-year, 2-year and 3-year
ahead. Test result in Table 7 states that as an investor sen-
timent measure, market turnover is a good indicator to
future issuance variable in both short-term and long-term,
with positive and significant coefficient. Its performance
is more consistent than those of fundamentals, such as
capital expenditure, net profitability and ROE.

Table 7 presents the result of Fama-MacBeth regression
of share issuance ISSUE on investor sentiment measure
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market turnover from January 2006 to Dec 2019 in China
capital market. The independent variables include share
issuance variable ISSUE (Pontiff and Woodgate (2006))
on next 6-month, 1-year, 2-year and 3-year. MKT TR is
the monthly market turnover computed as total transaction
value divided by the total market capitalization at the end
of each month, averaging by number of trading days in
that month. CapEXx is the capital expenditure ratio comput-
ed as capital expenditure over net value of property, plant
and equipment (PPE) measured at the end of last finan-
cial year. NPM is the net profit margin computed as net
income over total revenue measured at the end of last fi-
nancial year. ROE is the return on equity computed as net
income over book value of equity measured at the end of
last financial year. ECR is the earning cash ratio computed
as net operating cash flow over net income measured at
the end of last financial year. SIZE is the natural logarithm
of market value of the firm. B/M is the book-to-market ra-
tio from Fama and French (1992) computed as book value
of equity from last financial year over market value of the
firm on the end of last December. MOM is the momentum
proxy from Jegadeesh and Titman (1993), computed as
the cumulative return from previous 6 months, and lagged
by 1 month. Adjusted R” statistics reflect within varia-
tions. Robust t-statistics with Newey-West (1987) correc-
tions are reported in the parentheses. *Significant at 10%;
**significant at 5%; ***significant at 1%.

Table 7. Investor Sentiment and Share Issuance

ISSUE_6M | ISSUE_12M | ISSUE_24M | ISSUE_36M
Intercept | -0.046%** |  -0.004 0.253%% | 0.606%**
[-8.47] [-0.46] [20.98] [39.26]
MKT_TR | 0.003%* | 0.005%% | 0.011%* | 0.0]12%**
[26.18] [32.23] [43.49] [37.94]
CapEx 0.000 0.000 0.000%** | 0.001%**
[0.36] [0.15] [3.40] [9.01]
NPM 0.000 0.000 0.000 0.000
[0.54] [0.74] [0.27] [0.54]
ECR 0.000%* | -0.000%%% | -0.000%%% | -0.000%**
[-2.07] [-3.82] [-4.84] [-5.21]
ROE 0.000 0.000 -0.000 -0.000%*
[0.54] [0.63] [-1.13] [-2.20]
B/M 20.023%%% | 0.038%%% | 0.049%%% | _0,055%%*
[-27.19] [-30.99] [-26.41] [-23.16]
SIZE 0.006**% | 0.006%** | -0.004%%* | .0.020%**
[16.25] [12.18] [-5.52] [-19.24]
MOM 0.021%%% | 0.040%*% | 0.048%%* | 0.044%**
[24.49] [33.61] [25.82] [18.58]
AdjR-square | 0.018%% | 0.026%%*% | 0.024%%* | 0.0]17%%*
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To summarize, market turnover gives a strong and
positive predication to cross-sectional return perfor-
mance in China capital market. Compared with that of
share issuance, its impact is more consistent in both long
run and short run. Market turnover is also a good proxy
for future share issuance, even better than fundamental
variables measure financial status of the firm. It seems
that explanatory power share issuance have on variation
of cross-sectional return is dominated by that of investor
sentiment.

9. Conclusion

The mispricing story between equity financing and return
performance is in a long-existing debate among scholars.
Some may explain the predictability of share issuance
on cross-sectional return as firm’s willingness and ability
to time the market with information advantage. With as-
sumptions of market timing hypothesis that outside inves-
tors are naive to acknowledge the information asymmetry
or restricted to arbitrage, firm is able to issue equity when
its valuation is high, resulting to a negative abnormal re-
turn after SEO.

However, our empirical findings on China capital mar-
ket from 2006 to 2019 suggest the other way. In addition
to positive relation between share issuance and future
stock return, we find that outside investors are aware of
information asymmetry and willing to be compensated
by issuance discount, contradicting to the assumption of
outside investor’s naivety in market timing hypothesis.
Our test result also reveals that as an investor sentiment
measure, market turnover has a strong and positive predict
power to future stock performance after SEO. Besides
that, its explanatory power on the variation of cross-sec-
tional return dominates that of share issuance, market
turnover is also a good proxy of share issuance, even bet-
ter than fundamental variables.

Our paper indicates that investor sentiment can shed
light on decision-making process of equity issuance as
well as cross-sectional return performance after SEO in
China capital market. Its implications may help us better
understand the market and behavioral finance pattern of
investors, as well as provide a better risk factor in asset
pricing model.
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