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ABSTRACT

This study represents a new approach to the pricing decision 

of new issues. The past studies reveal two notable inadequacies, 

namely, the lack of prediction power and the failure to recognize 

the behavioral differences between individual issuing houses. 

Focusing on the market discount, Merrett, Howe and Newbould 

proposed the use of the tender method when pricing a new issue, 

thus avoiding the need for price prediction. Davis and Yeoman 

attempted to relate the market discounts to market conditions 

and financial ratios of the issuing company. The resulting low 

explanatory power precludes the application of the model to 

pricing decisions. Furthermore the use of only one model assumes

an uniform pricing behaviour for all issuing houses; it is thus

incapable of identifying individual pricing differences. In

testing the market discounts of two issuing houses in the

United States, McDonald and Fisher though recognizing the 

difference in their pricing behaviour, made no attempt to 

identify the variables leading to the pricing difference.

The present study examines the actual pricing process of 

new issues during 1970 - 1974, taking into account individual 

behavioral differences. Pricing models have been constructed 

for nine issuing houses, of which six can be accepted
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unequivocally while the remaining three can be accepted with

some qualifications. The results of the pricing models in terms 
2of R are 0.55 for Wardley, 0.74 for Jardine Fleming, 0.79 for

Schroders and Chartered, 0.69 for Hang Seng Bank, 0.81 for

Oriental Financial Consultants, 0.94 for Union Bank, 0.92 for

Hang Lung Bank, 0.67 for Overseas Trust Bank, and 0.50 for Bangkok

Bank. All of them prove to have good predicting powers, even

though the period of study included several volatile market

conditions. In addition, individual pricing models were

constructed for the four stock exchanges of the Hong Kong market,
2which yield satisfactory results. The R tests give 0.53 for 

Far East Exchange,0.48 for Kam Ngan Stock Exchange, 0.52 for Hong 

Kong Stock Exchange, and 0.53 for Kowloon Stock Exchange. All in 

all, the models constructed in this study have demonstrated good 

explanatory and predicting power.

In the Appendix, a supplementary approach has been used to 

construct models with a broad sample base but covering some unusual 

market conditions. The results obtained by using this approach, 

reveal that the approach adopted for this study is decidedly 

preferable in nine out of thirteen cases.
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CHAPTER I 

INTRODUCTION

Purpose of Study

During the period 1970 - 1974, 220 local companies were

floated on the Hong Kong Stock Exchanges. With these flotations,

the market prices of practically all new issues after the

commencement of trading were significantly different from their

offered prices, giving rise to market discounts of considerable

magnitude. In London, such discounts have been used as a measure
1 . 2of the efficiency of underwriting. Some studies were conducted 

attempting to explain this price variance, but it was found 

difficult to explain. This was due to the presence of the random 

factor of uncertainty affecting the market price after trading 

commenced. Hence, the instability of the sample universe has 

reduced the explanatory power of these studies.

On the other hand, it must be recognized that issuing houses 

do possess certain skills and sophistication, and in pricing a new 

listing, the issuing house should have applied certain consistent

processes of evaluation. Furthermore, in Hong Kong, an issuing

house also acts as the underwriter of an issue. It then assumes a

1 Merrett, op.cit. p.205.

2 Details of these studies are given in the following section.
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This concentration has undoubtedly been due to established 

reputations and perhaps different pricing techniques. As Bischoff^ 

pointed out, "The business of a merchant bank is built on goodwill, 

a guarantee for integrity and a display of ingenuity, all of which 

are essential prerequisites." While reputation is an intangible 

which cannot be improved overnight, it is important to improve 

pricing techniques of the less sophisticated underwriters via the 

introduction of a management tool.

It is, therefore, the objective of this study to examine the 

pricing process and identify the decision variable which are used.

For the less sophisticated issuing houses, this could be a management 

tool worthy of consideration. To some extent, less efficient houses 

will be able to improve their pricing methods, or to recognize their 

internal constraints, be they financial or managerial. This will 

not only provide an insight into mysteries of underwriting, but also 

improve the overall performance of merchant bankers leading to the 

improvement of efficiency in the Hong Kong capital market.

A total of 220 companies - which is a comprehensive study 

in the period 1970-1974, are included in the analysis.

1 Bischoff, W.F.W. Merchant Banking - The Concept Matures, 

Far Eastern Economic Review, April 1, 1972, p.68.



financial risk in underwriting as well as staking its reputation 

on the issue.^ While the financial risk may involve a monetary 

loss in the short run, the intangible loss of reputation may be 

very costly in the long run. Thus, it is logical to hypothesize 

that issuing houses do go through a thorough and vigorous pricing 

process before determining the price of a new issue.

Hong Kong has witnessed different market conditions between 

1970 - 1974, with the Hang Seng Index rising above 1,700 and 

subsequently falling to a low of 150. In a way, this can be 

attributed to the influx of uneducated and emotional investors. 

Amidst this degree of market volatility, it will be interesting 

to observe the behaviour of issuing houses in pricing a new listing. 

A pricing model, constructed on data in different market states, 

will be meaningful.

During this period under study, underwriting was concentrated 

in the hands of 4 merchant bankers whose market share by value are 

shown in Table 1.1.

TABLE 1 » 1 Market Share of Major Underwriters 1970-1974

Wardley .............................  33.64%
Jardine Fleming ......................... 11.42%
Schroders  ̂ Chartered ...................  7.40%
Hang Seng Bank ...........................  7.10%
Others* .................................. 40.44%

100.00%
 ______________________________________________  C ̂ WcA ̂  pAP c. )

1 Beech, J.W., Public Financing for Small Companies, The Canadian 
Chartered Accountant, Vol. 85, No.6 , December, 1964.

* With individual issuing houses ranging from 0.03% to 3.63% in 
market share. The total number of underwriters is 53.



Appraisal of Previous Studies
Empirical research in the field of new issue pricing has been

concentrated on measuring issuing house performance by the comparison

of the market discount emerging after the price-fixing and the initial

trading of the issue. Notably, studies on the U.K. market have been
1 2conducted by Merrett, Howe and Newbould, Davis and Yeomans ; and on

the U.S. market by McDonald and Fisher,^ and Logue and Lindvall.^

Merrett, Howe and Newbould examined new listings on the London 

Stock Exchange between 1959 and 1963. Upon their finding that the 

issue price of fixed-price issues has been considerably below the 

subsequent market price, the concept of market discount was 

introduced as a cost of issue. Through regression analysis, they 

discovered a strong positive relationship between market discounts 

on offers for sale and movements in the general market index. They 

concluded that the issuing houses tend to take inadequate account of 

the general share price movement in determining the price for few 

issues. Using the mean and variance of the market discount, Merrett, 

Howe and Newbould evaluated individual financial advisors' efficiency 

based on their ability to minimize market discounts.^

1 Merrett, A.J., Howe,M., Newbould, G.D., Equity Issues and the
London Capital Market, London, Longmans, 1967.

2 Davis, E.W.  ̂Yeomans, K.A., Company Finance and the Capital
Market, Department of Applied Economics Occasional Paper 39, 
University of Cambridge, 1974.

Also Observations on Equity Price Discounts in the London New 
Issue Market, The University of Aston, 1975.

3 McDonald, J.G. 6 Fisher, A.K., New-Issue Stock Price Behavior,
Journal of Finance, March 19 72.

4 Logue, D.E. 6 Lindvall, J.R., The Behavior of Investment Bankers:
An Econometric Investigation, Journal of Finance,March 1974‘.

5 Merrett, op.cit. p. 174 6 p. 211-2.



1Newbould , using the same data, attempted to relate some 

quantifiable variables to the market discount and achieved low 

explanatory percentage. He proceeded on to examine qualitative 

forecasts by the Financial Times, as an independent source of 

prediction, and obtained better performance than the issue price.

Davis and Yeomans, using a sample of 275 new issues from

April 1965 to March 1971, revealed the continuing existence

of market discounts. While equity pricing for placements were

less precise in bull markets, their main criticism is that in

adverse market conditions, advice to smaller firms was not good.

They considered that attention should be focused on the market
2behaviour to reduce the level of discount.

McDonald and Fisher tested 142 new issues offered in the 

U.S. in the first quarter of 1969 and discovered that significant 

market discounts also existed. On examining the magnitude of 

the mean first week return of issues by two issuing houses, McDonald 

and Fisher inferred that the significant difference may imply a 

difference in pricing behaviour between the two.^

1 Newbould, G.D., On the Prediction of New Issue Prices,

Journal of Economics Studies, summer, 1966.

2 Davis, E.W. 6 Yeomans, K.A., Observations on Equity Price

Discounts in the London New Issue Market, op.cit. p.23.

3 McDonald, op.cit. p.102.



Logue and Lindvall developed a simultaneous system of 

equations to examine the relationship between the issue price 

set by the investment banker and the cash spread charged by him 

as risk bearing compensation depending on different firms, 

issue characteristics and market conditions. They concluded that 

in pricing new issues, there is a significant difference between 

the price set and the cash spread charged. One of the explanations 

was that this might be caused by institutional restrictions on 

the behavior of investment banks, such as the regulations 

imposed by the Securities Exchange Commission.

In short, past studies have been centred on the following 

issues

(1) The identification of the market discount.

(2) The use of its magnitude to evaluate performance of 

underwriters.

(3) The search for variables to account for the discount.

However, these studies may be subjected to two deficiencies.

Firstly, the measure used in comparing efficiency is unstable. 

Secondly, there is no indication to explain the differences in 

pricing behaviour among different issuing houses except items 

of implied inefficiencies which can presumably be corrected.

1 Logue, op.cit., p.214.
\



1
The measure of the discount is given by

D = P - P. ; where P ' is the initial market price,m i  m -
P^ , the issue price,
D , the absolute market discount.

Thus, the magnitude of D or D* is dependent on both P^ and 

P^. While P^ is within the control of the issuing house, P^ is 

subjected to market forces. The market price, P^, is in itself 

unstable and when this unstable value is applied to evaluate 

individual financial advisors, distortions of the data input will 

lead to inconsistent rankings. The instability is largely due to 

imperfections of the market place. Market expectations, risk 

profiles and market information are the more apparent elements 

of dynamics affecting the outcome of the market price. In the 

past two decades, many attenqjts have been made to construct

1 Davis, E.W. § Yeomans, K.A., Company Finance and the Capital 

Market, op.cit., p.25.

This discount can be expressed as a comparative discount 

which is a percentage of issue price after adjusting for

index charges.

- 1 X lOQSIt
P. I ,\  1 m/

where I^ is the market index at price-setting,
the market index at day of trading when 

trading commences,
D the comparative discount.



models to validate to paradigm that security prices can be 

functionally related to expectations about the financial 

variables of different firms, such as models constructed by 

Tinbergen,^ Durand,^ Gordon,^ and Lemer and Carleton^.

Empirical evidence is that these models are mostly neither 

statistically significant nor stable. Other attempts to 

incorporate a risk space in valuation models were equally 

inconclusive.^ As Keenan^ pointed out, although any 

instability due to statistical problems can be corrected by 

additional sampling or model specification, yet the instability 

caused by sampling from a non-uniform universe and fundamental 

model specification are basic problems that cannot be overcome 

in the construction of a model. Similarly, the application of 

this unstable measure to evaluate new issue advisors on a 

relative scale may lead to inconsistent rankings. Underwriter 

performance should be measured by the difference in pricing 

between companies of similar class to detect underpricing. 

Comparisons should be based on consistent measures which are 

not subjected to random errors.

1 Tinbergen, J., The Dynamics of Share Price Formation,
Review of Economics and Statistics, 1938.

2 Durand, D ., Bank Stock Prices and the Analysis of Covariance,
Econometrica, January, 1955.

3 Gordon, M.J., The Investment, Financing and Valuation of
the Corporation, R.D. Irwin, Homewood, III, 1962.

4 Lemer, E.M. § Carleton, W.T., The Integration of Capital
Budgeting and Stock Valuation, American Economic 
Review, September 1964.

5 Arditti, F., Risk and the Required Return on Equity,
Journal of Finance,; March 1967.

Benishay, H. Variability in Earnings-Price Ratios of • 
Corporate Equities, American Economic Review, 1961

6 Keenan, M., Models of Equity Valuation : The Great SERM
Bubble, Journal of Finance, 1970, p.252.



By examining the market discount, past studies on new issue

pricing focused on the accuracy of the pricing decision rather

than understanding the process. These studies have revealed a

common characteristic with the share price valuation models,

that is, the low explanatory power as exhibited by the

statistical measure of significance. Aside from sampling a

non-uniform universe or the omission of some variables, this

characteristic may arise since the relationship between the

discount and some of the explanatory variables have already

been accounted for the issue price.^ However, no conclusive

findings have been established to identify factors determining

the issue price of a new listing. Since these decisions are

made by individual advisors, the pricing process is likely to

differ among advisors, as indicated by findings of McDonald
2and Fisher, and Logue and Lindvall.

3Davis and Yeomans considered that the market discount could 

arise partly as an error or uncertainty in the pricing process, 

and partly as a systematic element in price fixing to provide 

an incentive for applicants in the form of an introductory 

discount. While the uncertainty element can be regarded as 

random, the systematic element has not so far been identified.

Davis, E.W. 6 Yeomans, K.A., Observations on Equity Price 
Discounts in the London New Issue Market, op.cit. p.14.

McDonald, op.cit, p.101.
Logue, op.cit. p.213. j

Davis, E.W. S Yeomans, K.A., Observations on Equity Price 
Discount in the London New Issue Market, op.cit. p.l
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but it can be identified by examining the actual pricing 

process of an underwriter. Although different underwriters may 

apply different valuation formulae, each should go through a 

consistent process of pricing. Furthermore, individual size and 

capability differences between merchant bankers will cause 

differences in their pricing decisions. Hence, a study of the 

pricing decision of new issues should be based on individual 

merchant bankers. Attempting to consider all new issues in the 

market at the same time, as in the Davis and Yeoman study^ will 

involve heterogeneous data, possibly accounting for the low 

explanatory power of their study.

Even when one takes the view that the market discount is an 

outcome of a decision, and as such, it can be measured and applied 

as a rating of performance, a study of the pricing process is 

preferable. A study of this nature will enable the less efficient 

underwriters to review their managerial decision making process 

and subsequently improve their efficiency. This improvement will 

assist the less efficient underwriter to become more efficient, 

by understanding the pricing process of the more efficient. Such 

a study is also considered by Merrett, Howe and Newbould to be 

particularly important for the smaller private firm seeking a 

listing but whose knowledge of underwriting institutions is 

limited. Thus, the construction of a pricing model will not only 

benefit the underwriters from an internal management point of view, 

but also the smaller firms participating in the capital market 

for the first time.

1 Davis, E.W. 5 Yeomans, K.A., Observations on Equity Price
Discounts in the London New Issue Market, op. cit.

2 . Merrett, op.cit. p.211-2.
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Plan of Study

Indeed, the period 1970 - 1974 was a period of "admiration,

envy, concern and worry".  ̂ It was the healthy strength of the

economy which brought forth the rise in the market but it was the

sudden influx of the unseasoned investors who caused the

irregular price movements. The behaviour of these investors can be

attributed to the need for financial sophistication, pursuant to
2its industrial growth since World War IT. Jao considered the 

Hong Kong economy to be in "transition" where the growth in the real 

sector of the economy had not been accompanied by corresponding 

specialization in the financial sector. For the self-sustained 

growth of a transitional economy, it is necessary to promote 

"innovational finance".

"Innovational finance" denotes "the whole congeries 

of financial institutions, markets, and techniques 

that are appropriate to a transitional economy in 

which per capita income and capital formation is
3growing at a fast rate."

In short, "innovational finance" includes financial organisations, 

financial securities, financial technology and financial markets.

All are vital to continue the economic growth of Hong Kong.

1 Speech by the Hon. Q.W.Lee, on the second reading of 
Companies (Amendment) Bill at the Legislative Council,
November, 1972, HANSARD.

2 Jao, Y.C., Commercial Banking in Hong Kong : An Analysis of its
Growth, Structure and Strains 1954-1968, Hong Kong,
1971, p.5.

3 Jao, op.cit. p.10.
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The structure of financial organisations in Hong Kong is generally- 

considered well developed with a good network of financial 

intermediaries linked internationally. With government regulations 

introduced in the period, the financial markets, including the 

secondary market and the money market with a wider array of 

securities, are now serving their respective functions in the 

economy under good supervision. What remains a continuing effort 

is the development of new financial technology improving the 

primary capital market ; that is, the new issues market. Its 

significance lies in the provision of long-term capital to industry 

and commerce and the offering of new mediums for the public to 

invest in. In performing this function, it is of crucial importance 

that the interest of the issuing company and the public be 

balanced. This calls for increasing sophistication in determining 

the price of new issues in which both parties have monetary 

interests. This study is undertaken to meet such a need.

Furthermore, the period 1970 - 1974, is considered appropriate 

for the study of the pricing decision of issuing houses for two 

reasons. Firstly, there is a large number of flotations^ in the 

period offering a large sample base. Secondly, the period consists 

of a variety of market conditions which enables the analysis of 

market factors on decision-making.
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Hie thesis consists of seven chapters. Chapter II examines 

the economic climate and the structural framework of the new issue 

market - defining the roles of the market participants. Chapter III 

traces the growth and the characteristics of the market during the 

period 1970 - 1974. In Chapter IV, a review is made of the 

literature on pricing of new issues, developing hypotheses and 

the methodology for studying the pricing decision. Pricing models 

for the active issuing houses will be constructed in Chapter V 

and VI. Chapter VII is devoted to the building of pricing models 

for the four stock exchanges in order to examine the role of the 

stock exchanges on pricing. A concerted effort will be made to 

evaluate the pricing models for issuing houses in conjunction with 

models for stock exchanges in the concluding chapter.
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CHAPTER II 

ORGANISATION OF NEW ISSUE MARKET

Before considering the roles of the market participants, 

it is expedient to review the economic climate and the development 

of the securities industry.

Economic Climate of Hong Kong

To provide a general background for our study of the new

issue market, it is expedient to illustrate the economic growth

of Hong Kong in 1970 - 1974 as in Table 2.1 After the political

unrest of 1967, the economy was on its way to continuing growth.

In 1970, the gross domestic product at constant market prices

of 1966 was $15,211 million. By 1974, this figure was at

$19,657 million. The average growth rate for the period was

6.5% per annum. In terms of per capita gross domestic product,

the average annual growth rate was 4.5%. However, these average

growth rates include some variations in individual years: a

slowing down in 1971 followed by a recovery in 1972 - 1973 and a
1subsequent decline in 1974.

1 Estimates of Gross Domestic Product 1961 - 1975, Census and 

Statistics Department, Hong Kong Government, 1977, p.2.
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TABLE 2.1 Gross Domestic Product 1970 - 1974
(at constant prices of 1966)

_______ Total GDP_______________   Pey Capita GDP
Amount Annual Growth Amount Annual Growth
(HK$MM) (%) (HK$MM) (%)

1970 15,211 5.7 .3,842 3.2

1971 15,704 3.2 3,882 1.0

1972 16,838 7.2 4,129 6.4

1973 19,150 13.7 4,604 11.5

1974 19,657 2.6 4,627 0.5

Average 6.5 4.5

Source: Estimates (of Gross Domestic Product,1977

This economic growth was mainly stimulated by the growth of

exports. As shown in Table 2.2,the average annual growth rate of

e:q)orts in the period is 17% per annum. Similar to the growth

pattern of the gross domestic product, exports encountered a

decline in 1971, a recovery in 1973 and a slowing down in 1974.

TABLE 2.2 External Trade (Exports) 1970 - 1974

Value of Exports Annual Growth (%)
(HK$MM)

1970 12,347 17.4

1971 13,750 11.4

1972 15,245 10.9

1973 19,474 27.7

1974 22,911 17.6
Average 17.0

Source : Hong Kong Social 6 Economic Trends 1964-1974
Census 6 Statistics Department, 
Hong Kong Government.
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Against this favourable economic background, bank deposits 

grew by an average rate of 20.6% per annum. However, this 

rate of growth varied from 31% to only 6.4% in 1973 as in 

Table 2.3. The growth in bank deposits was indicative of the 

influx of foreign capital, which also brought about the 

strengthening of the Hong Kong Dollar. At the end of 1970, the 

exchange rate was HK$6.08 : US$1.00, and was later improved to 

HK$4.93 : US$1.00.

TABLE 2.3 Total Bank Deposits at end of year 1970 - 1974

Total Deposits 
(Including Demand, Time Annual Growth in %

and Savings)________ ____________________
(in HK$MM)

1970 14.955 21.6

1971 18,785 25.6

1972 24,613 31.0

1973 26,191 6.4

1974 30,998 18.4

Average 20.6

Source : Hong Kong Monthly Digest of Statistics 
Census 6 Statistics Department,
Hong Kong Government.

The confidence in the Hong Kong Dollar and the economy was also 

reinforced by the improved international atmosphere. President 

Nixon*s visit to China and the stabilized Chinese political 

scene brought forth a healthy contrast from 1967. This was 

accompanied by a low interest rate prevailing until the June 1973. 

Thus, a stock market boom developed from late 1972, rising to an 

unprecedented height in March 1973.
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Development of the Securities Industry

With the prosperity, three more stock exchanges were established.

Table 2.4 and Table 2.5 show how the market grew significantly in

reported turnover. In 1968, with only the Hong Kong Stock Exchange

in operation, the total turnover was HK$943 million and in 1970

with two stock exchanges operating, the turnover was HK$6,053

million. In 1973, the total stock exchange turnover was

HK$48,880 million, contributed by the four stock exchanges - Hong

Kong Stock Exchange (HKSE), Far East Exchange (FEE), Kam Ngan

Stock Exchange (KNSE) and Kowloon Stock Exchange (KSE).

TABLE 2,4 Stock Exchange Turnover
(in Million Dollars)

1968 1969 1970 1971 1972 1973 1974

HKSE 943 2,524 3,057 4,738 10,610 12,326 2,449

FEE - 21 2,996 7,833 18,130 15,937 5,050

KNSE - - - 2,219 7,739 12,412 3,048

KSE - - - - 6,405 8,203 887

Total 943 2,545 6,053 14,790 42,884 48,878 11,434

TABLE 2 .5 Stock Exchange Turnover 
(Percentage of Market Share)

1968 1969 1970 1971 1972 1973 1974

HKSE 100.00 99.15 50.51 32.03 24.74 25.23 21.42

FEE - 0.85 49.49 52.96 42.27 32.60 44.16

KNSE - - - 15.01 18.05 25.39 26.66

KSE - - — - 14.94 16.78 7.76

Total 100% 100% 100% 100% 100% . 100% 100%

Source : Far East Exchange Year Book 1976
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Among the four stock exchanges, respective market shares also 

varied. Prior to 1968, Hong Kong Stock Exchange had 100% of the 

market. In 1970, the first year of incorporation of the Far East 

Exchange, reported turnover in the Hong Kong Stock Exchange 

accounted for 51% of the market with the Far East Exchange 

occupying 49%. By 1973, Far East Exchange had the leading share 

of 33%, the Hong Kong Stock Exchange and the Kam Ngan Stock 

Exchange both had 25% and the Kowloon Stock Exchange had 17%.

TABLE 2.6 Comparison of Major Indices*

Hong Kong New York London
Hang Seng Index Dow Jones Ind. Ave. Financial Times

Index

1970 185.24 753.19 361.4

1971 277.99 884.76 378.4

1972 467.07 950.12 503.9

1973 803.96 924.06 435.6

1974 162.43 596.50 160.1

* Indices at year end. The Hang Seng Index is based on
prices of selected stocks in the Hong Kong Stock Exchange.

Source: Far East Exchange Year Book 1976

When compared with indices in the New York Stock Exchange and 

the London Stock Exchange, Hong Kong's stock indicator, the Hang 

Seng Index,fluctuated widely. As shown in Table 2.6, the rise of 

185.24 in 1970 to 803.96 in 1973 means a rise of over 300% in stock 

prices. Furthermore, this should be qualified with a peak of 1774.96 

on 9th March 1973, which is an increase of well over 800%. During 

this period, 1970 - 1973, the Dow Jones Industrial Average 

appreciated only by 22.7% and the Financial Times Index by 20.5%.
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TABLE 2.7 Comparison of Average P/E Ratio

Hong Kong* U.S.A. U.K.

1969 - 15.83 16.99

1970 - 17.77 14.27

1971 18.64 19.32 18.72

1972 25.43 20.09 19.23

1973 35.51 12.90 11.88

1974 6.70 7.51 4.13

* Based on closing price at year end on constituent stocks

the Far East Exchange Index.

Source : Far East Exchange Year Book 1976

Although figures for average price earnings ratio are not 

available prior to 1971, data available after 1971 is still 

meaningful for comparison with other major markets. Table 2.7 

illustrates the gradual rise of the P/E ratio from 18.64 to the 

drastic fall of the P/E ratio of Hong Kong from 35.51 in 1973 

to 6.70 in 1974 indicating the wide range of fluctuation. 

Nonetheless, in 1973, a comparison of the average P/E ratios 

between Hong Kong and other international markets will reveal that 

the stock prices in Hong Kong were excessively high.

This growth in the securities industry has been accompanied 

by the increase in the number of stock brokers. In December 1969, 

63 stock brokering firms existed, growing to 831 in November 1973, 

with over 1,000 members in the four stock exchanges^.

1 Speech by the Hon. C.P. Haddon-Cave, Financial Secretary, 
introducing the Securities Bill 1973 at the Legislative 
Council, December, 1973, HANSARD.
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This growth in activities was also reflected in the growing value 

of cheques cleared through the commercial banking system as shown 

in Table 2.8. From a total value of $96,330 million in 1969, the 

amount rose to $463,854 million in 1973. This was partly caused by an

increase in business activities and partly.by the growth of the market. 
With the cash delivery settlement system, increased activities in 

the stock market will definitely result in an increase in value of 

cheques cleared. The percentage increase over the previous year 

was also dramatic. Growth in 1970 and 1971 was 27.8% and 25.5% 

respectively. In 1972, the increase was 113.0% while the rise in 

1973 was 41%. The subsequent decrease in turnover caused a 24% 

decrease in the value of cheques cleared in 1974.

TABLE 2.8 Value of Cheques cleared through the Banking System

Value of Cheques cleared Percentage Increase
by Commercial Banks from Previous Year

(in Million HK$)
1969 96,330

1970 123,136 + 27.8%

1971 154,493 + 25.5%

1972 329,059 +113.0%

1973 463,854 + 41.0%

1974 352,676 - 24.0%

Source : Hong Kong Monthly Digest of Statistics

Table 2.9 shows a marked increase in bank loans and advances 

to stock-brokers. Expressed as a percentage of total bank loans 

to all sectors, the share rose from 1.5% in 1970 to 4.2% in 1972. 

Thereafter,it was gradually reduced to 1% in 1974.
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TABLE 2 .9 Analysis of Bank Loans and Advances as at end of Year

Value of Bank Loans Total Value of
to Stockbrokers Bank Loans Percentage

 ______________  to all sectors  -__

(in
1970 143 9,669 1.5

1971 249 11,836 2.1

1972 736 17,726 4.2

1973 503 23,263 2.2

1974 291 29,549 1.0

With the increased activities and the growing number of small

unsophisticated investors, the Hong Kong Government was increasingly

concerned. As a result, various measures were introduced to

regulate market activities in the period. These included the

regulation of stock exchanges, the amendment of the Companies

Ordinance, the setting up of a Securities Commission and the

doubling of the ad valorem stamp duty on share transactions. The

introduction of these measures should be viewed against the

traditional economic philosophy of laissez-faire in Hong Kong.

However, they were essential in a period when "the rise and fall

of the stock market .... would have brought a less robust economy

to its knees .... that the introduction of disciplines having

the force of law is an essential step on the road to full 
,,1recovery."

1 Addressed by H.E. the Governor, Sir Murray MacLehose, 

at the Legislative Council, October, 1973, HANSARD.
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Market Structure

In its broad sense, the new issue market should not be 

restricted to new listings on stock exchanges. It is the issuing 

of new securities instrument to the public which includes capital 

raised by both existing quoted companies and unquoted companies
j .on the stock exchanges. This distinction by Henderson 

distinguishes between old and new companies. These two categories 

of companies are differentiated by the extent of public knowledge 

of the company.

A second distinction separates shares which are already in
2existence from newly created shares. Merrett and associates used 

.this definition to identify new money being raised by newly created 

shares. The amount of new money is determined by multiplying 

the number of newly created shares issued by the price per share 

at which the company sold the shares after deducting all 

administrative cost of the issue. This definition is appropriate 

when considering the additional inflow of capital to the company, 

especially in its economic significance.

1 Henderson, R.F. The New Issue Market S the Finance of Industry,

Cambridge, Bowes 6 Bowes, 1951, p.24.

2 Merrett, op.cit. p.4. ’ ■
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Furthermore, the pricing of rights of companies already quoted 

in the market are very much influenced by the prevailing price of 

the shares in the market. Under the assumption of a perfect capital 

market, the prevailing share price of a company should adequately 

reflect valuations of the shares by the investing public. In this 

respect, the scope of pricing by underwriters is limited. It is 

the valuations of the new listings which permits greater flexibility 

and requires more sophistication by the underwriters. Hence, it is 

the pricing of newly listed shares with which this study is 

concerned. Pricing of new shares issued by existing companies are 

excluded from this study.

Unlike the secondary market, the new issue market has no 

geographic location. A series of procedures in compliance with 

listing requirements are carried out with detailed organisation, 

mainly by the issuing house, prior to the first and only 

transaction in the market. This first and only transaction takes 

place after investors apply for the new issues, and the allotment 

of the new shares to investors complete the transaction in the 

market. Thereafter, the shares of the newly listed company are 

traded on the floor of the stock exchange constituting the secondary 

market. Without a physical location, the study of the organisation 

of the new issue market will be focused on an examination of the 

listing requirements and procedures and the participants in the 

market. These participants include the listing stock exchange, the 

professional valuer and the board of directors. They serve in their 

own capacity to perform various functions contributing to the 

offering of the new issue to the public eventually leading to the' 

completion of the transaction alloting shares to investors.
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It is therefore essential to examine the relevant procedures and 

the various functions performed by these participants to gain an 

insight into the operation of the market.

Listing Procedures and Requirements

In listing a new issue, there is hardly any predetermined 

procedures to follow other than statutory regulations and stock 

exchange requirements. Yet these regulations and requirements do 

pose as constraints thus making the task of handling a new issue 

a complicated job which requires excellent coordination. Although 

there is no definite schedule to follow, Wong^ recognized that 

there are three stages in the process of issue which have been 

developed. The first stage identified is when the issuing house 

enquires into the new issue and subsequently advises the company 

on the details of issue. The second stage involves the preparations 

of the underwriting agreement and the final stage is to sell the 

shares to the investors. A list of the required documents is shown 

in Exhibit A.

Amidst legal regulations and stock exchange requirements, the 

process of listings could best be illustrated by constructing a 

list of procedures which a hypothetical company goes through as 

shown in Exhibit B. It could well be said that the timing of the 

procedures is based on general requirements and normal operations. 

From the list of procedures, it is worth noting that the process

of transforming a private company into a public listed company
s ■

1 Wong, K.A., The Stock Market in Hong Kong, Ph.D. thesis. 

University of Liverpool, 1975, p.176.
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takes about 70 days. Nevertheless, depending on individual cases, 

it may be possible to congress some procedures to shorten the total 

period. The time length taken to list a share is important in that 

it affects our perception on how an issue is priced. If the issue 

price is determined long before the trading date, it may be 

difficult to estimate the market price which may be affected by the 

market conditions. From the hypothetical schedule, it can be 

assumed that from the date the prospectus of the new issue is

approved by the Board of Directors, it takes about 26 days before 

trading on the floor takes place. This period was on occasions 

condensed into about two weeks. If the pricing of the share is 

expected to be equal to the market price traded on the floor, it 

means that an accurate forecast will have to be made about market 

conditions 14-26 days after the price is determined.

The basis of the new issue is the publication of a prospectus. 

In essence, the prospectus contains the relevant information of the 

company which is required by statutory regulations. The accuracy 

and adequacy of the information published is the responsibility of 

the reporting parties concerned. Persons responsible for reporting 

include company directors, reporting accountants, professional 

valuers and underwriters. It is perhaps unnecessary to go into the 

details of legal technicalities involved in a new issue, but it is 

important to point out that regardless of the method of issue and 

distribution, the issue of a prospectus is required.
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Other than statutory requirements, a listing must be admitted 

by a stock exchange for trading. The stock exchanges will scrutinize 

the prospectus evaluating the overall desirability of listing the 

issue from an investor's point of view. This assessment is largely 

done in a qualitative manner but the information, as reviewed in the 

prospectus,is of great relevance. While the stock exchanges are 

concerned about the pricing of individual issues, efforts are always 

made to accommodate individual pricing differences of issuing houses. 

In short, the exchanges try to lay down some broad standard for 

pricing while leaving the individual issuing houses to determine 

individual pricing.

Along with an application for a new listing, the company is 

required to undertake to the stock exchange the disclosure of 

future company information. This is necessary to enable a fair, 

quick and direct way of communication to keep the investors 

informed of the progress and performance of the conçany.

Because of the strain on the banking system in Hong Kong, a 

public issue, which requires handling of a vast number of cheques, 

had to follow an arrangement with the banks whereby one public issue 

was allowed once every 10 days. A master schedule of companies who 

had been accepted for a public offer in due course was coordinated 

by the stock exchanges. This meant that the dates of public 

subscription have to be determined well in advance. Nevertheless, 

this only applied to public issues, which are large in size. For 

private placement of smaller issues, listing date schedules are kept 

by the individual stock exchanges. This therefore resulted in a 

quicker listing period for private placement as compared with public 

issues.
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The rules governing listings on the four stock exchanges are

largely similar and are listed in details in their respective 
1publications. The only difference between the stock exchanges is 

the minimum market value for a company. Hong Kong Stock Exchange 

requires a minimum market value at offer of HK$20,000,000 for a 

new listing. The Far East and the Kam Ngan Stock Exchanges have a 

minimum value of HK$5,000,000, while Kowloon Stock Exchange has no 

specific lower limit. However, these figures are merely minimums 

as specified and may be changed according to individual cases.

Although there are no stock exchange regulations governing the 

size of private placements or public subscriptions, a company with 

a capitalization of over HK$50,000,000 may have to be listed by 

public subscription because of the limited placement capacity of 

stock brokers.

As an legal requirement, new issue prospectuses have to be 

cleared with the Registrar General, together with all supporting 

documents. Under the Companies (Amendment) Ordinance 1972, he has 

powers to refuse registration of a prospectus in case statutory 

requirements are not met or if it contains any information which is 

obviously likely to mislead.

1 Admission of Securities, to Quotation, Hong Kong Stock

Exchange Ltd., July 1975.

Rules and Regulations Governing the Official Listings of
i

Securities, Far East Exchange Ltd., 1971.

Rules and Regulations Governing the Official Listings of

Securities, Kam Ngan Stock Exchange Ltd., 1976.
Requirements for Quotations, Kowloon Stock Exchange Ltd.,1976.
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The Stock Exchanges

Of the four existing stock exchanges, only one, the Hong 

Kong Stock Exchange, existed in the inid-1920's^. Until 1969, 

it operated as the only stock exchange in Hong Kong. The Far 

East Exchange was incorporated on 31st October, 1969. The Kam 

Ngan Stock Exchange began operation on 2nd March, 1971 and the 

Kowloon Stock Exchange began operation in the beginning of 1972.

There had been no limitation on the number of stock exchanges 

before 1972, In November, 1972, it became government policy 

that no further stock exchanges would be permitted.

As a result of the growth of the market, total market turnover 

in 1965 amounted to HK$389,000,000, increasing to HK$6,053,000,000 

in 1970, to HK$14,792,000,000 in 1971, to HK$42,753,000,000 in 

1972, to HK$48,880,000,000 in 1973 and subsiding to HK$11,436,000,000 

in 1974. Amidst the increased turnover, the respective market 

shares of the four stock exchanges differed. In 1972, the Far 

East took 4211% of the market, Hong Kong Stock Exchange 24.82%,

Kam Ngan Stock Exchange 18.1% and Kowloon Stock Exchange 14.98%.

In 1974, the Far East had 44.16%, the Hong Kong Exchange 21.42%,

Kam Ngan Stock Exchange 26.66%, and Kowloon Stock Exchange 7.76%.

1 Speech by the Hon. Philip Haddon-Cave, Financial Secretary, 

in Legislative Council, Wednesday, 12th December 1973.
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The organization of the stock exchanges is largely similar 

in nature. The stock exchanges are run by the Stock Exchange 

Council or General Committee, with varying sizes of membership.

For example, the Hong Kong Stock Exchange Council consists of 

9 members and the General Committee of the Far East Exchange 

consists of IS members. To a large extent, the organization of 

the stock exchanges in Hong Kong is very similar to its counterpart 

in London. The organizational pattern carries with it the
1characteristic of a private club or voluntary association, 

because of the informal way in which they operate.

To qualify for membership, a member has to be a Hong Kong

resident for 5 out of the 7 preceding years, above 21 years of age,
2and not a director or employee of a licensed bank , or a solicitor 

or professional accountant holding a current practising certificate 

except those who were already members before the enactment of the 

Securities Ordinance. Trading on the floor is transacted by 

direct transaction between members. This is different from the 

' jobber system in London or the specialist system in New York.

The mechanics of the transactions simply require a member or his 

representative to pose bid or offer prices on the trading board.

1 Wong K.A. op.cit. p.354.

2 Securities Ordinance 1974, Section 25
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A transaction is effected by another member dealing at the bid or 

offered price posted on the board. Posting on the board is on 

a first-come-first-serve basis with a queuing system. This 

direct dealing system has a merit of enabling the free fluctuation 

of share prices. In contrast to this free market structure, 

a jobber system probably provides less fluctuation in share 

prices with the jobber dealing as a principal with a long or 

short position. The volatile market conditions are sometimes 

attributed to this open market system.

In conjunction with the open market system, a 24-hour delivery 

system is used for settlement of share dealings. Unlike the London 

delivery system making use of settlement dates of 2 or 3 weeks, the 

Hong Kong system of 24-hour delivery is intended to minimize short 

selling. In conjunction with this delivery system, settlement is 

made on a cash basis with physical handling of the scripts which, 

with street name deliveries, eliminates the need for registration 

of transfer of shares between shareholders after each transaction.

The trading hours of the stock exchanges are in two sessions, 

10.00 a.m. to 12.30 p.m. and 2.30 p.m. to 3.30 p.m., Mondays to 

Fridays.

Transactions on the trading board are in fixed quantities of 

a board lot. This is a unit of trading, depending on the price of 

a share, which permits the members of the stock exchanges to deal
5 ■

in multiples of the board lots.
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After completion of a transaction of the trading board, the 

selling broker of the transaction has to make out a record of 

the transaction in triplicate. After endorsement by buyer, one 

copy of it is deposited with the stock exchange, confirming the 

transaction. Another copy is delivered to the buyer, and the 

third copy is for retention by the selling broker. After a 

transaction has been effected on the dealing board on the 

exchange floor, the transaction will be recorded manually on 

the trading board.

Although the stock exchanges are the market place for the 

secondary market,rather than the primary market, they do pose 

as constraints on the new issue market. IVhen a company raises capital 

from the new issue market, it is the secondary market which draws 

attention from the prospective investors. With a stock exchange 

listing, this indicates that the shares can subsequently be sold 

in the secondary market. Furthermore, listings on different 

stock exchanges may carry different expectations regarding the 

marketability of the new issue. Despite the uniformity of the 

mechanics of the four stock exchanges, the members of the 

different stock exchanges may represent different clientels.

The cliente1 usually determines the depth of the trading capacity 

of the stock exchanges. Since the four stock exchanges have 

their different governing councils or general committees, the 

requirements for pricing in their different stock exchanges 

may not be uniform. The different pricing requirements pose 

constraints on different issuing houses, thus affecting the- pricing
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of new issues in the primary market. These pricing standards, . 

imposed as constraints on issuing houses,involve qualitative 

assessments by the stock exchange’s Listing Sub-Committee, or 

in the case of Hong Kong Stock Exchange and the Kowloon Stock 

Exchange, the decision is made by the governing Council. For 

the Hong Kong Stock Exchange,its members are professional 

stock-brokers. In the Far East, Kam Ngan and Kowloon Stock 

Exchanges, the Listing Committee consists of lawyers, accountants, 

and businessmen including some real estates developers. Although 

members of the Listing Committee may also own a seat on the 

exchange, each member has his professional background. With 

the diversified background of the individuals granting admission 

to new issues, it is certainly realistic to assume that although 

the committee may look at different issues in varying details, 

there should be some consistencies with respect to the logical 

derivation of a price for a new issue.
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Issuing Houses

Functionally, the issuing house advises the issuing company 

on all aspects of the new issue operation. Because of the 

complicity involved in floating an issue, detailed planning is 

required to meet both statutory regulations and stock exchange 

requirements. The completion of flotation procedures in a 

short time is also important since the success of a floatation 

very often depends on an appropriate market condition. Listings 

in the wrong market condition may result in an undersubscription 

or perhaps a financial loss to the issuing house.

Operationally, the issuing house advises its clients on the

method of issue, the t>’pe of security to be issued,and the price

and terms of the flotation. . In executing these functions, the

issuing house acts as an intermediary between the issuing firm
1and the body of investors. In its unique position, the issuing 

house has to satisfy both the issuing company as well as the body 

of investors. The reason for satisfying the issuing company is 

obvious, since the fees and commission charges for the new issue 

are sources of income for the issuing house. On the other hand, 

it has to ensure that the investors are satisfied with the issue 

price and terms of the flotation. This satisfaction should be 

viewed with a long-term prospective, which normally should reflect 

an adequate rate of return to the investors. Failure to fulfil

1 . Merrett, A.J., Howe, M., and Newbould, C.D., op.cit. p.17.
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this responsibility to investors will hamper the reputation of 

the issuing house in the long-term. Furthermore, the issuing 

house looks at the issued price as its professional indication 

to investors on an issue which has never been traded before in 

the open market. Similar to London issuing houses, this 

professional indication is backed-up by accounting and legal 

investigations into the company. If the issuing house is not 

satisfied with some aspects of the firm, it will simply refuse 

to handle the issue.

After a decision has been made to float a new issue, the 

issuing house underwrites the flotation. To the issuing company, 

underwriting will ensure that the amount of finance required by 

the company will be made available since any undersubscription 

will be taken up by the issuing house or underwriter. In London, 

underwriters may look for sub-underwriters to share in the proceeds 

together with the risks of underwriting. It must be stressed 

that it is not so much the financial risk of the underwriting 

which the issuing house shares but rather a practice in the trade 

to maintain a good relationship with other underwriters. Like 

London merchant bankers, issuing houses in Hong Kong participate 

in a new issue as joint-underwriters. Technically, this practice 

means that the name of the joint-underwriters appear in the 

prospectus together, putting the reputation of all underwriters 

as an indication of quality of the share. In addition, sub

underwriting may in turn be arranged. Generally, a commission
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of 2% is paid to the underwriter, who in turn may pay out 1% 

to the sub-underwriters. In London, the issuing houses are 

professional merchant bankers, but the Hong Kong issuing houses 

and underwriters are mostly commercial banks or commercial bank 

related organisations. Of the top nine underwriters, only two. 

Jardine Fleming and Oriental Financial Consultants, are not 

related to any commercial banks. Three out of the top four 

merchant bankers, Wardley, Jardine Fleming and Schroders § 

Chartered, are staffed by senior personnel who are familiar with 

merchant banking in the City of London. Rarely did stock-brokers 

participate in new issue flotations, other than Japanese or 

American brokers who underwrote issues occasionally.
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The Regulatory Bodies

In terras of regulating by statute, two government bodies

are essentially involved in the new issue market. Prior to the
1setting up of the Securities Advisory Council in January 1973 , 

the only government organization involved in handling new issue 

prospectus was the Registrar General. The responsibility of the 

Registrar General is to register limited companies and enforce 

the Companies Ordinance. In receiving a new issue prospectus, 

he is essentially concerned in registering the main document 

and checking the accompanying supporting documents to see if they 

abide the legal framework. He is not concerned with the 

verification of contents of a prospectus. Except when legal 

requirements are not met, the Registrar General would refuse any 

prospectus submitted to him. Technically speaking, he offers 

comments to the issuing houses on the draft of the prospectus, 

but he is in no way concerned with the pricing aspects of the 

issue or the methods of issue.

When the Securities Advisory Council was established in 

1973, it acted in an advisory position to the government with no 

statutory power. The Securities Advisory Council with seven 

members, including the Securities Commissioner, put forward 

•suggestions to regulate the stock exchanges in the Securities 

Bill in October 1973. Although the Securities Bill

1 Far Eastern Economic Review, "New Hong Kong Record",

15th January, 1973, p.50.
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was concerned mainly with setting up a mechanism for the smooth 

running of the secondary market, the Council did introduce indirect 

measures of guidance in the new issue market.. One of these 

measures referred to the minimum percentage of shares distributed, 

to the public. The Council aimed at providing a better market 

in depth for a new issue company. The schedule is shown in Table 2.10.

TABLE 2.10 Minimum Percentage Distribution to thé Public

Market Capitalisation of the Minimum % distributed
........ Issuing Company  to thé public

$15,000,000 - $19,999,999 45%

$20,000,000 - $24,999,999 40%

$25,000,000 - $29,999,999 • 35%

$30,000,000 - $34,999,999 30%

Abové $35,000,000 25%

Other guidelines were concerned with the earning capacity of 

the assets and the likely future of the company with the view 

to help the promoters and others to support only those companies 

which were suitable as investments for the public at large. 

Shortly after these guidelines were introduced, the new issue 

market became inactive and these guidelines were not tested in 

operation. Nonetheless, these guidelines will affect listings 

in the future. Aside from these guidelines, an informal practice 

has been introduced for new issues. Prior to admitting a new 

listing, the stock exchanges and issuing houses would ask for 

comments from the Securities Commission which is not a statutory 

requirement.
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On 22nd February, 1974, the Securities Ordinance was enacted

creating a 7-man Securities Commission, including the Commissioner

of Securities with powers to regulate the activities of the
1

brokers and the stock exchanges. A Federation of Stock Exchanges 

was established among the four Stock Exchanges to communicate with 

the Commission, to encourage training of future stock brokers, to 

provide for professional qualifications by examinations of stock 

brokers and to settle disputes in the industry. The Ordinance 

also provided for compulsory registration of stock-brokers and 

the setting up of a compensation fund for members of the stock 

exchanges comprising of $25,000 per member in cash and 

$25,000 in the form of a bank guarantee.. There was also a ban 

on short-selling, option dealing and forward trading. Although 

no special regulation of new issues is specified in the Ordinance, 

this overall improvement to the secondary market may enhance the 

primary new issue market.

It is true that there is no government department with powers 

to verify the contents of a prospectus before issue. However, 

the professional advisors, particularly the solicitors, have a 

responsibility to ensure that statutory requirements are compiled 

with and that all information as contained in the prospectus must 

reflect the true position of the firm. There has been a considerable 

improvement in this respect and in practice, information in the 

prospectus is checked and rechecked. Any inaccurate, misleading 

or even fraudulent representation may lead to civil or criminal 

penalties.

1 Hong Kong Government Gazette, Securities Ordinance 1974,

22nd February, 1974.
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Reporting Accountants

The Companies Ordinance requires that the prospectus of the 

issuing company must contain a report by auditors of the company.

In some cases, this report is prepared by the auditors of the . 

issuing company and in other cases, the issuing house may appoint 

a reporting accountant other than the company auditors whose 

work it is familiar with. Although there is no legal provision 

governing the appointments of reporting accountants, it is desirable 

to appoint reporting accountants other than auditors of the firm 

to maintain "an independence of mental attitude".^

The task of the reporting accountant is the preparation of 

the past accounts, the industrial environment, current trading 

and future prospects, and cashflow position. These reports will 

form the basis of the new issue prospectus though they may not 

be published in whole in order to prevent the prospectus becoming 

unnecessarily detailed and burdensome. These detailed documents 

will assist the issuing house to make decisions as to the terms 

and price of the flotation. There is no set format on the form 

or the length of these reports. However, the past financial 

accounts will help to indicate the change in capital structure, 

past profit performances, basis of accounting and any special 

aspects of the company. The industrial environment will 

incorporate the industrial climate with respect to market, 

competition, production and sales method, employment policies, 

etc. This will probably be analyzed with respect to the

1 Corbett, G., "How Independent is Independent?" Going Public 

1972, Hayraarket Publishing Ltd., London, 1972,p.65.
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management of the company. Reports dealing with assets will 

probably contain opinions of professional valuers reflecting 

valuations of tangible and intangible assets. Projections on 

the future profit and cash position will assist the issuing house 

to determine capital requirements, dictating the terms of the 

flotation, and the profit forecast forms a basis of the pricing 

decision. Furthermore, the assumptions inherent in the 

construction of the forecast should be included in the report, 

thus, permitting the issuing house to consider whether the 

projections are realistic.

Perhaps, the most important document of interest to the 

merchant banker is the profit forecast. When interpreting the 

profit forecast, it is important to distinguish the stability 

of earnings. Stable income is relatively easy to define because 

it arises from fixed contracts or leases, etc. For businesses 

which are less stable, it is difficult to project profit and 

earnings. In the case of trading companies, it may be possible 

to evaluate agencies on hand or textile quotas it had in the past. 

However, only qualitative valuations can be made out of the profit 

forecast as agencies can change hands and international trade 

restrictions may not last for ever. Assumptions about the future 

growth of the market, the general trend, and the market share of 

the particular company must be considered carefully to assist 

issuing houses in their pricing decision. Furthermore, the profit 

forecast must be subjected to consistent accounting principles, 

for example, a consistent principle of valuation of stocks .or 

allocation of cost.
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Although cashflow projections are often not included in the 

prospectus, they are necessary to consider both the financial 

stability of the company and the viability of the declared 

dividend policy by the company. Very often, this aspect is 

covered by a statement in the prospectus on the opinion of the 

Board of Directors that working capital is sufficient in the 

foreseeable future. Although the legal liability rests on the 

Board of Directors, it can be assumed that their opinion is 

usually based on a carefully prepared cashflow forecast of the 

reporting accountant.

Prior to the publication of the prospectus, the reporting 

accountant will also need to conduct a "subsequent events review" 

This review ensures that all financial records and minutes of 

meetings are up-to-date and conform to facts revealed in the 

prospectus. Finally, the reporting accountant must express his 

consent to the issue of the prospectus by a letter to the company 

which forms a part of the submission to the stock exchange and 

Registrar General. In essence, while it can be said that the 

role of a reporting accountant is ensuring a true reflection of 

the financial position of the issuing company, the data he provides 

form the basis of decisions by the issuing houses. An example of 

a profit forecast and a company balance sheet is shown at 

Exhibit C .

1

1 Watts, T., "The Accountant’s Report", Going Public 1971, 

Haymarket Publishing Ltd., London, 1971, p.21.
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Professional Valuers

Since a large number of property companies were listed in

this period, it would be useful to examine how property values are

determined for new issues. In a new issue prospectus, the

assets of the company can be valued either by a director’s

assessment or an opinion of a practising professional valuer.

Generally, if an issuing company has assets like properties and

shipping, the stock exchanges concerned will look for a

professional valuer's opinion to be included in the new issue

prospectus. In assessing the value of land for a company
1prospectus, the valuer’s role is two-fold. First, the valuer 

has to advise the issuing company of the expected market value 

of the property. Second, his valuation will help the investing 

public and issuing houses to judge whether the issue price is 

reasonable.

The significance of the valuer lies in the incorporation 

of his valuation in the net asset value of the issuing company, 

which in turn affects the pricing of the new issue. However, 

it should be remembered that a valuer’s opinion is affected by 

the market condition as well. It is commonly conceived that 

Hong Kong, with an area of about 400 square miles and a 

population of over 4^ million, has an acute problem of land 

shortage. Hence, land prices are always expected to carry 

capital appreciation. In particular, between the end of 1972

1 Roberts, P.J., Valuation of Development Land in Hong Kong, 

Hong Kong University Press, 1975, p.3.
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and early 1973, the stock market was enjoying an unprecedented 

boom. Investors who have made substantial profits in the market 

in turn purchased flats. The overall expansion of the stock 

market and the real-estate market by the increasing numbers of 

participants led to a boom in both sectors. This relationship 

between the two markets should be realized when pricing new issues. 

Admittedly, the role of a valuer becomes difficult in such market 

conditions. Theoretically, the professional valuer can distinguish 

the intrinsic value of the property from the current market value 

which reflects expected capital appreciation. However,for practical 

reasons, the two are hardly distinguishable in an over-heated 

market. How could the valuer tell his client that the value of 

his land was, say HK$500,000 when other similar land was selling 

at HK$1,000,000? In the market conditions of a feverish boom, 

Roberts suggested that valuation in a company prospectus should not 

be taken at the amount that a valuer would advise his client to pay 

for the land for development purposes but rather with reference 

to market conditions and transactions at the tirae.^

Since valuations by professional valuers can affect the asset 

value of the issuing company, it is necessary to examine the 

techniques of valuation. The most common approach is known as 

the "Residual Valuation" technique. This approach considers the 

maximum development value of the land by assessing the value of 

the completed building and then deducting cost, interest and 

profit, giving a residue as the price that can be paid for the land.

1 Roberts, P.J. op.cit. p.4.
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Yet taking this residual valuation alone is inadequate because 

minor, variations in assumptions about cost and interest rate 

can lead to substantial variations in the final assessment. It 

would therefore be desirable to consider market prices of 

comparable land as well as the residual valuation. Furthermore, 

it must be emphasised that in assessing the ultimate value of the 

completed building, the likely market price at that time has to 

be taken into consideration.

To facilitate more detailed analysis for land value, the 

accommodation value approach can be applied. This involves an 

analysis of the sale of land in terms of dollars per square foot 

of the potential gross floor area that is possible on the site.

This arises because of different site coverage permitted by the 

Building Ordinance on different classées of sites. For instance. 

Class A site may be permitted a 30% site coverage whereas a Class B 

site can provide a 33% site coverage. This approach is a simple 

rule of thumb calculation but in comparison between different 

sites, the potential of each site must be taken into consideration 

adequately. An example of residential and commercial valuation 

is shown at Exhibits. D-1 and D-2. Because of the complication of 

the valuation, it will be difficult to discuss this aspect in 

great detail in this study. Nevertheless, it must be stressed that 

the prevailing market price exerts considerable influence on the 

valuer in assessing value since assumptions have to be made about
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the eaqpected sales or rental values of the completed buildings. 

Although there is a certain degree of interdependence between 

stock market conditions and property values, it can be assumed 

that a professional valuer will base his valuations on the 

property market rather than the stock market. In any event, 

his valuation decision will not be affected by the new issue 

market since operationally, the valuer’s opinions are always 

presented prior to the pricing decision made by the issuing 

house. Thus, property valuations by professional valuers are 

independent of the pricing of a new issue.
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Board of Directors *

In Hong Kong, there are four common reasons and possibly a 

fifth why a company seeks a public quotation. One basic reason 

is to raise additional capital to finance expansion when it is 

not possible to do so by internally generated funds or funds 

raised privately. Another reason is for the diversification of 

the company into new ventures. This differs from expansion in 

the sense that the funds are applied towards financing new 

activities. A third reason is for the repayment of loans. This 

reflects activities already undertaken and the public quotation 

facilitates the change in the form of financing, from a medium-term 

loan to long-term equity financing. The fourth reason may be 

personal reasons of existing shareholders which makes it desirable 

to sell off some of their holdings to the public. For instance, 

the payment of estate duty may require disposal of assets of a 

private company and thus disrupts the firm. Public quotation will 

enable easier disposal of shares in the market rather than sale of 

the company's assets. Alternatively, shareholders in a private 

company may want to liquidate their holdings so as to diversify 

their own business activities by reinvesting the proceeds in 

other new business ventures. Another possible reason may be due 

to the Board of Directors' desire to enhance the reputation of the 

company by listing. By satisfying stock exchange's requirements, 

this will indicate to the public the reputation of the company 

and improve future business opportunities. It would also tend to 

make the company better known to the public which is particularly
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good for companies providing or selling consumer, goods or services. ' 

Of the above reasons, expansion, diversification and repayment of 

loans are specifically revealed in the new issue prospectus, but 

of course liquidation of individual’s holdings for purely personal . 

consideration are not mentioned.

Table 2.11 shows that of the total 220 companies studies, 58% 

specified expansion as a reason for public quotation. 15% raised 

public funds to diversify into activities other than their existing 

line of business. 15% used the proceeds of the issue to repay loans 

financing existing activities. 31% did not specify any purpose. 

These can be interpreted as special considerations of a personal 

nature to existing shareholders.

TABLE 2.11 Reasons for Public Quotation as revealed in Prospectus

Number of New Issues Percentage in terms 
......... ..........  of 220 companies

Expansion 127 58%

Diversification 33 15%

Repay Loans 34 15%

Others 9 4%

Purpose Not Mentioned . 68 31%

T O T A L  271*

* Of the total of 220 companies, 51 companies gave 

two reasons for going public.
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 ̂; The Board of Directors is important in the management of the 

company. Assessment of management is undoubtedly a difficult 

task. Different industries with different individual particulars 

require different management skills. In general, assessment 

of management and the Board of Directors are done qualitatively 

in Hong Kong. To some extent, the compactness of the business 

community contributes to a better feel for individual 

companies. Some merchant bankers make use of their own network 

for assessing the quality of management through indirect links 

and credit enquiries. Admittedly, forecasting and evaluation 

often contain a large subjective element. Notwithstanding 

the lack of precedents in Hong Kong, any misjudgements of the 

company management could be remedied by the responsible 

issuing house offering to buy back shares issued which has 

been done in the City of London,^ when it is obviously a 

practice which is fraught with risk for,the issuing house.

Another phenomenon worth noting is the large number of 

companies in Hong Kong which are family-owned or closely 

held before they are floated in public. As no legal requirement

1 Collins, N. "The Management Malaise", Going Public 1975, 

Haymarket Publishing Ltd., London, 1974, p.25.
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exists to disclose nominee holdings in prospectuses, it is not 

possible to identify the scale of the phenomenon. Nevetheless, 

it appears that in some cases, the Board of Directors does 

influence the pricing of the new issue. For example, the 

Board of Directors may require the issuing houses to price the 

shares low so as to achieve a high over-subscription ratio 

because it is felt that this will enhance the reputation of the 

company. In such cases, the company is in fact acting in the 

interest of the prospective investors rather than aiming at 

larger proceeds of the issue. Aside from such individual 

cases, it can be said that the Board of Directors of issuing 

companies are usually not concerned with the pricing of the 

new issue, relying on the issuing houses to price and underwrite 

their shares.
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CHAPTER III

OPERATION OF THE NEW ISSUE MAREKT 1970 - 1974 

This study examines new issues of Hong Kong companies during 

the period 1970 - 1974. However, there is only one company issue 

in 1974, i.e. Cross Harbour Tunnel Limited. No useful purpose is 

served by extending this study to cover the year of 1974. Hence, 

this company will be analyzed when necessary but will be excluded 

in some parts of the study.

The New Issue Market

The new issue market consists of two components, namely new 

money raised by companies listed for the first time and, secondly, 

money raised by listed companies. In this study attention will 

be focused on companies listed for the first time and no in-depth 

analysis is made for new money raised by companies already listed, 

though it is desirable to understand the size of this market

segment. The amount of money raised by rights issues has been

$4,115 million compared to $3,666 million raised by new listings.

TABLE 3.1 Number of Rights Issues by
Industrial Classifications 1970-1974

1970 1971 1972 1973 1974 Total Percentage

Utilities - 3 - 2 - 5 10.2%
Land 6 Constructions 2 2 5 1 - 10 20.4%
Commercial G 
Industrials 2 7 3 3 15 30.6%
Docks, Wharfs, Godowns 1 1 - - - 2 4.1%
Hotels 1 - 1 - - 2 4.1%
Textiles 1 - 2 2 - 5 10.2%
Investments 2 2 2 1 - 7 .14.3%
Shipping - 1 1 1 - 3 6.1%

? 16 14 10 0 49

Source: Far East Exchange Year Book 1976
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As shown in Table 3.1 Commercial and Industrial companies ranked

high in terms of number of rights issues with 15 issues, i.e.

31%; Land and Construction companies with 10 issues or 20%. Other

with a relatively large numbers of righrs issues are Utilities,

Textiles,and Investment companies.

TABLE 3.2 Value of Rights Issues by
Industrial Classification 1970 - 1974 

[in Million of Dollars) Total = $4,114,823,956

1970 1971 1972 1973 1974 Total %

Utilities - 182 - 92 - 274 6.7

Land G Constructions 1,548 309 270 30 - 2,157 52.4

Commercial G Industrials 41 279 172 215 - 707 17.2

Docks, Wharfs, Godowns 4 76 - — - • 80 1.9

Hotels 75 - 66 - - 141 3.4

Textiles 20 - 15 55 90 2.2

Investments 24 45 122 229 - — • 420 10.2

Shipping - 89 152 5 — 246 6.0

1,712 980 797 626

Source: Far East Exchange Year Book 1976

0 4,115

Table 3.2 illustrates that, in terms of the total value of 

rights issue, the Land and Construction group has 52% of the market 

at $2,157 million. The Commercial and Industrials category has 

17% with $707 million. Others significant in value are Utilities, 

Investments, and Shipping companies.
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TABLE 3.3 Average Value of Rights Issues
by Industrial Classification 1970 - 1974

rJ No. of Rights Total Value of Average Value
Issue Issue of Issue

(in Million $) (in Million $)

Utilities 5 274 54.8
Land G Constructions 10 2,157 215.7
Commercial G Industrials 15 707 47.1
Docks, IVharfs, Godown 2 80 40.0
Hotels 2 141 70.5
Textiles 5 90 18.0
Investments 7 . 420 60.0
Shipping 3 246 82.0

49 4,115 84.0

From Table 3.3, the average value of the issues indicates that 
Land and Construction companies are popular in fund raising, with

an average value of $215.7 million per issue. Commercial and

Industrial companies, though impressive in number, have an average

value well below the aggregate average size of $84 million per

issue. Shipping companies seem to be of larger sizes in this

market segment with an average size of $82 million. This analysis

indicates that three groups. Land and Construction, Shipping, and

Hotels are the groups which have raised relatively large sums of

new money. It is worth noting that these categories which have

raised relatively more new money are those which usually carry more

tangible assets, like buildings and vessels.

The other component of the new issue market involves the listings 

of new companies. Of the total 297 shares listed at the end of 1974, 

only 96 existed prior to March 1972. Excluding the listings of 

overseas companies, a total of 220 local companies shares were 

floated in the period 1970-1974.
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TABLE 3.4 Number of Listings 
on Stock Exchanges 1970 - 1974 = 220

‘ 1970 1971 1972 1973 1974 Total 
5 Years

% of 
Total

HK 19 7 17 2 - 45 20.45%

FE G KN - - 62 38 - 100 45.45%

HK,' FE G KN - - 2 10 1 13 5.90%

FE 5 3 1 - - 9 . 4.10%

KLN - - 10 42 - 52 23.64%

HK G FE - - - 1 - 1 0.46%

T O T A L 24 10 92 93 1 220 100.00%

Table 3.4 shows that 100 companies sought listings in both 

Far East and Kam Ngan Stock Exchange, being 45% of the total listings, 

Hong Kong, Far East and Kowloon have independently listed 20%, 4% and 

24% respectively. Kam Ngan Stock Exchange appears to be the only 

stock exchange which did not list any issues independently but 

it has admitted 5.9% of the issues admitted by Hong Kong and Far East,

In terms of the values of listings, a total of HK$3,666 million 

has been raised in the market in the four stock exchanges. The 

distribution is shown in Table 3.5.
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TABLE 3.5 Value of Listings on

Stock Exchanges 1970-1974 - $3,666,143,270 
‘V [in Million Dollars)

Stock
Exchanges

1970 
Value 
in HK$

1971 
Value 
in :HK$

1972 
Value 
in HK$

1973 
Value 
in HK$

1974 
Value 
in HK$

Total 5 Yrs. 

(Percentage)

HK 325 152 392 34 - 903 (24.65%)

FE G KN - - 847 390 - 1,237 (33.73%)

HK, FE G KN - - 398 550 166 1,114 (30,37%)

FE 27 29 11 - - 67 ( 1.83%)

KLN. - - 23 242 - • 265 ( 7.24%)

HK, FE - - - 80 - 80 ( 2.18%)

T O T A L 352 181 1,671 1,296 166
.

3,666

The market capitalization of companies seeking a corresponding 

listing on Far East and Kara Ngan accounted for 34% of the total, 

while the Hong Kong Stock Exchange alone raised 25%. In terms of 

value of new money raised, an interesting.observation is that 

issues listed jointly on the Hong Kong, Far East and Kam Ngan Stock 

Exchanges accounted for 30% in value. This figure is particularly 

significant when compared with only 5.9% in terms of numbers of 

issues. This indicates that the flotation when listed in all 

three stock exchanges were of substantial size. Of the 13 listings, 

an average of HK$86 million was raised per issue. In contrast, the 

Kowloon Stock Exchange accounted for only 7% in value but 24% in 

number of listings. Of the 52 companies listed, this means an 

average value of $5 million per issue. For listings on the



Hong Kong Stock Exchange alone, the average value per issue was

$20 million and on the Far East and Kam Ngan over $12 million

per issue. The above figures indicate that the Kowloon Stock 

Exchange tended to list companies of smaller size and raise

comparative less funds per issue. Issues on the Hong Kong

Stock Exchange were relatively larger but issues of sizes 

averaging around $80 million had to be floated on the three 

leading stock exchanges simultaneously. Thus, it seems that 

the flotation of a large company has to be made in the three 

stock exchanges with broader market activities.

TABLE 3.6 Number of Listings by 
Industrial Classifications 1970-1974

Industrial
Classifications 1970 1971 1972 1973 1974 Total Percentage 

of Total

Banks - - 4 2 - 6 2.7%

Utilities - -• - - 1 1 0.5%

Land G Const
ructions

7 1 54 56 - 118 53.6%

Commercial G 
Industrials

6 4 6 12 - 28 12.7%

Docks, Wharfs, 
Godowns

- - 1 - - 1 0.5%

Hotels 4 1 4 2 - 11 5.0%

Textiles 7 2 9 2 - 20 9.1%

Investments - 1 8 9 - 18 8-2%

Shipping - 1 6 10 - 17 7.7%

T O T A L 24 10 92 93 1 220 100.0%
___
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In terms of industrial classifications as shown in Table 3.6,- 

a total of 9 industries raised new money in the new issue market.

Of the 220 companies listed, 118 were land companies or construction 

companies, which was 53.6% of the total. Commercial and industrial 

concerns had 12.7% of the market, with 28 listings, while textile 

companies accounted for 9.1%, investment companies for 8.2% and 

shipping for 7.7%.

TABLE 3.7 Value of Listings by Industrial Classifications
____________________ 1970 - 1974_______________ ___

(in Million Dollars)

Industrial
Classifications

1970 
Value 
in HK$

1971 
Value 
in HK$

1972 
Value 
in HK$

1973 
Value 
in HK$

1974 
Value 
in HK$

Total 5 Yrs. 
(Percentage)

Banks - - 165 150 - 315 
( 8.60%)

Utilities 166 166 
( 4.53%)

Land G
Constructions 113 5 1,080 640 1,838

(50.15%)
Commercial G 
Industrials 94 76 71 89 - 330 

( 8.99%)
Docks, Wharfs, 
Godowns - 8 - - 8

( 0.20%)
Hotels 79 35 32 23 — 169 

( 4.60%)
Textiles 67 25 86 9 — 187 

( 5.09%)
Investments 31 139 59 — 229 

( 6.26%)
Shipping 9 89 326 424

(11:58%)

T O T A L 353 181 1,670 1,296 166 3,666
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Table 3.7 shows that land and construction companies were 

significant also in value of listings, accounting for over 50% 

of the market in the 5 years. This indicates the popularity of 

property companies in the period. Shipping, commercial and 

industrial companies, together with banks respectively raised 12%, 

9%,and 9% of funds in the market.

TABLE 3.8 Average Value of Listings By
Industrial Classification 1970 - 1974

Total No. 
of Listings

Total Value 
of Listings

Average Value 
Per Listing

(in Million $) (in Million $)
Banks 6 315.4 52.6
Utilities 1 166.0 166.0
Land G Constructions 118 1,838.5 15.6
Commercial G Industrials 28 330.0 11.8
Docks, Wharfs, Godowns 1 7.5 7.5
Hotels 11 168.3 15.3
Textiles 20 186.5 9.3
Investments 18 229.4 12.7
Shipping 17 424.5 25.0

Total 220 3,666.1 16.7
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It is also meaningful to look at the average size of each 

listing in different industries. From Table 3.8, the utility 

issue ranks high with only one listing of a total value of 

HK$166 million. In terms of average size, the bank and shipping 

industries surpassed the property sector with an average size of 

HK$52.6 million and HK$25 million respectively, compared to land 

and construction of only HK$15.6 million. This indicates a 

fairly large number of smallish property companies since the 

average value per listing for property companies was even below 

the total average size of HK$16.7 million per listing.

Company Size

The sizes of companies can be measured in various ways, all 

with individual disadvantages. Sales volume may differ between 

industries. Market capitalisation varies with the share prices 

in the market while net assets depends on valuations. A more 

stable measure to examine the sizes of companies in the new issue 

market is the net tangible asset value of listings in the period 

since assets are usually revalued before flotation. Table 3.9 

shows that over 46% of the new companies listed were small 

companies with net assets below $20 million. About 35% of the 

.companies floated in the period were medium size companies with 

$20 - $49.9 million of assets. Only 18.26% are companies with 

over $50 million assets. In 1972 and 1973, there was an increase 

in the size of new issuing companies, when compared with years 

of 1970 and 1971.
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TABLE 3.9 Number of Issues by Net .Asset Value of 
New Issues in Hong Kong 1970-1974

Year
Below
$10MM

$ 10 - 
$19.9MM

$20 - 
$29.9MM

$30 - 
$39.9MM

$ 40 - 
$49.9MM

$50 - 
$99.9MM

Over
$100MM

1970 6 6 6 3 - - 2

1971 1 2 5 . - - 1 1
1972 18 20 18 15 4 10 7

1973 18 31 10 10 6 10 8

1974 - - - - - - 1

Total 43 59 39 28 10 21 19

Percentage (19.63) (26.94) (17.81) (12.79) (4.57) (9.59) (8.67)

Table 3.10 compares the net asset values of new issues in 

London and Hong Kong. It is important to note that the period of 

study is different, London 1966 - 1974 and Hong Kong 1970 - 1974. 

The exchange between the pound and dollar also fluctuated, in 1970, 

the exchange rate was /l : HK$14.47 but in 1973, the rate was 

ôf1 : HK$11.80.^ Despite time duration and exchange rate 

differences, a comparison is still of interest. Proportionally, 

there is a large number of small companies with assets below 

^ 1  million floated in London than Hong Kong. There is also a 

lower percentage of large companies with assets over^5 million 

floated in London than Hong Kong.

1 Hong Kong Monthly Digest of Statistics, November 1974.
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TABLE 3.10 Comparison of .Net Assets of 
New Issues in London and Hong Kong

London^ 1966 - 1974 Hong Kong 1970 - 1974

Net Tangible 
Assets C MM)

No. of 
New 

Listings

Percentage
of

Total

Net Tangible 
Assets ($MM)

No. of 
New 

Listings

Percentage
of

Total

Below 1 497 59.0 Below 10 43 19.6

1 - 1.9 178 21.1 10 - 19.9 59 26.9

2 - 4.9 85 10.1 20 - 49.9 77 34.9

5 - 9.9 53 6.3 50 - 99.9 22 10.0

Over 10 29 3.5 Over 100 19 8.6

Total 842 100.0 Total 220 100.0

The comparison in Table 3.10 should be viewed in the light of the

large numbers of property companies listed in Hong Kong during this

period. Between 1966-1974, 6.6% of companies listed in London are
2property companies , while in Hong Kong 53.6% are of the Land G 

Construction category. Another plausible explanation is the 

inflated property values accompanying the unprecedented stock 

market boom in Hong Kong, whose magnitude was not experienced 

in London.

1 Vaughan, G.D., Grinyer, P.H. G Birley, S.J.,

From Private to Public, Woodhead-Faulkner, 1977.

2 op.cit. p.132.
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Method of Issue

Ini the literature of finance, five methods of new issues are 

commonly defined. These are

(1) The Public Subscription method,

(2) The Placement method,

C3) The Offer for Sale method,

(4) The Stock Exchange Introduction method,

(5) The Offer by Tender method.

The Public Subscription method, the Placement method and the 

Introduction method are largely used in their respective 

conventional meanings. The term "Offer for Sale" is used in Hong 

Kong in a totally different context. It is therefore, essential 

to examine the conventional definitions of the various methods 

and to identify any modifications in their applications in Hong 

Kong. Although the Offer by Tender method, used sparingly in the 

City of London, has never been applied in Hong Kong, it will be . 

examined in principle.

Public Subscription

With a public subscription, the issuing company offers a 

number of shares inviting the public to subscribe for shares 

directly at a fixed price. Conditions of the invitation are 

contained in the prospectus as laid down by the Companies 

Ordinance and as required by the stock exchanges. Since 1972, 

the prospectus has to be issued in both Chinese and English.

Over and above the governing provisions as contained in the 

Companies Ordinance, the company has to comply with quotation 

requirements as stipulated by the stock exchanges. These mainly
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deal with documentation and disclosure of the financial conditions 

of the company. The cost of the issue is met by the company out of 

proceeds of issue. In the prospectus, related parties including 

the company's solicitor, accountant, bankers and underwriters are 

specifically disclosed. In many respects, this method of public 

subscription used in Hong Kong is very similar to the public offer 

method in England. One characteristic difference is that brokers 

acting as advisors to the issue are not used in Hong Kong. It is 

mainly the underwriters who perform the job of an issuing house, 

advising on pricing as well as underwriting. For these services, 

the underwriter receives a fee of about 2% as remuneration. If 

the application of the subscribing investor is lodged through a 

stock-broker, he gets 1% brokering commission. In short, any 

stock-broker will be entitled to the brokerage financially without 

having any direct involvement in the issue. Although stock exchanges 

require that the application of listing should be lodged by a member 

of the stock exchange, disclosure is not required in the prospectus. 

In the event of an over-subscription, an allotment of the new shares 

is scaled down according to some specific arrangement decided by 

the directors. If this arrangement involves drawings by lottery 

of individual names, a Notary Public is usually present when 

this is carried out.
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Placement

In Hong Kong, placement refers to shares offered to the public
•Vhandled by stock-brokers. This is different from the London jobbing 

system* where placements cannot be made to brokers but rather to 

clients of the issuing house. The Hong Kong practice is similar to 

practices in the provincial stock exchanges where shares are placed 

with the brokers. As there are ho regulations requiring a minimum 

proportion of a placement to be passed from the broker on to the 

public, Wong considers this a weakness of the placement method, 

as clearly against the public interest. However, thé London practice 

of acquiring shares from placement and then selling the shares at 

a premium to clients before the commencement of trading in the stock 

exchange would be. infeasible in practice because of stamp'duty. In 

Hong Kong since all transactions between the clients and stock

brokers have to be recorded on the stock exchange, no broker is 

allowed to transact before the official listing of a share. This 

is not only contrary to stock exchange regulations but also not 

permissible by the Inland Revenue Department for stamp duty 

collection purposes. If this practice is used, sales of shares 

can be made to an investor below the expected market price,thus 

reducing stamp duty revenue. Nevertheless, it is possible to have 

the shares taken up by clients when the placement applications open 

initially. Placement amounts should be at least 25% of the issued 

amount of equity capital whose percentage is similar to that of a 

public subscription. Subsequently, a guideline was drawn up by the 

Securities Advisory Council in 1973 in the form of an increasing 

percentage as the size of the company is smaller.

1 Wong, K.A., op. cit. p.174.
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Offer for Sale

An offer for sale refers to an issue offering shares to the 

public "by a third party at a fixed price. It necessarily follows 

that the shares offered must be shares already issued and sold by 

a vendor. This vendor could be the existing owner of the shares 

or an intermediary for the owners. Thus, technically speaking, 

the share does not involve the introduction of new money to the 

prospective listing company. However, in practice, the adoption 

of this method may involve the creation of new shares for new 

money immediately before these shares are sold to the public through 

an intermediary or third party. With the general accepted practice 

of underwriting new offers, there is little difference between an 

offer for sale and the public issue. The only financial difference 

is that an offer for sale will at some time or other have involved 

stamp duty on both a buy and sell transaction other than the initial 

capital issuing stamp duty. In contrast to this, the public 

subscription method of offering new shares to the public involves 

only the stamp duty on the new issued capital and the investor pays 

no stamp duty. Hence, an offer for sale will incur a marginally 

higher cost of issue than a public issue. So it hinges on whether 

an issue is a new issue or not to differentiate costs between 

methods of issue - public subscription, placement and offer for 

sale.
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In Hong Kong, an offer for sale is made 'directly by the owners 

to the.j)ublic without going through an intermediary. In contrast to 

the City of London practice, shares are not sold to the issuing 

house but directly to the public. This means that on new issue 

prospectuses in Hong Kong, the term "Offer for Sale" is used to 

indicate the selling of existing shares to the public without 

raising new capital. For issues made to raise new capital, they 

are described as "New Issues". It must be stressed that this 

difference in practice distinguishes the definition of the term 

"Offer for Sale" in Hong Kong and London. Hence, it will be 

examined in the Hong Kong context when analysing the extent of 

new money raised in the market.

Introduction

Listing by stock exchange introduction has only been used 

once for a local company, Hutchison-Boag Ltd. The company is a 

subsidiary of Hutchison International Ltd. and is issued to the 

public for subscription by holders of Hutchison International 

shares. Similar to other issues, the offer is underwritten at its 

fixed offer price. Though similar to a rights offer, this listing 

contained the unique feature of a stock exchange introduction 

that no shares of the issue were offered to the public and the 

offer was restricted to existing shareholders of Hutchison 

International Ltd. Although this is the only local company listed 

by this method, some foreign companies have made use of this method 

for listing in Hong Kong such as Rolinco.
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Tender

The tender method involves an offer to the public inviting

bids to acquire the offer shares. It could take the form of an open
1tender with or without an indicated bid price or it can be a 

2controlled tender , modifying pricing by the tender method with 

the imposition of constraints over the final price determination.

It is worth noting that this method of offering to the public 

without a fixed price has not been used at all in the market during 

1970 - 1973. This may be due to the basic weakness inherent in 

an offer by tender. The sheer fact that all offers, regardless of 

whether it is a public subscription or a private placement, are 

underwritten at a stated fixed price may serve to indicate that the 

Hong Kong market is not yet prepared to accept the absence of a 

fixed price. To the listing company, it may serv'̂ e the company 

better if the dollar amount to be received from the public offering 

is guaranteed by the underwriter. From a cashflow basis or future 

capital commitment basis, this appears superior to the uncertain 

amount subjected to the competitive bidding process.

To the potential investor, this method has the defect of an 

uncertain upset price and it requires the investor to exert judgement 

on the share even though he may not have the ability of evaluating 

a new issue.

1 Merrett, op.cit., p.213

2 Wong, K.A., op.cit, p.268
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Essentially, three methods of issue have been used 

in the period - placement, public subscription (by new issue or 

offer for sale) and stock exchange introduction. In addition, the 

Kowloon Stock Exchange has permitted listings to be made with a 

combination of the placement and public subscription for 16 

companies from 1972 to 1973. Only one company used the introduction 

method for listing in 1970. The company, Hutchison-Boag, was 

placed to shareholders of Hutchison International Ltd. for 

subscription. Although the subscription right was distributed to 

shareholders of the parent company, the subscription price was 

underwritten by the issuing house and floated as a new issue.

This differs from the conventional method of placement through 

stock-brokers and is listed by introduction.

TABLE 3.11 Method of Issue 
Number of Listings 1970-1974 = 220

Method of 
Issue 1970 1971 1972 1973 1974 Total Percentage 

of Total

Placement 12 6 68L_ 45 . - 131 59.6%

Public Subscription 11 4 17 39 1 72 32.7%

Stock Exchange 
Introduction 1 - - - ■ - 1 0.4%

Combined Placement/ 
Public Subscription - - 7 9 - 16 7.3%

TOTAL 
1___________________________________________________

24 10
....

92 93 1 220 100.0%
■
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Table 3.11 shows that the placement method was used for 131 

companies being 59.6% of the total 220 listings. The public 

subscription method was used for 72 companies, being 32.7% of the 

total numbers of issues. The combined placement and public 

subscription method was used to list 16 companies and the 

introduction method to list one company.

TABLE 3.12 Method of Issue 
Value of Listing 1970 - 1974

(in Million $)

Method of 
Issue

1970 
Value 
in HK$

1971 
Value 
in HK$

1972 
Value 
in HK$

1973 
Value 
in HK$

1974 
Value 
in HK$

Total (5 yrs.) 
Percentage

Placement 77 48 533 420 0 1,078 (29.39%)

Public Sub
scription 251 133 1,123 839 166 2,512 (68.50%)

Introduction 24 - - - - 24 ( 0.66%)

Combined 
Placement/ 
Public Sub
scription

- - 16 36 - 52 ( 1.45%)

TOTAL 352 181 1,672 1,295 166 3,666

As demonstrated in Table 3.12, the public subscription method 

constituted 68.5% with a value of $2,512 million from 1970 - 1974. 

The placement method was used for $1,078 million, being 29.4% of 

the market value. The combined method of placement and public 

subscription method and the introduction method accounted for only 

about 2% of the market value.
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TABLE 3.13

-.vi

Method of Issue 
Average Value of Listings 1970 - 1974

Placement

Public Subscription

Introduction

Combined Placement/ 
Public Subscription

T O T A L

Nos. of Issue

131

72

1

16

220

Total Value Average Value 
of Issue ôf Issue •
(in $ MM) 

1,078 

2,512 

24

52

3,666

(in $ MM) 

8.2 
34.9 

24.0

3.3

16.7

Table 3.13 gives the average value of listings in the period. 

The average value per listing by the public subscription method 

was $34.9 million but only $8.2 million by the placement method. 

When compared with the total average of $16.7 million, it can 

be observed that large companies were floated with the public 

subscription method whereas the placement method was applied 

to companies of fairly small size. The companies floated with

a combined placement and public subscription method were the
csmallest among the four categories with an average value of only 

$3/3 million.
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New Money Raised

Pid-inarily, we distinguish the two methods of distributing

a new listing by placement or public subscription. It is essential

to analyse whether shares placed or offered to the public are

new shares or the sale of existing shares. In Hong Kong, this is

distinguished by the terms "New Issue" and "Offer for Sale".

These two terms carry different meanings in literature of finance.

Generally, new issue refers to issues made by company seeking a

stock exchange quotation for the first time.^ Offer for Sale

refers to the issuing company or an oimer of already issued shares

selling the shares en bloc to an issuing house at an agreed
2price, who in turn sells it to the public. Throughout this 

study, these two terms will be used in their universal meaning 

while the Hong Kong context of the two terms would be respectively 

called "New Shares" and "Sale of Existing Shares".

TABLE 3.14 Number of Listings with New Money 1970 - 1974

No. of Issues Percentage of Total

New Shares 146 66.3%

Sale of Existing Shares 58 26.4%

Combined New Shares and
Sale of Existing Shares 16 7.3%

220 100.0%

1 Merrett, op. cit. p.3.

2 Merrett, op. cit. p.6.
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Of economic significance is the value of listings with new 

money. Table 3.15 shows that in the period, companies raised 

$2,559.8 million by issuing new shares to the public. This amount 

represents the flow of funds from investors to companies in equity 

capital. This amount can also be compared with the total value of 

rights issue in Table 3.2 amounting to $4,115 million in the 

period, being new capital additions to existing listed companies. 

This amount of $2,559.8 million of addition to new listings 

represents 69.8% of the total value of new listings. Sale of 

shares from existing shareholders to new investors amounted to 

$1,003.8 million, being 27.4% of the total value while the combined 

issue of new shares and sale of existing shares is only 2.8% of the 

total value of listings.

TABLE 3.15 Average Value of Listings with New Money 1970-1974

No. of Issue Value of Issue Average Value 
________________________    of Issue

(in $ MM) (in $ MM)
New Shares 146 2,559.8 17.5

Sale of Existing Shares 58 1,003.8 17.3

Combined New Shares
and Sale of Existing io2.4 . 6.4
Shares

220 3,666.0 16.7
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Table 3.15 illustrates the average value of listings raising 

new money. Examining the average value of listings, issues of new 

shares for new money average $17.5 million per issue. Listings by 

the sale of existing shares to new investors average $17.3 million 

per issue. These two average figures indicates that there is no 

size difference on the average value per issue. Relatively speaking, 

the combined new shares and sale of existing shares method is 

small with an average size of $6.4 million per issue.

Cost of Issue

The cost of issue consists of the underwriting commission 

paid to the underwriters and other costs such as legal fees, 

translators' fees, printing of prospectus, valuers remuneration 

and accountants fees. The cost should be of concern to the company 

as it is a disbursement from the proceeds of issue.

TABLE 3.16 Analysis of Underwriting Commission

Value of Issue Value of Commission Commission as
Percentage of 

($MM)______  ($MM)_________ Issue Value

1970 352.1 7.0 2.000%

1971 181.0 3.6 2.000%

1972 1,670.9 33.3 1.990%

1973 1,296.1 25.8 1.988%

1974 166.0 3.3 2,000%
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It is the usual practice to charge 2% commission on the

value of issue by underwriters, as in borne out by Table 3.16.
■.'J

One percent would be payable to sub-underwriters whose identity 

is not disclosed in the prospectus. Only 3 exceptions of 1% 

underwriting commission were charged in 1972 and 1973.

TABLE 3.17 Analysis of Cost of Issue

Total Cost as Other Costs as
Value of Issue 

($ MM)
Total Cost 

($ MM)
Percentage of 
Issue Value

Percentage of 
Issue Value

1970 352.1 17.2 4.88 % 2.88 %

1971 181.0 9.7 5.33 % 3.33 %

1972 1,670.9 69.8 4.17 % 2.18 %

1973 1,296.1 72.3 5.57 % 3.58 %

1974 166.0 5.1 3.07 % 1.07 %

Although underwriting commission is constant, other costs 

did fluctuate from 2.18% in 1972 to 3.58% in 1973, as shown in 

Table 3.17. The 1.07% in 1974 was because the only issue was 

that of the Cross Harbour Tunnel. It is worth noting that costs 

in 1971 and 1973 were high when compared with other years.
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TABLE 3.18 Total Cost as Percentage of Issue Value 1970-1974

 ̂ 2.5 - 4.9% 5.0 - 7.4% 7.5 - 9.9% 10% or More

1970 . 1 9 10 4

1971 - 6 2 2

1972 2 32 34 24

1973 3 31 29 30

1974 - 1

6 79 75 60

Table 3.18 shows that the cost of issue is distributed quite

evenly between 5 to 10% or more category. It appears that issues

could seldom expect to pay less that 5% of cost from the net

proceeds of issue. Nevertheless, between 1970 and 1971, costs

range from 5 to 10%, but rarely exceeded 10%. However, in 1972

and 1973, more companies were willing to pay a cost exceeding

10% of cost. This is due to the boom in equity prices with

companies trying to go public even at a high cost. Wong's

analysis has revealed that surprisingly the average cost of

public subscription is 4.18% but placement costs average 6%.^

In contrast, placings in London between 1959 - 1963 cost 8.6%
2and 9.6% for public offers. Wong attribute the Hong Kong 

findings to the portion of fixed costs. These costs, if averaged 

by public offers which are of a larger size, tend to give a 

lower average figure of costs.

1 Wong, K.A., op.cit. p.214.

2 Merrett, op.cit. p.113.
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Company History

Because of the vast number of private companies owned by 

individuals or families, it is not easy to determine the age of 

companies floated in the market. After all, most companies 

did not exist before the end of Second World War. Since 1946, 

the influx of population from China together with the growth of 

industries and trade have brought general prosperity to Hong Kong. 

It can then be assumed that most companies are less than 30 years 

old. Furthermore, because of the "personal touch" of companies,, 

most flotations are made using a subsidiary company owned by the 

individual as a vehicle. This is particularly common for 

property owners who tend to hold different building sites 

under different limited companies to limit liability.

Notwithstanding the complications involved in clearly 

defining the exact life of the various assets in a company, 

the life of the company can be defined as the life of the public 

corporation, even though it may only be a vehicle before 

listing. This is considered reasonable as an owner would most 

likely float the company which has an established record of 

profit. Thus, the profit history can reflect the age of the 

company for comparison purpose. Alternatively, one can consider 

the date of registration. However, because of the provisional 

tax system then in existence, most companies are registered but 

remain idle for initial years to minimize tax. Hence, it will be 

more misleading to use just the period since registration to 

indicate company age.
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TABLE 3.19 Number of New Listings by Age 
Based on Profit Records 1970 - 1974

1 Year 1-4 Years 5 Years Total Total
Percentage

HKSE 5 20 20 45 20.45%

FEE, KNSE 25 22 53 100 45.45%

HKSE, FEE, KNSE - 7 . 6 13 5.90%

FEE - 6 3 9 4.10%

KSE 24 11 17 52 23.64%

HKSE, FEE - 1 - 1 0.46%

54(25%) 67(30%) 99(45%) 220 100.00%

Table 3.19 shows that out of the 220 companies floated, 99 

companies have 5 years of reported profit, representing 45% of 

the total. 25% of the listings has less than one year of 

operating history. This higher than the 15% of companies going 

public for less than 1 year as revealed in the study by Vaughan 

and Associates between 1966 - 1974 on London flotations.^

However, considering that Hong Kong has only a commercial history 

of less than 30 years, this does not appear to be unduly out of 

proportion.

1 Vaughan, G.D., op.cit. p.23.
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TABLE 3.20 Number of New Listings by Age 
Based on Profit Records on 

Individual Stock Exchanges 1970 - 1974

1 Year 1 - 4 Years 5 Years Total

FEE 25 36 62 123
(20%) (29%) (51%) (100%)

KNSE 25 29 59 113
(22%) (26%) (52%) (100%)

HKSE 5 28 26 59
( 8%) (48%) (44%) (100%)

KSE 24 11 17 52
(46%) (21%) (33%) (100%)

From Table 3.20, Hong Kong Stock Exchange has only 8% of 

listings with less than a year of profit history. By contrast, 

Kowloon Stock Exchange has 46% of listings with less than a 

year of profit while the Far East and Kara Ngan are 20% and 22% 

respectively. Both Far East and Kam Ngan have a high percentage 

of flotations of at least five years of profit history while the 

Hong Kong Stock Exchange has 44%. Kowloon seems to have less 

listings with five years of history; only 33%. This can be 

attributed to the more recent establishment of the Kowloon Stock 

Exchange, with the result that it can only attract new companies, 

while the more established ones were listed on the other three 

exchanges.
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Reporting Accountant Activities

In the period of study, a total of 39 accountants served as 

reporting accountants of issuing companies. For the total 220 

issues, 18 issues were reported by two accountants jointly. This 

may be due to the need for the reporting accountant to work 

together with auditors of the company. Since there is no code of 

practice in Hong Kong requiring the reporting accountant to be 

independent of the auditors of the firm,^ an account firm 

often acts both reporting accountant as well as auditors of the 

firm.

TABLE 3.21 Analysis of Reporting Accountants Activities 1970-1974

Number of Reports Percentage of Total

Lowe Bingham....................  40 16.8

M.W. Kwan  ....................  36 15.1

Peat Marwick ...................  19 8.0

Cooper Brothers .................  13 5.5

L.G. Chung G Co..................  12 5.0

Stephen Law G Co.................  12 5.0

M.B. Lee G Co....................  10 4.2

T. Le C. Kuen G Co............... 10 4.2

Others .........................  86 36.2

T O T A L  238 100.0'

1 Corbett, G., op.cit. p.67.
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Table 3.21 shows that of the 238 numbers of reports on new 

issues^by accountants, 152 were made by 8 firms, representing 

63.8% of the market. Only 86, or 36.2% were shared among the 31 

other accountants. Three of the 8 firms, Lowe Bingham, M.W. Kwan 

and Peat Marwick reported on 95 issuing companies, being about 

40% of the total.As undoubtedly, there was concentration of work 

among these three accountants.

TABLE 3.22 Value of Companies handled by Reporting Accountants 
________________ 1970 - 1974_________________________

Value of Issue Sizes Percentage of Total 
... ($ MM)________ _____________________

Lowe Bingham  1.145 31.2%

M.S. Kwan ..............  573 15.6%

Peat Marwick   905 24.7%

Cooper Brothers ........ 185 5.0%

L.G. Chung G Co  42 1.1%

Stephen Law G Co  66 1.8%

M.B. Lee G Co........... 148 4.1%

T. Le C. Kuen G Co  102 2.8%

Others ...............  921 13.7%

4,087 100.0%

To analyze the role of the accountants, it is interesting to 

observe the value of issues handled by the major accountants.

Table 3.22 indicates that the eight leading accountants handled 

over 85% of the total market value with Lowe Bingham alone taking 31‘
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M.W. Kwan, although second in number of issues handled, reported on 

only 15% by value; but Peat Marwick which served only 19 issuing 

companies, covered 24.7% by value. This indicates that Peat 

Marwick reported mostly on companies of larger size.

TABLE 3.23 Analysis of Reporting Accountants 

By Size of Company Listed 1970 - 1974

No. of 
Reporting

Value of 
Issue Size

Average
Value

Lowe Bingham 40
(in $MM) 
1,145

(in $MM) 
28.6

M.W. Kwan 36 573 15.9

Peat Manvick 19 905 47.6

Cooper Brothers 13 185 14.2

L.G. Chung G Co. 12 42 3.5

Stephen Law G Co. 12 66 5.5

M.B. Lee G Co. 10 148 14.8

T. Le C. Kuen G Co. 10 102 10.2

Others 86 921 10.7

238 4,087 17.2

Table 3,23 illustrates that. Peat Marwick and Lowe Bingham 

have handled high average values of issue. M.W. Kwan, M.B. Lee 

and Cooper Brothers reported on about the average size of companies 

while two firms, L.G. Chung G Co. and Stephen Law G Co. handled 

relatively smaller issues among the eight leading firms.
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Classification of Underwriters

During the period 1970 - 1974, a total of 53 underwriters 

participated in underwriting new issues. Of the, 53, 23 were 

stockbrokers, finance houses or even trading companies. The 

remaining 30 were commercial banks or finance houses associated 

with commercial banks. Some, like Wardley Limited, are wholly-owned 

subsidiaries of banks while some; like Schroders G Chartered, are 

joint ventures between a bank and a London merchant bank. The 

53 undenvriters were involved in a total of 347 underwriting 

participations for the 220 new issues in the period, as shown 

in Table 3.24.

TABLE 3.24 Number of Participation by Year 1970-1974

1970 1971 1972 1973 1974 Total

Underwriting partic
ipated by Non-Banks 12 8 29 48 5 102

Underwriting partic
ipated by Commercial 
Banks 26 15 112 90 2 245

TOTAL 38 23 141 138 7 347

Of the 347 participations, 101 were underwritten by non

banks and 245 by commercial banks or associated companies.

On the whole, in 1970, 1971 and 1973 the ratio of participation 

by non-banks to banks was about 1 : 2 .  However, in 1972, the 

commercial banks were particularly active, resulting in a ratio 

of 1 : 4.
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TABLE 3.25 Value and Number of Participations 1970-1974

ivi

Number of 
Particip
ations

Percentage 
of Total 
Number

Value of 
Issue

(in $MM)

Percentage 
of Value

Underwritings hand
led by Non-Banks 102 29.1% $ 904.1 24.7%

Underwritings hand
led by Commercial 
Banks 245 70.9% $2,762.0 75.3%

TOTAL 347 100.0% $3,666.1 100.0%

Although in terms of numbers of participations, non-banks took 

29.1%, yet in percentage of total value, their share was only 24.7%, 

at $904.1 million as shown in Table 3.25. Underwritings handled by 

commercial banks numbered 245 or 70.9% but in value the amount was 

$2,762 million, or 75.3%.

In terms of average value, non-banks underwrote $8.95 per 

participation. For commercial banks, this average value was 

$11.2 million, so superficially they appear to have incurred more 

financial exposure; but it is reasonable to suppose that they 

exercised more prudence in their underwriting so that the risks 

they incurred were less. It is common practice for commercial banks 

in Hong Kong to act as issuing houses for new listings, underwriters 

bearing the financial risk and often as receiving bankers for the 

proceed of issue. In contrast, new listings in the City of London 

are rarely handled by commercial banks, but rather by merchant 

banks as issuing house. Underwriters may be insurance companies and 

investment houses while commercial banks act as receiving bankers.



83

CHAPTER IV

A FRAMEWORK OF ANALYZING THE PRICING DECISION
•*v

Literature on Pricing
1 2In terms of long-term finance, Bischpff and Mason defined 

the roles of merchant bankers in acting as principal and agent 

while providing advice to companies in need of long-term funds.

It follows that the pricing of a new listing is very important 

as it affects the underwriter's own investments as a principal
3and the use of managed funds as an agent. Newbould , upon 

discussion with issuing houses, considers that pricing of new 

listings is determined by a process of expertise and qualitative 

assessment. Baumol^ maintains that highly volatile expectations 

cause stock prices to behave unsystematically, and hence, pricing 

a new flotation is likely to be difficult. Merret, Howe and 

Newbould^advance three methods suitable for pricing a new listing. 

This includes pricing on net asset per share basis, on a multiple 

of earnings as prevailing in the market and the tender method.

1 Bischoff, W.F.W..Merchant Banking - The Concept Matures, op.cit.p.68

2 Mason, S., Merchant Banking Today and in the Future, Journal of

Business Finance, Vol. 3, No. 4, 1971, p.8-9.

3. Newbould, G.D., On the Prediction of New Issue Prices,

Journal of Economic Studies, Vol. 1, 1966, p.4.

4. Baumol, W.J., The Stock Market and Economic Efficiency,

Fordham University Press, New York, 1965, p.48.

5. Merrett, op.cit. p.130. • .
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Pricing on a net asset per share basis involves valuing the 

assets of a company, where historical costs are not adequate to 

reflect the current intrinsic value of a company. This then 

assumes a realisation value at the prevailing market price. Since 

the market price taken will be that of the assets, the effect of 

unrealistic pricing would be reduced with valuation of the 

physical assets done by independent professional valuers.

Using prevailing earnings multiple as an indicator to 

pricing may pose some difficulties. In a situation where stock 

exchanges are underdeveloped and at times where there is an 

unbelievable boom of stock exchange prices^, pricing would become 

difficult. Where existing multiples become unrealistic the 

merchant banker will be faced with either giving up underwriting 

in a boom, underwriting issues at a price which it will not 

invest in itself, or issuing at a long-term price knowing that 

the price will go much higher in the short run. If prices 

subsequently fall below the initial issue price, the issuing house 

will have its reputation at stake. So, it is essential that 

some rational thinking or discipline be exercised to indicate to 

the less sophisticated investors a price level which the 

sophicated underwriter will invest in.

1 Bischoff, W.F.W., A Revolution Gains Momentum, Far Eastern 

Economic Review, April 9, 1973, p.29.
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The tender method has not been popular with the London 

issuing houses in new listings except with comparatively small 

issues of public utility stock,as issuing houses consider it their 

responsibility to indicate the prudent and resonable price to 

the public.^ It will be difficult for the ordinary investor to 

bid for equity shares without any professional indication of 

price.. Furthermore, a responsible issuing house does not like 

to overprice the issue for fear of initial market price trading 

below the flotation price. This will lead to a poor market for 

a long time after flotation. Hence, the tender method has 

never been popular. The underwriter of the issue by taking up 

the financial risk of underwriting will help to assure the public 

of its confidence in the offer price being set at a fair level.

1 Merrett, op.cit. p.130.

2 Sir Timothy Harford, Pricing a Flotation, Journal of Business

Finance, Vol. 1, No. 1, 1969, p.19.

78
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In examining the market discounts of new listings in Hong 

Kong for the period 1970 - 1973, Wong uncovered a considerable 

market discount which emerged between the issue price set by 

handling institution and the subsequent market price when dealings 

on the stock exchanges began. He failed to explain and identify 

the emergence of the "Equilibrium Market Discount", which is that 

part of the subsequent market discount which the issuing house 

should be responsible for, but he reckoned that the use of the
1controlled tender method will help to eliminate market discounts. 

This method modifies the single bid - single price system. Although 

a discount is given based on certain market and company factors, 

bids above 10% of the clearance price would be allotted without 

any introductory discount to prevent stags submitting unrealistic- 

ally high bids. Furthermore, high bidders would have delayed 

delivery of share certificates to prevent stagging. For an 

indication of price to the public, a minimum subscription price 

would be determined and underwritten by the issuing house.

While this may help to minimize discounts, this may not be 

popular among company officers who prefer to see share values 

go up after trading commences. Furthermore, there is reputation 

and prestige involved in an over-subscription with excitement 

generated by ballots. The public, having to bid for the shares, 

would be required to judge the clearance price, and would be 

penalised by delayed deliveries if their bids become 

"unrealistically high". Above all, to the issuing house, the 

pricing process of a new listing will not be eliminated by the 

controlled tender method as the minimum subscription price has

1 Wong, K.A., op.cit. p.272.
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to be determined by the issuing house. In so doing, the pricing . 

process of considering relevant factors will remain the 

responsibility of underwriter. This also holds true for the 

first advocates of the controlled tender method, Merrett, Howe 

and Newbould,^ whose method still requires the determination of 

a minimum subscription price. A strong case can still be made 

for a management tool to assist the underwriter in arriving at 

a reference price consistently.

2Sir Timothy Harford considered that for the purpose of 

price fixing, the valuation of a company is based on two factors. 

Firstly, the forecasted profit for the current financial year 

will have to be calculated and, secondly, a capitalization factor 

or price-eamings ratio^ should be decided and applied to the 

forecasted profits. Arriving at a forecast profit figure is the 

primary responsibility of the Board of Directors, tested by 

the Company Accountants as to realistic assumptions underlying 

the calculation and finally scrutinized by the issuing houses.

A  contingency reduction of 7*1% - 10% will be applied to the 

profit forecast to arrive at a prospectus forecast.

1 Merrett, op.cit. p.228.

2 Sir Timothy Harford, op.cit. p.17.

3 See also Barlow, L.E., Earnings Ratios in Valuing Companies,

The Canadian Cahrtered Accountant, Vol. 75, No.4,
1 •

October, 1959.
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The determination of the capitalization factor is considered 

the most difficult area which necessitates experience, judgement 

and luck. Sir Timothy identified two principal factors which 

affects the determination of the capitalization factor. One of 

these two factors is the assessment of past, present and future 

profit trends. Another factor is the consideration of prevailing 

price-earning ratios of other similar companies in the market.

An alternative method of arriving at a capitalization ratio 

is to use a bench-mark price-earning ratio of 10 to 1 in judging 

market value of shares.^ However, some analysts questioned the 

validity of this 10 to 1 ratio. The main contention is that 

nowadays, the managed economy helps to eliminate severe swings in 

business cycles and with improved management techniques, the risk 

element inherent in business has been moderated and thus, a 

higher price-eamings ratio is justified.

In considering the forecast of profits, the past performance 

is a good guide, but not infallible. The current state of the 

industry, the ability of company’s management to operate in the 

future and the probable rate of growth all require knowledge, 

experience and intuition to assess.

1 Barlow, L.E., op.cit.
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Pricing with reference to similar companies in the market is 

also difficult. While it is rare to find a company which is 

exactly similar to the new listing, there are also specific 

differences between companies which superficially appear similar. 

All in all. Sir Timothy considered that the pricing process is 

extremely arbitrary while acknowledging some rational thinking 

in the analytical process. Besides the 10 to 1 ratio, Barlow 

suggested that money market conditions will also affect the 

valuation of a company. In times of tight money with high returns 

on capital by investing in fixed income securities, it would be 

less attractive to the investor to invest in equity issues. As 

an inducement, a lower price-eamings ratio is needed to attract 

investments in new listings.

Some rules of thumb to gauge the marketability of securities
2were put forward by Beech. These included the size of business,

the market price-eamings ratio and an adeqifate amount of shares

to be listed to give a distribution of sufficient coverage to

permit orderly trading in an after-market. The relevance of the

size of business was considered by Jaffray to cause difficulty for

a small company to obtain funds economically but that the r e t u m

on the proposed project might make the financing desirable,

although the company may have a relatively new and perhaps
3erratic eamings record.

1 Barlow, L.E., op.cit.
2 Beech, J.W., op.cit.
3 Jaffrey, P., Raising Capital Funds, The Canadian Chartered

Accountant, Vol. 90, No. 2, February 1967,
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In evaluating stocks, the stockbroker interprets and weights

infoimâtion into an expert decision through a "mysterious,
1

intuitive" process. On the basis of 11 factors from Standard

and Poor reports, Slovic demonstrated that it would be important

to understand this process by simulating this decision process.

He considered that this technique- of decision simulation could

provide the expert with new insight into his inferential

processes. It was stated that it was difficult to ask the expert

to describe his judgement process and then trying to fit all

these together to emulate his judgement. Although this task is

difficultjyet this is a common way in which expertise is 
2communicated. Considering the merchant banker as an expert, 

modelling the decision process will reveal how factors are 

weighted and combined by him, and hopefully, will help training 

persons to make better judgements.

Studying the portfolio-selection processes of a bank’s trust- 

investment officer, Clarkson attempted to describe the complex
3

decision making process. First the investment officer was 

asked to "think aloud" when reviewing past and present decisions. 

The process was based on .rules of thumb and was subsequently 

translated into a sequentially branching computer programme.

1 Slovic, P., Analyzing the Expert Judge : A Descriptive Study
of a Stockbroker's Decision Process, Journal of Applied 
Psychology, Vol. 53, No. 4, August 1969, p.255

2 Slovic, P., Analyzing the Expert Judge, op.cit. p.262.
3 Clarkson, G.P.E., Portfolio Selection : A Simulation of

Trust Investment, Prentice Hall, 1962, p.28.
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Using an essentially descriptive approach, Clarkson derived a

mechanism which captured a considerable portion of the investment

trust process. The essence of Clarkson’s study lies in a

sequential analysis of the expert’s cognitions. Although not

supported by quantitative data, the study aimed at analyzing
1

’’what is" rather than "what should be".

2Mathematical models were developed, typically by Hoffman , 

to predict the long-term price appreciation of stocks. These 

were based on identification of factors such as price-eamings 

ratios, yields and earnings, etc., using multiple correlation 

procedures to reveal how the stock market weighted these, factors. 

Applying these factors to an individual analyst, a regression 

equation would reflect his personal weighting policy in 

predicting price movements of stocks. However, application of 

this technique to predict future stock prices will again 

involve estimating from an unstable sample universe, thus 

affecting the predictive power of the model. In general, 

psychologists have found linear models to be good predictors of
3judgements in fields of personnel, gambling and politics.

1 Clarkson, op.cit. p.103.

2 Hoffman, P.J., The Paramorphic Representation of Clinical

Judgement, Psychological Bulletin, March 1960, p.119-121

3 Slovic, P., Fleissner, D., G Bauman, W.S., Analyzing the

Use of Information in Investment Decision Making : A  

Methodological Proposal, Journal of Business,

Vol. 45, No. 2., April 1972, p.285.
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However, in finance, its success was only in the development of 

a lending policy model of a particular bank, while prediction 

models for stock prices are subjected to the above-mentioned 

deficiencies. In contrast to the subjective methods of prediction, 

which was based on a state of mind, Slovic considered that 

scientific or statistical modelling was gaining popularity,^ 

taking into consideration both theorectically derived or 

empirically-determined quantitative relationship to arrive at a 

set of decision rules.

Nonetheless, it is clear that each time an issue is being

underwritten, the reputation of the issuing house is at stake.

There should certainly be consistency and logic inherent in the 
2 'pricing decision. An attempt to reconstruct and validate this

process will provide a better insight for future improvements.

Bauman argued that by expressing the decision variables of the

investment analyst, the decision process could be observed,
3evaluated and tested. Clarkson considered that modelling the

decision process could help to discover inconsistencies in the
4process and improve techniques used. Simulation would also help 

to identify institutional constraints imposed upon the decision 

maker. Hence, this could lead to procedural changes or changes 

in the constraints for the improvement of the pricing system.

1 Slovic, P., Psychological Study of Human Judgement : Implications
for Investment Decision Making, Journal of Finance,
Vol. 27, No. 4, September,.1972, p.780.

2 Beech, J.W., op.cit.
3. Bauman, W.S. Scientific Investment Analysis, Financial Analysts 

Journal, 1967, p.93-97.
4 Clarkson, op.cit. p.103.
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Selection of Approach

The initial difficulty of constructing a pricing model for 

an underwriter is the selection of variables for evaluating a 

company which has no market price history. Any misconstruction 

of the model will lead to significant lack of explanatory power 

rendering it non-predictive. Since underwriters differ in 

capability and expertise, the construction of the model should 

be based on the pricing behaviour of an individual underwriter. 

Construction of one model for all underwriters, such as the 

Davis and Yeoman study will introduce unstable parameters into 

the model. Such model specification will result in low explanatory 

power because individual differences of underwriters are not 

incorporated. Considering differences in pricing behaviour, 

issuing houses can assume three alternative time criteria in 

their individual model construction

(1) A short-term view, pricing the new issue according to the 

immediate outlook of the market.

(2) A long-term view will enable issuing houses to incorporate 

the intrinsic value of the firm to be reflected in the 

setting of the price.

(3) A combination of both the long-term and the short-term 

view.
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It is usually in the best interest of the listing company or 

the vendors of the shares to price the offer as close to the market 

as possible. When market conditions are favourable, it may be 

possible to price the offer in excess of its net asset value. When 

the market conditions are less favourable, this excess will be 

smaller and may even become a short fall, so the issue may simply 

be suspended pending a more favourable date. Under such 

circumstances, the new issue will only be made when market 

conditions are favourable. On the other hand, stock exchanges'will 

not permit excessive pricing when granting permission for listing. 

This serves as a safeguard against possible over pricing.

However, an issuing house will be more concerned that the 

issue is completely taken up within a short interval of time. A 

longer period of distribution than needed will increase the 

underwriters'costs of inventory holding, investor search and 

post-offering price stabilization, thus increasing the probability 

of loss.^ Hence, it is in the interest of the issuing house to 

incorporate an introductory discount to expedite the distribution 

of the issue, and to protect joint underwriters' interest. This 

enables the issuing house to obtain continued future support 

from other underwriters in joint-underwritings.

1 Logue, D.E., op.cit. p.203.
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Furthermore, institutional restrictions, such as that 

exercised by the Securities Exchange Commission and the listing

stock exchange authorities will act as a counter-force against
*■

excessive over-pricing. Thus the vending company, the 

regulating bodies and the issuing house will act as counter

balancing forces in the pricing decision.

The use of the first criterion (i.e. the short-term view) 

may be the best to the vendors but it will be subjected to the 

instabilities of the market. Testing for relationship among 

explanatory variables will be difficult as demonstrated by 

previous studies. If we assume that the issuing houses 

underwent extremely complicated evaluations of the market before 

pricing, such complications, veiled in the dynamics of the 

market, will result in difficulties in identifying any consistent 

process of pricing, besides market factors.

The application of the second criterion in the pricing 

process will mean perhaps a simplified approach. Nevertheless, 

it permits a systematic approach for more consistent valuations. 

By valuing a company in terms of its intrinsic values, including 

variables like net assets, earnings potential, dividend payout 

and loan gearings, this will make the valuation process more 

quantifiable for decision-making.

The third criterion appears most logical in the pricing 

process. It is the combination of the above-mentioned criteria. 

The most likely order of application is that the issuing house
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will initiate the pricing decision with the long-term fundamental 

approadi, and subsequently adding in predictions of the short-term 

market to complete the process. However, the net outcome of 

the two approaches really depend on the weighting attached by the 

underwriter in the process. Dominance of the short-term outlook 

should result in different evaluations for basically similar 

firms under different market conditions. A high weighting for 

the long-term factor should give rise to a fairly consistent price 

for companies of the same class with only minor modifications.

It is the primary aim when testing market discounts to 

determine the efficiencies of underwriters with a view to 

improving the process of underwriting which may eventually lead 

to a more efficient capital market. With the high volatility 

of stock prices, during 1970 - 1974, it appears that there were 

many factors affecting the market prices which cannot be isolated 

and studied. It is therefore more appropriate in the context of 

Hong Kong to study the respective significance an underwriter 

attaches to the long-term and the short-term approach, in formulating 

the basis of pricing. This basis, once identified, will permit 

a better insight into the pricing process before studying the 

emergence of the subsequent market discount. To a great extent, 

less efficient underwriters will be able to compare their pricing 

methods, recognize their internal constraints, be they financial 

or managerial, which prevents them from setting the price at a 

level comparable with that of efficient underwriters. The
S  '

development of such a tool will help to improve the efficiency of 

the market by pricing new issues more.consistently and also 

provi^ a basis in explaining the background pertaining to different 

pricng decisions.
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Hypothesis

The pricing of a new listing is indicated by the expected

price-eamings ratio (PE) as indicated in the new issue prospectus'.

Although earnings may be affected by various accounting methods,

it is assumed that this would remain constant because of

consistent accounting practices. This assumption is valid since

all applications for new listings are scruntinized by the relevant

stock exchange committees. In three of the four stock exchanges,

some professional accountants serve as members of the committee.

For the one which has no accountant serving on this committee,

comments from an independent accountant firm are invited before

the application is considered.

PE = -2- 
E

where P is the offered price of a share and
E the earnings per share.

Our previous discussion on the three approaches of pricing 

indicated that a combination of both long-term and short-term 

view is more appropriate for model construction. The expected 

price-eamings ratio (PE) may have the following functional 

relationship:-

PE = f (p) + g (q)

where f (p) is a systematic function which is based on
the long-term valuation of a new issue.

and g (q) is a function more susceptible to random
influences which is dominated by the short
term outlook of the market.



98

Methodology

Phase.J - Initial Case Studies

The study was initiated by the examination of two cases,

Kar Yau Company Limited and Kien Shing Development Company Ltd. 

to uncover the process of listing. In the Kar Yau Company case, 

emphasis is placed on the procedural aspect of listing and the 

identification of decision-makers. The procedural aspect 

included the documentation required as well as the timing and 

required procedures. Findings from this case study is summarised 

in Exhibit A, Documents for Listing and Exhibit B, Procedures 

of Listing. Because of the confidential nature of case materials, 

these exhibits are generalised to reflect the complicated task 

of coordination prior to listing a new issue.

The case study of the listing of Kien Shing Development 

Company Limited attençts to focus on the complexity of property 

costing which may affect the pricing decision. Here, the role 

of the reporting accountant is identified in the pricing 

process. A hypothetical example of the reporting accountant's 

work is shown in Exhibit C which shows a sample Profit Forecast 

(Exhibit C-1), and an illustrative Balance Sheet (Exhibit C-2). 

These two reports are the major sources of financial 

information in the new issue prospectus. Although the reporting 

accountant would have assisted in the preparation of both 

reports, he only certifies the audited balance sheet. The profit
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forecast is presented by the Board of Directors which may state 

certain assumptions in the prospectus when necessary. In 

Exhibit D, two hypothetical profit estimates for two proposed 

building sites are shown. These estimates may be prepared by 

management with advice from professional property valuers. 

Exhibit D-1 shows a profit forecast for estimated construction 

costs and sales revenue for a residential building. Exhibit D-2 

shows the profit forecast for a building combined commercial and 

residential uses.

Phase II - Collection of Data

Basic financial data were extracted from company new 

issue prospectuses. Analysis of data was used to first identify 

more active underwriters and form the basis of subsequent 

interviews. It is important to select underwriters which has 

a high value of underwriting and a fair number of issues handled 

to give a sufficient sample base for study. Other data were 

collected from publications of stock exchanges. Hang Seng Bank, 

Census and Statistics Department, Hong Kong Government Gazettes, 

the HANSARD and the Hong Kong Economic Journal.
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Phase III - In-Depth Interviews

In-depth interviews were conducted among major underwriters, 

selected from data analysis in Phase II. Furthermore, stock 

exchange officials, company officers and reporting accountants 

were interviewed. These decision-makers helped to select 

variables to be incorporated in the construction of the pricing 

model. They also provide further background to the pricing 

process of a new issue. In addition, these interviews served 

to reveal some special features of the market. Further data 

collection was indicated following these interviews.

Phase IV - Construction of the Prediction Model

The pricing model will be constructed with the estimation Of 

a regression equation for the leading issuing houses and stock 

exchanges. Variables, which are suggested by the decision-makers 

to influence the pricing process, are identified in Phase III, 

through interviews with major underwriters, reporting 

accountants, company officers and stock exchange officials.

Statistical analysis of the model will be conducted by 

step-wise regression to identify multi-collinearities between the 

dependent and-independent variables using the ICL Statistical 

Analysis Mark 2 1900 Series : Subprogramme Multiple Regression

Analysis. The dependent variable will be the forecasted
i ■
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price-eamings ratio as forecasted in the prospectus for 

the first year after listing. Independent variables are those 

suggested by decision-makers, consisting of both long-term 

valuation variables and short-term market condition variables. 

Log transformations will be performed on the variables to test 

for a better fit. The final pricing model will be constructed 

by least square analysis, based on estimates of a multiple 

regression equation. Thus, a set of models can be generated for 

issuing houses and stock exchanges.
n . Hogti

P/E = cC +

Where x^ represents the variables identified through interviews 

with decision-makers, 

and £ is the residual error.

For each coefficient,/), there will be a corresponding level 

of statistical significance. In this study, results which are 

better than 5%, that is a one in 20 chance of the observed 

correlation being zero, will be defined as significant.

In constructing a pricing model for an unden\rriter, it may 

be preferable to include only samples which are wholly underwritten 

or which the underwriter acts as a lead manager only. However, 

this would greatly reduce the number of observations for the 

model construction. It is unreasonable to assume that joint- 

underwriters have no influence on the pricing at all, but it is



102

fair to assume that regardless of their own way of pricing, they 

should also agree to the pricing of the issue since they are

financially committed in the issue. In the event that pricing
#■ *

deviations appear in the joint-underwriter's pricing model, 

this will be reflected in a larger residual on the observation.

By residual analysis and subsequent discussions with the 

underwriter concerned, pricing differences between underwriters 

can be identified.

Samples based on new listings underwritten by an underwriter 

in the period 1970 - 1973 will be divided into two groups based 

on weightings of industrial classifications to ensure industrial 

coverage. After the data division, the samples will be selected 

on a time serial basis with subsequent samples for model testing.

One group is used for the model construction and the other, the 

hold-out data, for validating the model.

An alternative method of constructing a price prediction 

model will be to include all available pricing observations by 

an underwriter in the regression analysis. This will undoubtedly 

increase the sample size in constructing the model. Yet if the 

model is to be considered for prediction purposes, subsequent 

observations should be available to test the model. However, 

between 1974 - 1976, there was only one new listing. Thus, the 

subsequent sample size is too small for the purpose. Of course, 

one can use this method of model construction under the
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assumption that future prices can be predicted by this model. 

Hence,, this method of including all observations in the model . 

construct will also be considered in Appendix I and the 

results of the two approaches will be examined.

Phase V - Validation of the Prediction Model

The prediction model constructed will take the form of a 

pricing equation of

Log (P/E) = +ySj5^JXj+ /^2^2 * .. ^

wheref ̂  is the error of the prediction equation
2and ^  N ( 0, Q- )

The testing samples in the hold-out data, with their

respective independent variables x̂ ,̂ x^, x^, ..... x^, U, V,

will obey the above equation if the model is consistently used 

over time. In other words, the observed log (P/E)^ of the 

hold-out data should obey the following equation :- 

log (P/E). -

= log (P/E)^ - log (P/E)^ =

where ^  ̂  is the error between the observed log P/E and

predicted log P/E from the hold-out data.
yV 2We therefore need to test that whether N (0, q » ).

This involves three tests of hypotheses:-

(1) assume a normal distribution.
2 v'(2) Variance from validation (Q“ ) is equal to the variance from

2 ^the prediction model, (g- ) .
y. ——

(3) 0  assumes a zero mean, i.e. 0.
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If these three tests indicate the acceptance of the three 

hypotheses, it can be concluded that the validation is unbiased 

where distribution is normal with the same variance as the 

prediction model. It is worth noting that tests (2) and (3) 

depend on the assumption that the residual ^  assumes a normal 

distribution. Only the largest issuing house, Wardley has a 

large enough sample for testing normal distribution and those 

for the stock exchanges will be calculated accordingly. As 

regards the other eight leading houses, it is assumed that they 

have the same type of distribution.

Test for Hypothesis (1)
y  VTo test whether the error of the validation, ç  , has a 

normal distribution, the Kolmogorov - Smirnov Test is used to 

cope with the situation of sampling from a normal population with 

unknown mean and variance.

The validation sample size is n with errors ^  ^  ̂

— . V  2 ^ ^compute ^  =    S  ^  i1 n
Sn 1 = 1

1 n
n-1

V  V  2_ r _ J1 c ̂
(<j- )

1The Kolmogorov - Smirnov statistic is calculated by »

= supremum
1 ̂  i i  n

where (D is the cumulative standardized normal function.

V —  yn 
cr'

1 Pearson, E.S. § Hastley, H.O., Biometrika Tables for

Statisticians. Vol. IT, Cambridge University Press, 

1972, p.117-118.
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The d statistic need to be modified by .the factor n
^ 0 85( J n  - 0.01 + — — ) to correct for the parameters of the

\nr
1normal being estimated.

* 0.85
Thus, d = d ( JIT - 0.01 + _— . )n n M )Jn
The critical region for an approximate large sample test 

is d^* ^  0.895. Hence, we shall reject the hypothesis if 

d^* is greater than 0.895.

Test for Hypothesis (2)
p

From the prediction model, the residual error ^  has a 
2 Rvariance of ( ^  ) . It is therefore necessary to test whether

^  Rthe error from validation ç  has- the same variance as ^  from the

prediction model.

Therefore, we wish to test.

Ho : ( T  

Hi : C Q - b
2 Vwhere ((p ) is the variance of validation,
2 Rand Cep) » the variance of the prediction model.

Using a F-Test, we wish to test the statistic,

((T )
where n - 1  is the degrees of freedom of the validation,

and N - K is the degrees of freedom of the prediction

model.

This will be tested against a critical value of oC = 0.05

If the value exceeds the cC - jlevel as determined from a 

F-Distribution, the model will be rejected.

1 Pearson, op.cit. p.359
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Test for Hypothesis (5) *

To consider whether the error of the validation, ^  , has 

a zero mean, we are interested to test whether the equation is an 

unbiased estimator.

Hence, we wish to test, H^ : ( ^  ) = 0

H. : (1: 0

Applying a T-Test, the T-Statistic is tested by,
(F ) ‘

I rv
^  y

where is the mean of the residual error of the validation,

the variance of the validation, 

and n , the number of observations in the validation.

A significance level of 0.05 is used. ' If the T-Statistic
r \Vis less than this level, the hypothesis that = 0 will be

accepted.
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Data Base
'V

The sources of data for the construction of the pricing 

model were the company prospectuses, stock exchange daily price 

listings, the Hang Seng and the Far East Index, fixed deposit 

interest rates. These were obtained from the research units of 

the stock exchanges and the Hang Seng Bank. In this respect, all 

four stock exchanges were most helpful,resulting in a collection 

of 220 issues, which is a comprehensive study of the period. It 

is worth noting that Wong's study on market discount comprised

only of 144 samples, which represented only partial coverage of 

the market.^ Industrial classifications are based on the 

classification in the Hong Kong Economic Journal.

The 220 issues included all new listings in the period,

1970 - 1974. New listings are defined as those companies 

where shares have been made available to the public during this 

time. The study focuses on pricing by underwriters of the 

shares of companies which had no existing market price. Thus, 

issues of new shares by existing listed companies, either by 

rights or placements, are excluded. While individual issues may 

be excluded from the pricing model because of the inadequacy of 

the data, the following samples are eliminated because of their 

nature.

1 Wong, K.A., op. cit., p.189
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One company, Hutchison Properties Limited is excluded 

because it was listed by distributing the shares to holders
'V ’ '

of A.S. Watson Limited, the parent company, as an interim 

dividend. In this case, no public money was subscribed for the 

share and there was no underwriter for the purpose of pricing.

Investment companies totalling 19 in the period are also 

excluded since they do not generally provide a profit forecast. 

Even when provided, the forecasted price-eamings ratio is 

very much dependent on expected future market conditions and 

the portfolio management capability of the firm. These factors 

cannot be reflected by a study of this kind.

In this period. Cross Harbour Tunnel Limited, the one and 

only utility company was listed in July 1974 and was in fact 

the only company listed in 1974. Because of the limited base, 

it is felt that incorporating this issue would not improve the 

model sufficiently for better . prediction of utility 

companies. Nevertheless, the model constructed may be used for 

pricing utility companies under appropriate assumptions.

Underwriters, such as Wardley and The Hong Kong § Shanghai 

Bank; Jardine Matheson and Jardine Fleming; Hang Seng Bank and 

Hang Seng Finance Limited; the Chartered Bank and Schroders G 

Chartered are considered jointly together as they are either 

subsidiaries or associate companies. Methodologically, this.will 

increase the sample size for each model construction.
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Identification of Active Issuing Houses

Irt'the period 1970 - 1974, new listings totalled 220 in 

number. Listings are either solely underwritten by one underwriter 

or jointly underwritten by several merchant bankers, each specifying 

its extent of participation in the new issue prospectus. The 

aggregate number of participations by all underwriters was 347, 

from which a percentage of participations can be derived.

Table 4 sets out the activities of the leading underwriters.

The total amount of new money raised was $3,666,143,271 in 

this period. The value of underwriting by each underwriter was 

ascertained from the prospectuses and is. believed to be a good 

measure to reflect the relative importance of underwriters. In 

this respect, Wardley emerges as the largest underwriter 

participating in 68 issues with a total value of $1,233,138,233, 

capturing a market share of 33.64% with the second largest.

Jardine Fleming, getting 11.42% of the market. Other more 

important underwriters are shown in the table following.



110

en
I

Ren

<D•Os
bo
.H*o
cd

JS
e>
■s
%
s•H•M

<

s

;

M

§ § 
-•H W  * V) (d i-H

A•H O  Ü CM 
'•H CM

' I n
t sbo
<d o

K
o>CL

*U
O

V)

g
•H
•»->
cd

•H
O

•H
+J

13CL

oV»

bO
'g-B•H O fH

: S ^

1-4 cn o 1—4 00 to r̂ r4 oen o o cn *—1 CM CM en o
o Tf o o to t>- lO' oto r-4 1—4 1-4 iH in

00
VO to

CM
CM CM \o VO to 5 !!to II

to
«X»

CM o o to CM to to vO o II
VO 1-4 CM to '4 - vO t-4 o II

II
to 1-4 to CM CM CM to vO o II
to r-4 CM o

r4
II
II

to o to o o o O o o to t-4 II
to to CM o o o O o to r4 r>- IICM CM VO to o o O o ĉ cn CM II•» II
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The selection of the nine larger merchant bankers is based on 

two criteria. The first criterion is the value of the underwriting in
--J

which individual houses have participated. This is indicative 

of the financial capability of the merchant banker in its exposure 

to financial risk. The second criterion is the frequency of 

participating in new issues given by the number of participations.

The frequency of participation is important to broaden the sample 

base for the construction of pricing models. Even if a merchant 

banker is significant in the value of new issues it has under

written, a small number of participations will render the pricing 

model less predictive. Hence, merchant bankers with fewer 

participations than 13 are not included. It is worth noting 

that other than the 9 major issuing houses, a total of 41 

underwriters each with a market share of not more than 3%, 

constitute the remaining 26.16% in terms of value of the market.

TABLE 4.2 Average Value of Underwriting by Issuing Houses
1970 1974

Value of 
Underwriting

No. of 
Participation

Average Value 
Per

Participation
(in Million $) (in Million $)

Wardley 1,233 68 18.1
Jardine Fleming 419 31 13.5
Schroders 6 Chartered 271 22 12.3
Hang Seng 260 24 10.8
Oriental Financial 
Consultants 119 29 4.1
Union Bank 89 17 5.2
Hang Lung Bank 93 16 5.8
Overseas Trust Bank 89 16 5.6
Bangkok Bank 133 13 10.2
Others 960 111 8.6

h m m I M  .
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Table 4.2 shows the activities of the nine leading issuing 

houses in terms of average value per participation. Of the nine 

merchant bankers, four have an average value per participation 

above the market average of HK$10.6 million. These four, namely 

Wardley, Jardine Fleming, Schroders § Chartered, and Hang Seng 

Bank can be defined as major issuing houses. The other five, 

namely Oriental Financial Consultants, Union Bank, Hang Lung Bank, 

Overseas Trust Bank, and Bangkok Bank can be defined as smaller 

issuing houses.

Pricing models for the individual houses will be constructed 

based on this grouping in order to identify their pricing decisions. 

Thus, models for issuing houses can be termed "decision models". 

Pricing models for the four stock exchanges will also be 

constructed to identify their different pricing requirements. 

Conceptually, these pricing requirements can be considered as 

constraints exerted by the stock exchanges in admitting new issues 

for listings. Thus, the issuing company has to meet pricing 

requirements of the stock exchange to which it applies for 

admission. Since the pricing of new issues is primarily determined 

by issuing houses, pricing models based on individual stock 

exchanges can be constructed as "evaluation models" to identify 

different pricing requirements unique to individual stock exchanges,
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Model Specification

Interviews with decison-makers in the pricing process were
•■y

conducted first with an open-ended question asking the respondent 

to suggest variables of new issue pricing. The technical process 

of listing and associated matters of interest are examined. The 

interviews were concluded with specific questions suggesting 

financial ratios to be considered'. The interviews are summarized 

in the Table 4.3.

The summary of interviews reveals a total of thirteen items.

Of these, factor (10)- underwriters prefer a higher or lower price; 

factor (8) - management is an important factor; and factor (9) - 

financial ratios are not important in pricing cannot be quantified. 

Factor (12) - pricing different between distribution methods and 

factor (13) - the rating of companies were comments made by only 2 

interviewees nad so are considered not significant. Factor (11) - 

stock exchanges as pricing constraints will be examined on the 

basis of residuals arising from the analysis.

Two variables, historical profit variability (6) and 

stability of future income (7) pose data problems. Historical 

profit variability was not uniformly reported since many 

companies used a former subsidiary as a vehicle for listing.

As no consolidated accounts were required then, reporting was 

not standardized. This was quite common in company prospectuses.
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Incomplete data also posed problems for stability of future 

income. This was not reported in all company reports, and
'■i

one also has to recognize the difficulty in defining recurrent 

income. Even for a recurrent item such as rent, there are other 

factors such as varying length of the lease etc. Hence, these 

two variables are dropped from the model construction because of 

the lack of uniform and quantitative data. Thus, seven variables 

are selected from the interviews (counting market conditions 

as two) and the pricing model takes the form of:- 

log P/E. = oC t S««;x ^ ^ 2

where fi’z   / ?  are regression coefficients,

and P/E is the price-earning ratio.

Mix of assets (ASMIX)

Xg Net asset per share (NASPS)

Xj Size of Company (TASS)

x^ Dividend cover (DCOV)

Xg The Market Interest Rate (INT)

U The volatility variable into high volatile and

low volatile state, dummy (VOLAT)

V The short-term market trend variable as determined 

. ” by trend analysis, dummy (TREND)

^  The error term.

x^ , x ^   Xg can be identified as long-term valuation

variables while U and V reflect the short-term market outlook. 

Thus, this model conforms to the hypothesis that both long-term 

valuation variables and short-term market condition variables 

should be included in the model specification.
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Definition of Variables

(a) The^variables as suggested by major underwriters and stock 

exchange officials are taken from the new issue prospectuses.

The dependent variable is taken as the price-earnings ratio as 

forecast for the first year after listing.

(b) Mix of assets is given by the ratio of current assets to net 

tangible assets of the company. This reflects the current asset 

content of the company. Although intangibles play an important 

part in the valuation of a company, their valuations are subjected 

to a wide margin of discretion unlike tangibles which can be 

gauged in the light of market forces that any quantitative estimate 

of value lacks acceptable precision.

(c) Net asset per share is given by the net asset value given 

in the prospectus divided by the number of shares outstanding 

after flotation. This reflects the realisation value of the 

firm at the time of listing.

(d) Size of company is based on the total assets of the company 

as revealed in the prospectus of issue. This figure is the sum 

of net tangible assets, current liability and deferred liability. 

This indicates the size of the company taking into consideration 

of tbe borrowing capacity of the firm as well as its net assets.

(e) Divided cover or the retentions ratio is the multiple of 

forecasted profits over the forecasted dividend payout. This 

multiple is an indication of the dividend policy determined by 

management taking into consideration the future cashflow positions 

of the company.
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(f) Market interest rate is given by the one year fixed deposit 

rate determined by the Exchange Bank Association for Category One 

Bank, which are the first-class banks in Hong Kong. This is supplied 

by courtesy of Hang Seng Bank Limited. Here the market interest 

rate is taken at the date of prospectus. This assumes that the 

pricing decision is made as of the date of prospectus, which may 

be later than the actual date of price setting. Technically this 

should be a date before a board meeting is held to approve the 

prospectus. This may involve a period of about 10 days before 

the date of prospectus. However, this difference of time 

varies between underwriters or companies and is difficult to 

identify specifically. Nevertheless, in view of the infrequent 

fluctuation of interest rates, the market interest rate is 

taken at the date of prospectus.

From 1970 to 1972, this rate remained fairly stable, but it 

started to fluctuate after March 1, 1973, rising with world 

interest trends. Table 4.4 shows the actual fluctuation of this 

rate.

TABLE 4,4 Deposit Interest Rates of Hong Kong Category 1 Banks

Effective Date 1 Year Fixed Deposits

1968
July 1     6-1/4
1971
April 28     5-1/4
October 11 ..........................  4-7/8
1975
March 1     5-5/8 •
June 14   6-1/2
August 1   6-3/4
August 17    . 7
September 1   7
September 10  L..............  8
1974
July 4    9
July 16   10-1/4
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It would also be worthwhile to study the number of issues 

floated at various prevailing interest rates. Since only one 

company, i.e. Cross Harbour Tunnel, made an issue in 1974, 

hence'forth the study will be focused on 1970 - 1973.

TABLE 4.5 Distribution of Flotations at various Interest Rate 

Interest Rate No. of Flotations Percentage

4.875 171 78.08

. 5.25 5 2.28

5.625 12 5.48

6.25 26 11.87

6.75 1 0.46

7.0 1 0.46

8.0 3 1.37

TOTAL 219 100.00%

As shown in Table 4.5, the majority, 78% of the new issues, 

were floated when the interest rate was lowest, i.e. 4.875% per 

annum. With low interest rates, i.e. lower alternative 

opportunity rate of return to the investor, new equity issues 

can compete more favourably with banks for investment funds, 

thus accounting for the larger number of flotations. It should 

also be noted that the 4.875% interest rate was stable from 

October 1371 to the end of Fabruary 1973. This stability was 

reflected in the money market, and encouraged stock market 

activity. In contrast, when interest rates started to fluctuate 

after March 1, 1973, the uncertainty in the money market was 

probably a partial cause of the reduction in the number of issues..
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(g) The market condition is identified on an actual basis and is 

defined to consist of two variables, namely a volatility variable 

(U) and a trend variable (V). Each variable consists of two states. 

The trend can be in an upward or a downward state and volatility 

can be high or low. These two variables will be incorporated 

into the pricing equation as dummy variables.

(i) The trend is established by observation of the time series
of Hang Seng Index daily changes from .1970 to 1973, shown in 

Figure 4.1, identifying high and low points of the Index.

The existence of a trend is recognized by definition of the 

Dow Theory. The Dow Theory defined market movements by the 

Dow-Jones averages. Three trends are identified, namely,
1the Primary Trend, the Secondary Trend and the Minor Trend.

Hie Primary Trend is the long-term movement of a market with

bull or bear market conditons. It may last for years. The

Secondary Trend interrupts the Primary 'Trend and is an

intermediate movement. It lasts from three weeks to several

months. Minor Trends are brief fluctuations in a Secondary
2Trend and are considered unimportant individually.

1 Magee, J.,Technical Analysis of Stock Trends, 5th ed.

John Magee, Springfield, Mass., 1973, p.13-15.

2 Stansbury, C.B., The Dow Theory Explained, Richard Russell

Associates, New York, 1960, p.16.
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Hence, for the purpose of defining market conditions in this 

study,'/the Primary and Secondary Trends are jointly identified 

and the Minor Trends are considered as part of the Secondary 

Trend. This means that for a trend to be accepted, the length 

between the high and low points must last more than three weeks, 

or fifteen observations, i.e. a constraint in the form of i ^  IS 

is imposed, based on the Dow Theory, to avoid considering minor 

trends'. It should be emphasized that this definition of market 

trend aims at identifying the immediate outlook of the market but 

is not concerned with either the day-to-day fluctuations on the 

one hand or the trends over some years on the other hand.

HSI^ = a + bt^

where HSI^ is the closing Hang Seng Index oh i th day 

t is the time unit of measure

a, b are coefficients.

The trend will be indicated by the sign of the ̂  coefficient. À 

positive sign reveals an upward trend whereas a negative sign shows 

a downward trend. A new trend is indicated when the sign of 

changes.

Using this approach, a total of 22 trends are identified from 

the Hang Seng Index movements during the period.
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Cii) The volatility variable is determined by relative ranking of

the trends between 1970 and 1973, each of varying size, based

on the daily values of the Hang Seng Index.

T. = HSI. - HSI. ,1 1 1 - 1

where T^ is the difference of the Hang Seng Index from the

previous day,.

HSI^ , the closing Hang Seng Index for i th day.

1 a date on a specific trend ends,

and i = 1 , 2 , 3 ,  ......... n

n ^  15 days

The standard deviation of the changes of Index for the j th

trend is
' n —  9
^  (T - T 
i = 1 ^ ^

S.D.. = S.D. of T = ,j n - 1
For the 22 trends in 1970 - 1973, 22 value of S.D.^ are 

available :-

S.D.2 f S.D « 2 * ...•••••••• S.D.22

These values are then ranked according to magnitude and the 
11 lower rankings are taken as reflecting the low volatile 

state and 11 higher rankings the high volatile state. 

Hypothetically, the ranking takes some form such as:-

S.D. , S.D. , S.D...........   11 low volatile states
(1) (3) C4)

S.D. , S.D.... , S.D...........   11 high volatile states.(2) (10) (22)
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(lii) The two variables of trend and volatility will assume 

the relationship shown in Fig,4.2 and will be

incorporated into the pricing model as diimmy variables. 

Figure 4.2 Relationship between Trend and Volatility

/b
Volatility 
Variable (U) A B A+B = 1 1  High 

Volatile Quarters

C D C+D = 11 Low 
Volatile Quarters

A+C-ve B+D+ve Trend
Coefficient Coefficient Variable (V)

(iv) The results of market definition in time serial form are 

shown in Table 4.6. The market definition when 

transformed into dummy variables are shown in Table 4.7.
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aiAPTER V 

DECISION MODELS : MAJOR ISSUING HOUSES

Wardley

Wardley Limited was the largest underwriter both in value and 

number of listings in the period of study. As Wardley is a 

subsidiary of Hong Kong ^ Shanghai Bank and handled new issues for 

the Bank from 1972 onwards, samples of the two are combined.

Wardley participated in a total of 68 listings. Of which,

24 were wholly underwritten by Wardley and 44 jointly-underwritten 

with other merchant banks. The 68 underwriting participations 

represented 30.91% of the market by numbers of listings, with a 

total value amounting to $1,233,138,233, representing 33.64% of 

the market by value. Wardley's average participation value was 

$18,134,385, which was much above the market average of $10,565,254. 

Of the 68 companies, 4 were investment companies which either 

provided no price-earnings forecast or even when provided were not 

meaningful, so they were excluded from this study. One other was 

a utility company, and since it was the only utility company 

floated in the period, it was excluded for model construction but 

examined separately. Also excluded was Hang Seng Bank because of 

the lack of sufficient testing data. This means that 62 

samples are used in the study. An industrial breakdown is shown 

in Table 5.1.
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TABLE 5.1 Industrial Classifications of Wardley Issues

Land 23 37%

Textile 12 19%

Commercial 11 18%

Hotel 5 8%

Shipping S Dock 8 13%

Financial 3 5%

62 100%

The 62 listings are divided into 43 and 19 companies. Forty 

three are used for constructing the pricing model and 19 are used 

for testing the model, and each group is divided by industry as 

nearly as possible as the 62 listings in Table 5.2.

TABLE 5.2 Grouping of Date for
Wardley Model Construction and Testing

Land

Textile

Commercial

Hotel

Shipping S Dock 

Financial

Weights C%)

37%

19%

18%

8%
13%

5%

Date for Model 
Construction

16

8
8
3

6
2

Hold-out Data 
for Model 
Testing______

. 7

4

3

2

2

1

100Î 43 19
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Yearly listings by industrial groups were shown in Table 5.3.

TABLE 5.3 Yearly Issues of Wardley by Industries

1970 1971 1972 1973 Total

Land 5 0 13 5 23

Textile 6 2 • 4 0 12

Commercial 3 4 2 2 11

Hotel 2 1 1 1 5

Shipping G Dock 0 1 3 4 8

Financial 0 0 2 1 3

16 8 25 13 62

The selection of the 43 samples for model construction is 

based on the data prospectus from 1970 - 1973, with the 

subsequent 19 samples for testing. As a result, the following 

samples from different industries are used in the model 

construction

Land 16 samples

Textile 8 samples

Commercial 8 samples

Hotel 3 samples

Shipping G Docks 6 samples

Financial 2 samples

8 samples prior to September, 1972
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From Table 5.4 the pricing model based on the selected 

43 samples using the least square analysis takes the form of

log P/E. = 0.79253 - 0.05197 log ASMIX

+ 0.07420 log TASS

- 0.50739 log DCOV

- 0.46478 log INT

where ASMIX, or Asset Mix, is the ratio of current assets

to net tangible assets of the new listings, 

TASS is the size of the company given by the total

assets of the firm,

DCOV is the forecasted dividend cover multiple,

and INT is the one year bank fixed deposit rate at the

time of issue.

The model constructed with the 4 variables, achieves a
2correlation coefficient of 0.742 or a R of 0.55056. No 

raulti-collinearity appears through the stepwise regression.
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TABLE 5.4 Pricing Model for Wardley Ltd.

Regression Significance
Variable Name Coefficient T-Statistic Level

Asset Mix (log) -0.05197 3.22 0.005

Total Assets (log) 0.07420 2.50 0.02

Dividend Cover (log) -0.50739 2.17 0.05

Market Interest 
Rate (log) -0.46478 2.22 0.05

Residual Error ......................  0.06430

Multiple Correlation (R) ............ 0.742

R^ ..................................  0.55056

Intercept Term ( ̂  ) ............... 0.79253

Degrees of Freedom..................  38

Critical Value of T-Statistic at 

30 d.f. with 0.05 level of

significance ........................  2.042

F-Statistic with 4 d.f.^ and

38 d.f.2 ............................ 11.6616

Critical value of F-Statistic at

4 d.f.^ and 30 d.f.2 with 0.05

level of significance ............... 2.6896

Variables not in the Regression Set T-Statistic
1

Net Asset per Share (log)  ........... 1.07

Volatility ............................ 0.18

Trend ................. (....   0.52
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The four variables in the model, although significant at 

the 0.05 level, differ individually in the degree of significance. 

The most significant one, asset mix, has a level better than 

0.05 and has a negative relationship with respect to the 

price-earnings ratio. This means that Wardley pitched a lower 

price for companies with a heavier current asset content in their 

net tangible assets. This may perhaps be due to the lower 

earning power of current assets, particularly in real estate 

companies, which were frequent listings in the period. For 
companies with a lower current asset base, pricing tended to be 

higher.

The next significant variable of a level of better than 0.02, 

the size of the listed company indicated by the total assets of the 

firm, has a direct relationship with the price-earnings ratio.

Thi? confirms the general expectation that the size of the firm 

carries a direct relationship in pricing, i.e.the bigger the 

company the higher it is priced.

Market interest rate as the third significant variable of 

better than 0.05 level also assumes a direct but negative 

relationship in the price determination process. Although a 

fixed deposit with a bank represents a method of investment 

somewhat different from that of acquiring new issues by an 

investor, this rate of return is a determinant in the pricing 

process. Understandably, when investing in the new issues.
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one has to consider the opportunity rate of return prevailing in the 

money market. The relationship established by the model indicates 

that as the fixed bank deposit interest rate moves up, the pricing 

of new issues will be adjusted downwards by Wardley to give a 

correspondingly higher rate of return to the investors.

The fourth explanatory variable, dividend cover, also better 

than 0.05 level assumes a direct but negative relationship with the 

price of a new issue. This means that Wardley tended to price 

companies with a more liberal dividend policy at a higher level 

and price companies with a lower dividend payout ratio at a 

relatively lower price-earnings ratio. It seems that a more 

conservative dividend policy or a higher reinvestment rate of 

profits would result in a lower pricing of the new issues.

There are three explanatory variables not significant within

the 0.05 level for acceptance in the model construction. The net

asset per share variable is the more significant of the three.

However, the inclusion of this variable does not improve the
2explanatory power of the model significantly as R only moves up 

from 0.551 to 0.564. It appears that Wardley does not give 

consideration to the realization value on a per share basis by 

the net asset per share variable when pricing a new issue.
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The two other variables, market volatility and trend, were 

intended to relate pricing to the outlook of the market conditions 

in general and their insignificance seemed to indicate that 

Wardley did not give significant consideration to the immediate 

technical outlook of the market in its pricing process.

Applying the three tests to validate the model with the

hold-out data the D-Statistic of the Kolmogorov - Smirnov Test

reveals d of 0.63 which is less than the critical value of n
0.895 at 5%. Hence, the residuals of the hold-out data assume 

a normal distribution.

Using the F-Test to test whether the error term from the 

validation is different from the prediction model, this is given

l a Ii  _  F
, 21* 19-1, 38
O’

2 Vwhere ( Q* ) is the variance of validation 
2 R( ^  ) , the variance of the prediction model,

and F , is the critical value with 18 and 38

degrees of freedom.

Therefore 0.0041346443 ^ 0.73347 40 1*8389

The F-Statistic is less than the critical value of 1.8389 at 

5% level with 20, 40 degrees of freedom. Hence, the error term

of the validation is a constant of the error term of the prediction

model.
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Furthermore, when testing whether the error ^  has a

zero mean, we use

-  1

n

= 0.01802238
0.0550695 ^18

\T 19

= 1.427 t,. = 2.101»->.✓ io

The T-Statistic is less than 2.101 the critical value of 

T-Statistic at 0.05 level of significance with 18 degrees of 

freedom.

On the basis of the above three test on subsequent samples, 

the prediction model of Wardley cannot be rejected.

Examining the residuals of the observed and the estimated 

price-earnings ratio in Table 5.5, five samples have relatively 

large residuals, namely Safety Godown, Shipping General, Hutchison- 

Boag, Li and Fung Limited and Wing On Life (Holdings) Limited. 

Safety Godown has a negative residual indicating a discount on 

the observed pricing. It is unique as the only "godown" share 

in the period in the shipping category so perhaps the market price 

was lower than the estimate because of the different nature of its
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business. Both Shipping General and Hutchison-Boag have a positive 

residual. Shipping General had a large mix of international 

investments. Although in terms of earnings. Shipping General 

appeared low, yet when measured by the market value of assets, 

it was at a price discount. This high underlying value accounted 

for the seemingly high price of shares of this company. 

Hutchison-Boag was listed by introduction and distributed to the 

shareholders of Hutchison International Ltd. by placement for 

subscription. A possible explanation why the observed P/E is 

higher than that of the estimated P/E may be that the method of 

distribution was similar to a rights issue and called for capital 

subscription from investors already holding shares in an associate 

company; there was less need to pitch a lower price to attract 

new subscribers unfamiliar to the stock.

As Li and Fung Limited was the only Chinese trading company at 

that time, it had been priced with a premium. It is worth noting 

that the pricing of this company confirms neither to the Wardley 

model or the Schroders § Chartered model. The uniqueness of the 

pricing of this particular company is discussed more fully under 

the Schroders and Chartered modelling. The Wing On Life (Holdings) 

Company Limited also commanded a premium price. This insurance 

company had a good asset backing. So even though earnings are not 

high, the company was considered adequately priced in terms of 

its underlying asset value.
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It is worth noting that when the pricing model is applied to the 

only utility company. Cross Harbour Tunnel.Ltd., it does not result 

in a large residual. It can be assumed that the prediction model 

still applies when pricing a different industrial listing at a 

subsequent date of 5th July, 1974.
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Jardine Fleming

The pricing model for the second largest merchant bank.

Jardine Fleming, includes issues underwritten by Jardine Matheson 

in 1970. Jardine Fleming is a joint venture between Jardine 

Matheson, the largest trading company in Hong Kong, and Robert 

Fleming, a London merchant banker. Since 1970, Jardine Matheson 

has become inactive in underwriting while Jardine Fleming has 

become increasingly active. As with Wardley sample selection 

for the model construction , it was based on different industrial 

classifications listed over the period 1970-1973.

Jardine Matheson and Jardine Fleming together underwrote 

31 companies, which was 14.09% of the market by number of 

listings. All 31 companies are jointly underwritten with other 

merchant banks. The total dollar value was $418,704,250 which 

represented 11.42% of the total market. Jardine had an average 

of $10,565,254. Of the 31 companies, two were investment 

companies which were samples excluded from this study. TTie 

industrial classifications of the 29 issues are shown in Table 5.6.

TABLE 5.6 Industrial Classifications of Jardine Fleming Issues

Land 11 38%

Textile 6 21%

Commercial 5 17%

Hotel 2 7%

Shipping 6 Dock % 4 13%

Financial 4%
29 100%



143

The new listings were divided into two groups of 23 and 6 

companies, accordingly for the model construction and for testing 

the model and each group was subdivided according to the weighting 

of an industrial classification as shovvTi in Table 5.7.

TABLE 5.7 Grouping of Data for
Jardine Fleming Model Construction and Testing

Land

Textile

Commercial

Hotel

Shipping 6 Dock 

Financial

Weights(%)

38%

21%
17%

7%

13%
4%

Data for Model Hold-out Data 
Construction for Model

100%

10

5

4

1

3

0

23

Tes ing

Yearly listings by industrial groups were shown in Table 5.8 

TABLE 5.8 Yearly Issues of Jardine Fleming by Industries

1970 1971 1972 1973 Total

Land 3 0 6 2 11

Textile 3 2 1 0 6

Commercial 3 2 0 0 5

Hotel 1 1 0 0 2

Shipping § Dock 0 0 1 3 4

Financial _0 0r- 0 1_

10 5 8 6 29
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The 23 samples used for constructing the model were chosen 

with the following cut-off dates leaving 6 samples with later 

dates for testing:-

Land 10 samples prior to 29th January, 1973

Textile 5 samples prior to 4th December, 1972

Commercial 4 samples prior to 21st November, 1971

Hotel 1 sample prior to 1st February, 1971

Shipping 5 Dock 3 samples prior to 13th August, 1973

By linear regression analysis, the pricing model as shown Table 5.9
takes the form of:-

log P/E^ = -0.22024 _ 0.08206 log ASMIX

+ 0.14992 log TASS

where ASMIX is the ratio of current asset to net tangible

asset of the new listings,

TASS , the size of the company given by the total

asset of the firm.
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TABLE 5.9 Pricing Model for Jardine Fleming

Regression Significance
Variable Name Coefficient T-Statistic Level

Asset Mix (log) -0.08206 2.59 0.02

Total Assets (log) 0.14992 5.15 0.001

Residual Error ............................  0.05837

Multiple Correlation (R) ..................  0.862

R^ ......................................... 0.7430

Intercept Term (c<. ) ...................... -0.22024

Degrees of Freedom........................ 20

Critical Value of T-Statistic with 20 d.f.

at 0.05 level of significance .... ..... 2.086

F-Statistic with 2 d.f.^ and 20 d.f.g  29.0241

Critical value of F-Statistic with 2 d.f.^

and 20 d.f.2 at 0.05 level of

significance ..............................  4.3513

Variables not in the Regression Set T-Statistic

Net Asset Per Share (log) .......................   0.73

Dividend Cover (log) ............................. 1.63

Market Interest Rate (log) ......................  0.76

Volatility .......................................  0.71

T r e n d ............................................. 1.11
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At 20 degrees of freedom, the critical value of T-Statistic 

is 2.086 at 0.05 level of significance as shown in Table 5.9.

The model, constructed with the two variables, achieves a
2correlation coefficient of 0.86, or in explanatory power, R , 

0.7430. Through the step-wise regression analysis, no multi- 

collinearity exists in the data. •

It appears that Jardine Fleming places significant emphasis 

on the size of the company with a T-Statistic of a level of 

significance better than 0.001 level of significance. It also 

bears a direct relationship with the price-eamings ratio of the 

new listings, which means that the larger the firm, the higher it 

is priced. This confirms the general expectation that the size 

of the firm has a direct bearing on pricing.

Also significant is the variable of asset mix which assumes 

a significance level of better than 0.02. The negative 

relationship of this variable with respect to the price-eamings 

ratio means that companies with a heavier current asset content 

are priced lower. Similar to pricings by Wardley, this may be 

affected by the high percentage of real estates companies listed 

in the period. Five explanatory variables are not significant 

within the 0.05 level in the model construction. Of the five 

variables, 2 variables, dividend cover and trend are significant 

at the 0.3 level of significance.
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Since there are only six samples for testing the model, the 

Kolraogorov-Smirnov Test is less meaningful. The residuals of 

the hold-out data are assumed to have a normal distribution. 

Applying the F-Test to determine whether the error term from 

the hold-out data is different from that of the prediction model, 

the F-Statistic is given by,

( (T^) _ 0.004564

( (0.0583693)2

= 1.3396 as Fj 20 ' 2.7109

Hence, the F statistic is less than the critical value of 

2.7109 at 5% significance level with 5 and 20 degrees of freedom. 

The error term from the hold-out data is not significantly 

different from that of the prediction model.

Testing whether the error has a zero mean, we use.

(?) -0.02362

004564

= 0.8564 tg = 2.5706

The T-statistic, 0.8564, is less than the critical value, 

2.5706, at 0.05 level of significance with 5 degrees of freedom. 

On the basis of the above tests, the prediction model of Jardine 

cannot be rejected.
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From Table 5.10, the residuals of the observed and the 

estimated price-eamings ratio reveal that only 2 samples have 

a relatively large residual i.e. Hsin Chong Ltd. and Wah Kwong 

Properties. Hsin Chong Holding is primarily a construction

company, contracting for both government and private works.

Although the company also has tangible asset as investments, 

it relies on its intangible eaming power as a major source of 

income. It is the evaluation of this intangible eaming power 

which may have caused a higher residual in pricing than estimated.

Another company with a large residual is Wah Kwong Properties 

which is priced at a discount from the model estimate. This 

under-pricing can be explained by the fact that Jardine had 

accepted the underwriting of this issue but did not play 

an active part in pricing the share.

Upon further discussions with officials of Jardine Fleming, 

it is felt that while the model may reflect the pricing done 

during the period 1970 - 1973, more considerations would be 

given to the market conditions in the future. This means that 

the model can be adjusted to take the form of:-

log P/E^ = -0.22024 - 0.08206 log ASMIX

+ 0.14992 log TASS 

+ MKFT

where MKFT is the market factor.

Unfortunately, because of the lack of subsequent equity issues 

by Jardine, this model cannot be validated yet.
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Schroders 6 Chartered

Since Schroders 6 Chartered is an associate company of 

Chartered Bank, pricing observations of Chartered Bank are 

included in constructing the model for Schroders 6 Chartered in 

1970 - 1973. Again sample selections are based on industrial 

classifications by weighting and samples selected for testing 

will be based on subsequent time sequence. During the period 

of study, Schroders underwrote 22 companies representing 

10% by number of listings, with a total value of $271,363,625, 

being 7.4% of the total value of the new issue market. Their 

average participation was $12,334,710, which was above the 

market average of $10,565,254 per participation. Schroders 6 

Chartered underwrote 7 companies solely and sub-underwrote 15 

companies jointly with other underwriters. The industrial 

breakdown of the issues are shown in Table 5.11.

TABLE 5.11 Industrial Classifications of
Schroders 6 Chartered Issues

Land 7

Textile 5

Commercial 5

Shipping 4

Financial 1

31%

23%

23%

18%

5%

22 100%
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The 22 samples are divided into 2 groups of 16 samples for 

construction of the model and 6 samples for the testing of the 

model as shown in Table 5.2. Weightings based on industrial 

classification are used for selecting samples for the model 

constructed.

TABLE 5.12 Grouping of Data for Schroders 6 Chartered 
Model Construction and Testing

Data for Model Hold-out Data
Weights(%) Construction for Model Testing

Land 31% 5 2

Textile 23% 4 1

Commercial 23% 4 1

Shipping § Dock 18% 3 1

Financial 5% 0 1

100% 16 6

During the period, distribution of listings based on

industrial classifications are shown in Table 5. 13.

TABLE 5.13 Yearly Issues of Schroders S Chartered by Industries

1970 1971 1972 1973 Total

Land 1 0 2 4 7

Textile 1 0 3 1 5

Commercial 1 0 1 3 5

Shipping 6 Dock 0 1 1 2 4

Financial 0 ■ 0 1 0 1

3 1 8 10 22
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Samples for model construction were based on time sequence 

as follows:-

Land 

Textile 

Commercial 

Shipping 6 Dock

5 samples prior to 27th March, 1973.

4 samples prior to 9th February, 1973 

4 samples prior to 27th March, 1973.

3 samples prior to 6th April, 1973.

By least square analysis, the regression model assumes the 

form of:-

log P/E^ = -0.02047 + 0.17658 log NASPS 

log TASS 

VOLAT

+ 0.10796 

+ 0.12884

where the NASPS is the net asset per share,

TASS , the size of the company given by the total 

asset of the firm, 

and VOLAT, the volatility state of the market.
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TABLE 5.14 Pricing Model for Schroders 6 Chartered

Regression Significance
Variable Name Coefficient T-Statistic Leve1

Net Asset per
Share (log) 0.17658 3.42 0.01

Total Assets (log) 0.10796 2.64 0.025

Market Volatility 0.12884 3.20 0.01

Residual Error ...................   0.05206

Multiple Correlation (R) .....................  0.888

R^ .............................................  0.7885

Intercept Term (oC ) ......................... -0.02047

Degrees of Freedom  .....................  12

Critical value of T-statistic with 12 d.f. at

0.05 level of significance ...................  2.179

F-Statistic with 3 d.f.^ and 12 d.f.^ .......  14.8628

Critical value of F-Statistic with 3 d.f.^

and 12 d.f.g 0.05 level of significance.. 3.4903

Variables not in Regression Set T-Statistic

Asset Mix (log) ......................   0.64

Dividend Cover (log) ...........................  0.66

Market Interest Rate (log) ........................  1.24

Market Trend .............................   0.58
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In the model as shown in Table 5.14, two out of the three 

significant variables are significant at the 0.01 level of 

significance. Schroders seems to have placed more emphasis on 

the net asset per share with a direct relationship to pricing,

i.e. the higher the net asset value per share, the higher the 

price is fixed. Market volatility is the second important 

variable in the pricing decision. This factor indicates the 

extent to which uncertainty in the market is taken into account. 

It appears that a higher price is set when the market is more 

volatile presumably to permit protection against increased 

market uncertainty. The third significant variable in the 

model, with a significance level of 0.025, is the size of the 

firm with respect to total asset value of the net issues. Again, 

the direct relationship seems to indicate that larger firms 

are priced higher.

Although market volatility is considered a significant 

variable used in pricing, another market indicator, the market 

trend, is much less significant in the pricing-decision; and 

so are other variables not in the regression set, viz. 

asset mix, dividend cover and market interest rate.

As there are insufficiently large samples to apply the 

Kolmogorov-Sraimov Test of Normality, the residual error of 

the validation is assumed to have a normal distribution.
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Applying the F-Test on the error term.
2 V 

(<T )
2 R %  

CVT)

0.011140506

0.002709
= 4.112 A  =3.11

The result of the F-Test with 6 observations appears to 

reject the model so constructed. However, on examining the 

residuals of the sum of squares of (log P/E^ - log P/E^), it 

appears that one company had an exceptionally large residual 

of 0.16668 constituting 49.6% of the residual sum of squares 

of 0.05602. This company is Li 6 Fung Ltd. which is unique as 

a real estates company with trading interests. The pricing at 

which this issue was priced was relatively high because firstly 

the company had an outstanding compound earnings growth record 

up to the time of the issue, including its forecast for the 

following year. Secondly, its trading interests also had a 

certain "sex-appeal" since there are very few trading companies 

in Hong Kong and all of those quoted up to that time were 

European managed companies; this was the first Chinese managed 

trading company to be quoted. Thirdly, the stock market at the 

time was very buoyant and was willing to accept a pricing which 

included a large goodwill element. Eliminating this sample, 

a F-Test will be given by:

^  ‘5-1, 12
((T^)
0.0063043

0.002709 
= 2.327 iSZ F4 12 " 3.26
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The F-Statistic is less than the critical value of 3.26 

CF4 with 0.05 level of significance.

Using the T-Test to test whether the error term ^ has a 

zero mean.

—  \V

y
^5-1

n

-0.00728958

^ 0 .011:1405

5
-0.15443 o- t. = 2.776'4

This T-Statistic is less than the critical value of 2.776 

with 4 degrees of freedom. Hence, the F-Test and T-Test show 

that the prediction model cannot be rejected with the elimination 

of the Li and Fung Limited sample.

Examining the residuals in Table 5.15, one other observation 

contains a large and positive residual, i.e. Shipping General.

It is interesting to note that Shipping General is jointly 

underwritten by Wardley Ltd. and Schroders 6 Chartered. The 

differential of the observed and estimated P/E from the 2 

regression models both indicated a positive and relatively large 

residual, this may indicate the observed price may be high among 

the pricing norms of the two underwriters. This residual can be 

accounted for by Shipping General having a mix of investments 

internationally together with shipping interest. . The Company's 

investments are held in the form of an investment trust.
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For this portion of its investments, earnings are derived from 

dividends paid by the companies which it has invested. Low 

pay-out ratios of international companies plus the payment of 

withholding tax in the countries of investment results in lower 

earnings in relation to its assets. In fact, a common 

phenomenon is that most international investment trusts have 

high P/E ratios. Yet, the shares of investment trusts always 

stand a discount to their underlying asset value. In pricing 

this issue despite the proportional high P/E ratio, the price 

was at a discount to the underlying asset value.

Another significant residual is given by City and Urban 

Properties with a negative residual. City and Urban would 

appear to have been underpriced because it was the first issue - 

other than Japanese depositary receipt issues - since April 1973.

The market had fallen consistently since that time and apart 

from being very nervous it was considered by most poeple to be 

non-receptive to a relatively large issue such as this one. The 

"quality" of profits was not considered to be high since they 

rose largely from property development rather than earnings from 

property holdings and investment holdings. Perhaps, most 

importantly, Schroders and Chartered together with the company 

directors felt that if the issue was to proceed it would have 

to be seen to be at least a limited susscess. For all these
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reasons the pricing was on terms which in other circumstances 

would have appeared to be unduly generous, but which at the 

time, despite this generosity, only just succeeded in getting 

the issue reasonably subscribed.

It is worth noting that the only company in the Finance and 

Insurance group, Hong Kong Building Loan Agency does not appear 

to have a large residual. It can be assumed that it also 

obeys the pricing model.
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Hang Seng Bank

Pricing observations for Hang Seng Finance Limited are 

grouped together with those for Hang Seng Bank during 1970-1973 

in the construction of the pricing model. A total of 24 

companies were handled by Hang Seng with a total underwriting 

value of $260,187,500 representing 7.10% of the total market 

share by value on 10.91% of the market in terms of number of 

listings. The average Hang Seng participation was $10,841,145 

which was very near the average market participation of $10,565,254.

The 24 issues handled include 8 sole underwritings and 16 

sub-underwritings. An industrial breakdown of the new listings 

handled by Hang Seng is shown in Table 5.16.

TABLE 5-. 16 Industrial Classifications of Hang Seng

Land 12 50%

Textile 4 17%

Commercial 2 8%

Hotel 3 13%

Shipping and Dock 2 8%

Financial 1 4%

24 100%
I

I
Selecting samples for the model construction is also based 

on the weights of individual indiiistry and their prospectus date 
of issue as shown in Table 5.17. i f
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TABLE 5.17 Grouping of Data for Hang Seng Model 
Construction and Testing_____

Data for Model Hand-Out Data
Weights(%) Construction for Model Testing

Land

Textile

Commercial

Hotel

Shipping and dock 

Financial

50

17

8
13

8
4

100% 15

The only financial company underwritten by Hang Seng in the 

period was the Hong Kong Building § Loan Agency Ltd. As this 

was the only company of its type listed in the period, it is 

used to test whether its pricing was based on the pricing model 

of other industries.

In 1970-1973, listings based on industrial classifications 

are shown in Table 5.18.

TABLE 5.18 Yearly Issues of Hang Seng by Industries

1970 1971 1972 1973 Total

Land 0 0 8 4 12

Textile 0 2 2 0 4

Commercial 0 1 1 0 2

Hotel 1 0 1 1 3

Shipping § Dock 0 0 0 2 2

Financial 0 0 1 0 1

1 3 13 7 24



164

Samples for the model construction was based on dates of 

listings as follows

Land 8 samples prior to 29th January, 1973

Textile 3 samples prior to 28th December, 1972

Commercial 1 sample prior to 25th August, 1972

Hotel 2 samples prior to 15th February,1973

Shipping 5 Dock 1 sample prior to 13th August, 1973

The pricing model estimated from the 15 samples takes the 

form of:-

log P/E^ = 0.18312 - 0.08455 log ASMIX
+ 0.09949 log TASS

where ASMIX is given by the ratio of current asset to net

tangible asset of the company.

and TASS, the size of the company given by the total

assets of the firm.

From Table 5.19, the pricing model constructed indicates 

that total asset is significant at 0.005 level and asset mix 

is significant at the 0.02 level. Relatively speaking. Hang 

Seng seems to have used total asset as a more important 

variable in its price determination process. Hang Seng also 

gives considerations to the market trend which is significant 

at the 0.1 level while market interest rate is at the 0.2 level of 

significance. However, the significance of these two latter 

variables may not be conclusively significant because of the 

sample size.
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TABLE 5.19 Pricing Model for Hang Seng Bank

Regression Significance
Variable Name Coefficient T-Statistic Level

Asset Mix Clog) -0.08455 2.92 0.02

Total Asset (Tog) 0.09949 4.17 0.005

Residual Error ..................................  0.04606

Multiple Correlation (R) .....................  0.831

R^ .................................. ............  0.6905

Intercept Term ( oC ) ........................... 0.18312

Degree of Freedom...............................  12

Critical Value of T-Statistic with 12 d.f. at

0.05 level of significance .....................  2.179

F-Statistic with 2 d.f.^ and 12 d.f.2 ..........  13.4372

Critical value of F-Statistic with 2 d.f.^ and

12 d.f.2 at 0.05 level of significance ........ 3.8853

Variables not in Regression Set T-Statistic

Net Asset per Share (log) ...................... 0.42

Dividend Cover (log).... ........................  0.78

Market Interest Rate (log) .....................  1.81

Volatility...................................... 0.53

T r e n d ...........................................  1.82
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As there are inadequate samples for a meaningful test of 

normality by the Kolmogorov-Smirnov Test, the residual error from 

the validation is assumed to have a normal distribution.

Using the F-Test on the nine samples error term.

= 0.001409
0.0021213

= 0.6642 ^  Fg 12 = 2.849

Thus, the F-Statistic is less than the critical value 

of 2.849 CFg^ 12)'

Applying the T-Test to test whether the error term ^

has a zero mean,

t/ 9-1

n
= -0.0275196

001409
9

= 2.20 ^  t g = 2.306

• Thus, the T-Statistic is less than the critical value of 

2.306 (tg) at 0.05 level of significance.

Both the F-Test and the T-Tpst indicate that the 

prediction model as constructed cannot be rejected by the 

validation samples.
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Only one observation reveals a large residual as shown in 

Table 5.20, that of Murjani Holdings. The negative sign of ^

the residual between the observed price and the estimated price 

seems to indicate a slight discount. Murjani Holding is a 

trading company which has textile quotas. Valuation of quotas 

as assets is difficult because if trade restrictions are 

removed, the quotas become worthless. Since the complete 

removal of trade restrictions seems unlikely, the pricing of 

Murjani was lowered. As the only finance company, Hong Kong Building 

6 Loan Agency Ltd., does not have a large residual either, and it 

appears that its pricing appears to be in line with the 

pricing of other industries. In this respect, it may be 

inferred that the nature of pricing of different industrial 

groups may be similar for Hang Seng.
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Summary of Findings

Results of the construction pricing models for major issuing 

houses are given in Table 5.21. These pricing models indicated 

the significant use of asset variables in pricing new issues.

The size of the company variable, given by the total assets of 

the company was used by all four major issuing houses. For 

Jardine.Fleming and Hang Seng Bank, this variable was the most 

significant variable, with significance levels of 0.001 and 0.005 

respectively. For Wardley and Schroders 5 Chartered, this 

variable is second in significance, with respective levels of 

significance at 0.02 and 0.025.

Three out of the four issuing houses used asset mix as 

a valuation criterion. In particular, this variable was the 

most significant variable in the Wardley model, with a 

significance level of 0.005, while that in Jardine Fleming and 

Hang Seng Bank were 0.02. Other variables used by Wardley were 

dividend cover and market interest rate, both significant at 

0.05. Schroders § Chartered had significant variables some what 

different from the other three underwriters. Besides the 

size of company, net asset per share and market volatility were 

also considered, both significant at 0.01.

From Table 5.21, it is interesting to observe the pattern 

of the coefficient of the variable used by these issuing houses. 

Understandably, the weighting of the individual variables used 

would be different because of different decision processes. Yet 

the signs of the coefficients revealed consistency when a



171

particular variable was used. This consistency of coefficient 

signs indicated a pattern of logical thinking common to all 

these major issuing houses.

The most frequently used variable, total assets, had a 

positive coefficient, indicating the direct relationship of the size 

of the company towards pricing of the issue. This coincided with 

the general expectation that larger companies would have a better 

record of growth and a broader capital base to enable the issue 

to be priced higher. The next frequently used variable, asset 

mix, showed a negative coefficient, signifying an inverse 

relationship, i.e. the higher current asset content, the lower the 

issue would be priced. This also conformed with the general 

expectation that since current assets were liquid, their earning 

power would be lowered compared with that of fixed assets.

Two other variables, dividend cover and market interest rate 

were also used by major underwriters. The negative coefficients 

of the two were also reasonable. With the dividend cover, it re

flected that higher the issue could be priced. For the market 

interest rate, the higher it was the lower the issue could be priced 

in order to give prospective investors a higher return to investment. 

Schroders and Chartered used two variables different from the other 

three major issuing houses, i.e. net assets per share and market 

volatility, both with positive coefficients. This indicated that the 

higher the net asset content, or in a volatile market, a higher 

price would be pitched.
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As revealed by the F-Statistics, the four pricing models met

the required significance level of 0.05. In terms of the
2explanatory power (R ), of the models, Schroders § Chartered 

attained a high level of explanatory power at 0.79 while Wardley 

had a relative low of 0.55.

When tested with the hold-out data, indications were that 

three out of the four models cannot be rejected. In particular, 

it should be noted that Wardley, with enough samples for the 

Kolmogorov-Smimov Test of normality, met the 0.05 significance 

level for all the three tests on the hold-out data. Although 

there were not enough data for the normality test,both Jardine 

Fleming and Hang Seng Bank met the other two tests for the 

hold-out data. Schroders and Chartered model should be accepted 

after the elimination of one company, Li and Fung from the hold

out data. Since this company was unique as explained in the text, 

the model was not rejected. Thus, all the four models may be 

accepted.
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CHAPTER VI

DECISION MODELS : SMALLER ISSUING HOUSES

The total value of new issues handled by Oriental Financial 

Consultants Ltd. amount to $119,050,000, representing a market 

share of 3.25%, ranking fifth amongst underwriting. In terms of 

numbers of issues participated, the Company ranks third with 29 

participations. This means an average participation value of 

$4,105,172 per underwriting by Oriental Financial. In contrast 

to the average market participation value of $10,565,254, Oriental 

Financial has handled mostly the smaller size underwriting. The 

29 issues consist of 21 sole underwriting and 8 sub-underwritings.

Of the 29 companies, 4 atre investment companies which are 

excluded from the study. Two commercial companies. Computer Data 

and Hong Kong Antenna, plus Richfield International, a land 

development company, are excluded from the study because of 

insufficient data provision.

The industrial classifications of these 22 companies are 

shown in Table 6.1.

TABLE 6.1 Industrial Classifications of Oriental

Financial Consultants Issues______

Land 16 68%

Textile 2 9%

Commercial 4 23%
— \ ----22 100%
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For the purpose of the model construction, 18 issues are 

chosen on a time sequence basis to construct the prediction 

model and 4 for the hold-out data. This is distributed as shown 

in Table 6.2.

TABLE 6.2

Land

Textile

Commercial

Grouping of Data for Oriental Financial 
Consultants Model Construction and Testing

Data for Model 
Construction

14

1

3

Hold-out Data for 
Model Testing

18

The selection is again chosen by the dates of listings with

the distributions from 1970 - 1973 as shown in Table 6.3.

TABLE 6.3 Yearly Issues of Oriental Financial
Consultants by Industries

1970 1971 1972 1973 Total

Land 0 0 2 14 16

Textile 0 0 1 1 2

Commercial 0 0 0 4 4

0 I 0 3 19 22
a ' a a S 3 s s
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For the model construction, the following dates are used 

for the different industrial classifications

Land ' 14 samples prior to 28th February, 1973

Textile 1 sample prior to 24th Januray, 1973

Commercial 3 samples prior to 28th Feburary, 1973

The pricing model thus constructed as shown in Table 6.4takes 

a form of:log P/E^ = 0.30029 + 0.12381 log TASS

- 1.32825 log DCOV

where TASS is the size of the company given by the total

asset of the firm, 

and DCOV, the forecasted dividend cover multiple.

At 15 degrees of freedom, the critical value of T-Statistic

is 2.131 at 0.05 level of significance as shown in Table 6.4.

The regression model achieves a multiple correlation of 0.901 or 
2a R of 0.8118. The most significant variable is dividend cover, 

with a significance level of better than 0.001, while the next 

significant variable is the size of the company with better than 

0.05 significance. All issues are made when market conditions 

are volatile and on the up-trend, and when the market interest 

rate is at 4.875% per annum.
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TABLE 6.4 Pricing Model for Oriental Financial Consultants

Regression Significance
Variable Name Coefficient T-Statistic________ Level____

Total Assets (log) 0.12381 2.18 0.05

Dividend Cover (log) -1.32825 7.66 0.001

Residual Error ...................................... 0.05952

Multiple Correlation (R).. .......................... 0.901

R^ .................................................  0.8118

Intercept Term ( q C  ) .... .......................... 0.30029

Degrees of Freedom.................................  15

Critical Value at T-Statistic with IS d.f. at

0.05 level of significance ......................... 2.131

F-Statistic with 2 d.f.^ and 15 d.f.^ ............. 32.4343

Critical value of F-Statistic with 2 d.f. ̂ and

15 d.f.2 0.05 level of significance . 3.6823

Variable not in Regression Set T-Statistic

Net Asset per Share (log) ....-..............  0.06
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As the 4 observations in the hold-out data is not meaningful 

for the Kolmogorov-Smimov Test, the residuals are assumed to 

have a normal distribution. Applying the F-test to determine 

whether the error term from the hold-out data is different from 

that of the prediction model, the F statistic is given by,

-^31  0.00238
2\R

( o - o 0.003542

0.6727 ^  F^ = 3.2874

Thus, the F-Statistic is less than the critical value of 

3.2874 at 5% significance level with 3 and 15 degrees of freedom. 

The test proves that the error-term from the hold-out data is 

not significantly different from that of the prediction model.

To test whether the error has a zero mean, we use,
—

0.057285

Â 2xV 0.02439<r ;
n

2.3485 O  = 3.1825I ...

The T-Statistic, 2.3485, is less than the critical value 

of 3.1825, at 0.05 level of significance with 3 degrees of 

freedom. On the basis of the above tests, the prediction 

model of Oriental Financial Consultants cannot be rejected.
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Examining the residuals from Table 6.5 reveals that two 

companies assume large residuals, i.e. New Era Land Securities 

Ltd. and Alexander Knitting. No explanation can be accounted 

for the positive residual between the observed and the estimated 

price of New Era Land Securities Ltd., a land investment company.

Alexander Knitting revealed a significant negative residual, 

indicating under-pricing of the share according to the model.

This can also be attributed to the instability of the textile 

industry because of often uncertain international trade conditions
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Union Bank

Union Bank underwrote 17 companies which is 7.73% of the 

market in numbers of listings. It amounted to a total value of 

$88,874,000. i.e. 2.42% of the market share in dollar value. Hence, 

the average participation value of Union Bank is $5,227,882, 

which is low compared with the market average of $10,565,254 

per participation. The 17 issues handled include 11 solely 

underwritten issues and 6 sub-underwritings.

The industrial classification of the new issues underwritten 

by Union Bank is as shown in Table 6.6.

TABLE 6.6 Industrial Classifications of Union Bank Issues

Land 14 82%

Commercial 1 6%

Hotel 1 6%

Shipping § Dock 1 6%

17 100%

Since Union Bank has only underwritten one issue each in the 

Commercial, Hotel and Shipping categories, these three samples are 

used to test the model in its application to other industries. 

Primarily, the model will be constructed based on 11 samples of land, 

construction companies for the model construction and 3 samples of 

land, construction companies for testing the model as shown in 

Table 6.7. As the model is mainly constructed with land, 

construction observations, it is expected that the model will be 

more appropriate for pricing land companies.
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TABLE 6.7 Grouping of Data for Union Bank
Model Construction and Testing

Data for Model Hold-Out Data 
WeightsC%) Construction for Model Testing

Land

Commercial

Hotel

Shipping § Dock

82%

6%
6%
6%

100%

11

0
0
0

11

During the period of study, the distribution of listings 

based on industrial classifications are shown in Table 6.8.

TABLE 6.8 Yearly Issues of Union Bank by Industries

1970 1971 1972 1973 Total

Land 0 1 5 8 14

Commercial 0 0 0 1 1

Hotel 0 0 0 1 1

Shipping § Dock 0 0 1 0 1
— — — — —

0 1 6 10 17

The 11 land samples for the model construction are listed 

before 27th February 1973. It is worth noting that all the issues 

are made in a volatile market and when the prevailing interest rate 

is 4.875% per annum. Only one issue was made in a down-trend out 

of the 17. Thus, the interest, volatility and trend variables 

are eliminated from the model construction.

By multiple regression analysis, the linear model takes the 

form of:- log P/E^ % 1.09218 - 1.04449 log DCOV 

where. DCOV is the dividend payout ratio as determined by 

management.
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TABLE 6.9 Pricing Model for Union Bank

Regression Significance
Variable Name Coefficient T-Statistic  Level

Dividend CoverClog) -1.04449 12.00 0.001

Residual Error ..................................  0.01331

Multiple Correlation [R) ........................ 0.970

R^ ..............................................  0.9409

Intercept Term (oC ) ...........................  1.09218

Degrees of Freedom ..............................  9

Critical value of T-Statistic with 9 d.f. at

0.05 level of significance  ....................  2.762 .

F-Statistic with 1 d.f.^ and 9 d.f.g ........... 143.9663

Critical value of F-Statistic with 1 d.f.^ snd

9 d.f.2 0.05 level of significance .......  5.1174

Variables not in Regression Set T-Statistic

Net asset per Share (log) ......................... 0.22

Total Assets (log) ................................  1.92
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From the model shown in Table 6.9, only the dividend cover is 

a significant variable with a significance level of better than 

0.001. The negative relationship between dividend cover and the 

price-eamings multiple indicates that Union Bank tends to price 

companies with a lower dividend payout ratio correspondingly lower. 

This may be accounted for by the possible expectations on investment 

returns to the investors. Reversly, Union Bank seems to fix a 

higher price for companies with a higher dividend payout ratio.

As there are insufficent samples for a meaningful test of 

normality, the residual error from the validation is assumed to 

have a normal distribution.

Using the F-Test on the variance of the six validation samples.

2iR

0.0013368
0.00017727

^6-1, 9

= 7.54 as Fg g = 3.4817

This F-Statistic is greater than the critical value of 

3.4817 (Fg^ g).

However, the result must be interpreted in the light of 

different industries consisting in the samples. Of the 6 

observations drawn for testing the model, one is a commercial 

company, the other two being each a hotel and a shipping company. 

This indicates that the model when constructed by land company does 

not apply in pricing these three different industrial companies.
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Apply the F-Test on the variance of the 3 validation samples.

0.0009743

2; V i ,  9

= 5.496 ^  F^ _ . 4.25650.00017727 ^  2, 9

This F-Statistic prescribed level of 0.05 significance. Of 

the three samples, one company. Marvellous Investment Limited, 

has a relatively large residual as shown in Table 6.10. Although 

no reason can be accounted for to explain the difference of 

pricing this particular share, elimination of this sample will 

mean a F-Test of:

2\R
l a

= 0.00000112 = 0.006318;^ F, o = 5.1174^  1 , 90.00017727

This F-Statistic is less than the critical value of 5.1174. 

Hence, the reject of the model may not be necessary.

Applying the T-Test to test the residual mean,

( e r

n
0.122695

/ 0.00017727
^  = 12.706

2 I
Thus, the T-Statistic is léss than the critical value of 12.706. 

Therefore, if tested on two samjlles, the model may not be rejceted.
I

The Union Bank model applies only to land companies and not to 

other industries. With the exception of one sample, land 

companies underwritten by Union Bank obey the pricing model so 

constructed.
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Hang Lung Bank

In the period 1970-1973, a total of 16 companies are 

underwritten by Hang Lung representing 7.27% of the market in 

numbers of listings. Amounted to $93,459,000, being 2.55% market 

share in vâlue. This means an average participation value of 

$5,841,187 per underwriting. Hang Lung seems to handle the 

smaller sizes of underwriting, when compared with the average 

market participation value of $1,000,565,254. The 16 issues 

underwritten include 14 sole underwritings and 2 sub-underwritings. 

Out of the 16 underwritings, 5 are investment companies which are 

excluded from this study. An industrial breakdown of the 11 new 

listings is shown at Table 6.11. .

TABLE 6.11 Industrial Classifications of Hang Lung Bank Issues 

Land 5 46%

Commercial 1 9%

Hotel 2 18%

Shipping 6 Dock 3
ÎI

27%
TÔÔ%

Based on weightings of industrial classifications and their 

dates of issue, samples are selected for model construction and for 

model testing as in Table 6.12.
TABLE 6.12 Grouping of Data for Hang Lung Bank

Model Construction and Testing_____

Land
Commercial
Hotel

Weights(%)

46%
9%
18%

Shipping 6 Dock 27% 

100%

Data for Model 
Construction

3 
0 
1 

2

Hold-Out Data for 
Model Testing
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In 1970-1973, the listings are distributed as shown in Tabel 6.13. 

TABLE 6.13 Yearly Issue of Hang Lung Bank by Industries

1970 1971 1972 1973 Total
Land 0 0 1 4 5

Commercial 0 0 0 1 1

Hotel 0 0 2 0 2

Shipping § Dock 0 0 0 3 3

0 0 3 8 11

For the model construction, the following dates are 

the different industrial classifications:-

used for

Land 3 samples prior to 19th April, 1973.

Hotel 1 sample prior to 14th November, 1972.

Shipping § Dock 2 samples prior to 24th February, 1973

The pricing model estimated by linear regression of six 

observations assumes the linear form of:-

log P/E^ = 1.18772 - 1.71283 log DCOV

where DCOV is the forecasted dividend cover multiple.

.As shown in Table 6.14, the model, with dividend cover as the

significant variable at the 0.005 level of significance, attains
2a multiple correlation of 0.961 or a R of 0.9235. This indicates 

that Hang Lung Bank puts a significant emphasis on the dividend 

policy of the company when pricing a new issue. The model reveals 

a direct relationship between the dividend payout and the P/E ratio.
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It is worth noting that all issues, except one, are made when the 

market condition is volatile and on the up-trend. Similarly, all 

issues, except one, are made when interest rate is at 4.875% 

per annum. Thus, the interest, volatility and trend variables 

are eliminated in the model.

TABLE 6.14 Pricing Model for Hang Lung Bank

Regression Significance
Variable Name Coefficient T-Statistic Level

Dividend Cover (log) -1.71283 6.98 0.005

Residual Error ...................................  0.03082

Multiple Correlation (R) ......................... 0.961

R^ ................................................  0.9235

Intercept Term ( OC ) ................... ......  1.18772

Degrees of Freedom ...............................  4

Critical value of T-Statistic with 4 d.f. at

0.05 level of significance ....................... 2.776

F-Statistic with 1 d.f.^ and 4 d.f.g ............  48.6851

Critical value of F-Statistic with 1 d.f.^ and 

4 d.f.2 at 0.05 level of significance ......... 7.7086

Variable not in Regression Set T-Statistic

Trend ......................................... 2.14
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As there are inadequate samples for the Kolmogorov-Smirnov 

Test of Normality , the residuals of the validation samples are 

assumed to have a normal distribution.

Using the F-Test on the variance of the 5 validation samples, 

re F,21R "  5-1. 4

° ■ 0-008255 fk I, , . 6.3883
0.0009498 '

Thus, the F-Statistic is greater than the critical value of 

6.3883 CF, 4).

Although the model may be rejected on the basis of this 

test, yet the five samples test includes a sample, Ming Ren 

Investment Enterprise, a shipping company which has a large 

residual of -0.20916 as shown in Table 6.15. While no reason 

can be attributed to the observed low pricing of this share, it 

may be desirable to exclude this sample from the validation.

Applying the F-Test on the variance of the 4 samples of 

validation,

^  ■
0.00254111 = 2.68 F_ , = 6.59140.0009498  ^  3,4

Thus, the F-Statistic is less than the critical value of

6.5914 (Fg ,)
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In order to test whether the sample mean is zero, the 

T-Test is used.

n

= 0.0323695

%  ^4-1

/■

= 1.284 tg = 3.1825
0.00254111

This T-Statistic is less than the critical value of 3.1825 

The validation on the Hang Lung Bank prediction model indicates 

that with the exception of one shipping company, the model may 

not be rejected.
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Overseas Trust Bank

In 1970 - 1973, Overseas Trust Bank underwrote 16 issues 

which is 7.27% of the market in numbers of listings. Thirteen 

of the issues are solely underwritten by Overseas Trust Bank 

and three are sub-underwritings. In terms of value of 

underwriting. Overseas Trust Bank underwrote $88,905,000, being 

2.43% of market share in value. It has an average participation 

value of $5,556,562 which are samples excluded from this study. 

The 12 samples are of industrial classifications as shown in 

Table 6.16.

TABLE 6.16 Industrial Classifications of 
Overseas Trust Bank Issues

Land 9 75%

Commercial 1 8%

Financial 2 17%

12 100%

According to the date of the issue, the samples are divided 

into two groups as shown in Table 6.17, seven for the model 

construction and five for testing the model. Since there is 

only one commercial company in the sample, it is used for 

testing the model. The samples for the model construction 

are selected on the basis of industrial weightings.
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TABLE 6.17

Land

Commercial

Financial

Grouping of Data of Overseas 
Trust Bank Model Construction and Testing

WeightsC%) 

75%

8%
17%

100%

Data for Model 
Construction

6
0
1

Hold-Out Data for 
Model Testing

During the period of study, the distribution of listings based 

on industrial classifications are shown in Table 6.18.

TABLE 6.18 Yearly Issues of Overseas Trust Bank by Industries

1970 1971 1972 1973 Total

land 0 0 4 5 9

Commercial 0 0 0 1 1

Financial 0 0 1 1 2

0 0 5 7 12

Selection of samples for model construction based on time 

sequence with the following different industries:-

Land 6 samples prior to 19th September, 1973.

Financial 1 sample prior to 23rd February, 1973.

Through least square analysis, the regression model assumes 

the linear form of [

log P/E. = 1.08611 - 1.02023 log DCOV

where DCOV is the forecasted dividend cover multiple.



196

TABLE 6.19 Pricing Model for Overseas Trust Bank

Regression Significance
Variable Name Coefficient T-Statistic Level

Dividend Cover (log) -1.02023 3.22 0.025

Residual Error ...................................  0.03833

Multiple Correlation (R) ......................... 0.821

R^ ................................................  0.674

Intercept Term (oC )   1.08611

Degree of Freedom ................................  5

Critical Value of T-Statistic with 5 d.f. at

0.05 level of significance ................ ...... 2.571

F-Statistic with 1 d.f.^ and 5 d.f.2   10.3579

Critical value of F-Statistic with 1 d.f.^

and 5 d.f.2 at 0.05 level of significance.......  6.6079

Variable not in Regression Set T-Statistic

Net Asset Value per Share ........................ 1.36
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From Table 6.19, it can be seen that the model constructed
2achieves a multiple correlation of 0.821 or a R of 0.674. The 

significant variable, dividend cover, is significant at 0.025 

level of significance with a T-Statistic of 3.22. The negative 

relationship between dividend cover and price-eamings multiple 

indicates that Overseas Trust Bank tends to rely on the dividend 

policy of the management of the company in pricing the new 

listings. In so doing, it tends to price shares at a lower level 

when the dividend payout is low compared with the earnings.

A more generous dividend payout policy may lead to a higher 

pricing of the share.

Another more significant variable is the net asset value 

per share with a T-Statistic of 1.36. However, because of the 

limited sample size, this variable is less meaningful. With the 

exception of one company, all issues are made by Overseas Trust 

Bank when market interest rate is at 4.875% per annum and the 

market is both volatile and on the up-trend.

Since there are only 5 samples in the validation, the 

test for normality will not be meaningful. The residuals are 

assumed to have a normal distribution.
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Using the F-Test on the validation samples, 
2 \V

( i r ' r
0.00226196
0.0014695

5-1, 5

1.539 ^   ̂ = 5.1922

Thus, the F-Statistic is less than the critical value of
S.1922

Testing whether the residuals has a zero mean.

M

^5-1

n

0.049183354

/
0.00226196 

5
2.312 ^  t., » 2.7764'4

Thus, the T-Statistic is less than the critical value, 2.7764, 

at 0.05 level of significance.

Hence, the model cannot be rejected.

However, examining the residuals of the validation test in 

Table 6.20, one company. Union Bank, accounts for most of the 

resulting residuals. But this high price of Union Bank is 

understandable due to the nature of the company. Bank licences 

in Hong Kong are restricted in issue and the goodwill of an 

established commercial bank like Union Bank should commend a high 

price. Therefore, it cannot^be considered out of line at all 

when the unique nature of the business is taken into 

consideration.
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Bangkok Bank

In the period 1970 - 1973, new issues handled by Bangkok 

Bank amounted to $132,988,750, representing a market share of 

3.63% in total value. The number of companies handled by Bangkok 

Bank is 13, which is 5.91 in terms of number of listings. These 

13 companies represent industrial classifications as shown in 

Table 6.21.

TABLE 6.21 Industrial Classifications of Bangkok Bank Issues 

Land 10 77%

Commercial 1 8%

Financial 2 15%

13 100%

These 13 listings are divided into 2 groups, one of ten for 

the model construction and three for testing the model. 

Respectively, the samples are weighted ancf divided according 

to industrial classifications with subsequent listings for testing 

the model as shown in Table 6.22.

TABLE 6.22 Grouping of Data for Bangkok Bank Model
______ Construction and Testing_________ _

Data for Model Hold-Out Data for
WeightsC%) Construction Model Testing

Land 77% 9 1

Commercial 8% 0 1

Financial 15% 1 1_
100% 10 3
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Base on industrial classifications, the listings from 1970- 

1973 are distributed as in Table 6.23.

TABLE 6.23 Yearly Issues of Bangkok Bank by Industries

1970 1971 1972 1973 Total

Land 1 0 4 5 10

Commercial 0 0 1 0 1

Financial 0 0 1 1 2

1 0 • 6 6 13

In dividing the samples for model construction, the following 

dates are used for the different industries:-

Land • 9 samples prior to 7th March, 1973

Financial 1 sample prior to 23rd February, 1973

The only sample of commercial company, Stelux Manufacturing 

Ltd., is used for testing the model to see if the model, being 

constructed by Land and Financial samples, is appropriate for 

pricing the only commercial company.

The pricing model based on the ten samples take a linear form 

of: log P/E^ = 1.22892 - 1.67127 log DCOV

where DCOV is the forecasted dividend cover multiple.

From Table 6.24, the model constructed achieves a multiple
2correlation of 0.709 or a R of 0.5027. The most significant 

variable is the dividend cover, with a T-Statistic of 2.84, i.e. 

better than 0.025 level.

\
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Because of the limited size of the sample, the other 

variables are less meaningful, with total assets relatively 

more significant than asset mix. Nearly all issues, except 

one, are made when market conditions are both volatile and 

on the up-trend. Similarly, all issues except two are made 

when interest rate is at 4.875% per annum.

TABLE 6.24 Pricing Model for Bangkok Bank

VAriable Name Regression T-Statistic Significance
______________  Coefficient ____________ Level

Dividend Cover (log) -1.67127 2.84 0.025

Residual Error ....................................  0.09386

Multiple Correlation (R) ...;.....................  0.709

R^ .................................................  0.502

Intercept Term ( o C  ) ............................. 1.22892

Degrees of Freedom............................. 8

Critical Value of T-Statistic with 8 d.f. at

0.05 level of significance .......................  2.306

F-Statistic with 1 d.f.^ and 8 d.f.^ ............  8.083

Critical value of F-Statistic with 1 d.f.^ and 

8 d.f.2 at 0.05 level of significance ............ 5.3177

Variables not in the Regression Set T-Statistic

Asset Mix (log) ....................................  0.44

Net Asset Per Share (log) .........................  0.03

Total Assets (log) .................................  1.88

Market Interest Rate (log) ........................  0.60
\

Volatility .................................    0.60

Market Trend .............................. *........  0.60
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With only 3 samples for testing, the test of normality will 

not be applied but normal distribution for the residuals will be 

assumed.

€. =----  CO.22929) = 0.07643
3

Using the F-Test on the validation samples,

2^V

F.( c j n3-1, 8
C ( r Y

0.035694
0.008810 ^

= 4.052 Fg g = 4.459

Thus, the F-Statistic is less than the critical value of 4.459 (F. _)

To test whether the residuals have a zero mean, the T-Test 

is applied.

__\ V(€)

n
0.076428

<3.1

0.035694
3

= 0.70067 ^  t2 = 4.3027

Thus, the T-Statistic is less than the critical value of 4.3027.

Hence, the model cannot be rejected. It is worth noting that 

the only commercial listing, Stelux Manufacturing, appeared to 

have been priced similar to land and financial shares, as its 

residuals so indicated.
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From Table 6.25, the residual of the observed and the 

estimated price-eamings ratio in the model reveals two companies 

possessing relatively large residuals. The positive residuals 

indicate that the observed prices are higher than the prices 

estimated by the model. One company. Island Peninsula, is a 

real estimates company with good asset backing but the 

realisation period is delayed. Hence, the high price can be 

attributed to the good future prospects of the firm.

The other company. Union Bank, is a commercial bank. Its 

high price can be attributed to the goodwill of commercial 

banks in Hong Kong, whose licences are restricted in issue.
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Sununary of Findings

The pricing models for smaller issuing houses are 

summarized in Table 6.26. The common variable used in all five 

models was the dividend cover variable. This variable, indicating 

the dividend policy of the issuing company, was also the most 

significant compared to the use of other variables - Oriental 

Financial Consultants at 0.001, Union Bank at 0.001, Hang Lung 

Bank at 0.005, Overseas Trust Bank at 0.025 and Bangkok Bank 

at 0.025. Possibly because of the fewer issues handled by 

these smaller underwriters, no other significant variable was 

detected, with the exception of the total assets variable 

present in the Oriental Financial Consultants model, with a 

significance level of 0.05.

The negative coefficient of the dividend cover variable 

indicated the relevance of the dividend pay-out policy towards 

pricing of the new issue. The inverse relationship revealed 

that if the proposed cash dividend pay-out is high, the issue 

can be priced higher correspondingly. This is in line with 

general expectations that the prospective investor is prepared 

tQ.invest at a higher price if the investment can offer a 

higher return to capital. The total asset variable present 

git the Oriental Financial Consultants model had a positive 

coefficient signifying a direct relationship with price. The 

use of variables and the signs of coefficient revealed an 

unique pattern of pricing decision among these smaller issuing 

houses.
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All five models attained F-Statistics meeting the prescribed
2level of 0.05. The explanatory power, R ranged from 0.94 of 

the Union Bank model to 0.50 of the Bangkok Bank model.

Due to the smaller size of the hold-out data, the 

Kolmogorov-Smirnov Test of normality could not be meaningfully 

applied for testing these five models. However, the test of 

variance and the test for zero mean revealed that the respective 

hypotheses for Oriental Financial Consultants, Overseas Trust 

Bank and Bangkok Bank can be accepted. For the other two 

issuing houses. Union Bank and Hang Lung Bank, acceptance of 

these hypotheses can be made after the exclusion of certain 

unique samples. In particular, it can be pointed out that the 

Union Bank model was constructed with new issues of property 

companies only. When tested with property issues in the hold-out 

data, the model may not be rejected when one issue. Marvellous 

Investment Limited was excluded. For the Hang Lung Bank model, 

the exclusion of Ming Ren Investment Enterprise from the 

hold-out data would permit qualified acceptance of the model.
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CHAPTER VII

EVALUATION MODELS : STOCK EXCHANGES

Pricing Model for Far East Exchange

The Far East Exchange vas the largest stock exchange by. 

value and number of listings which it admitted in the period 

of study. It admitted listings to a total value of $2,497,329,250, 

representing 18.12% of market in terms of value, and a total of 

123 companies representing 55.91% of the market by number. The 

average listing value of the Exchange was $20,303,489, which was 

above the market average of $16,664,287. Of the 123 companies, 

one bank, one shipping, one commercial, 8 land and one investment 

companies are excluded from the study because of incomplete data. 

The only utility company. Cross Harbour Tunnel is not included in 

the model but will be tested as a separate case. In 1970-1973, 

their listings based on industrial classifications are 

distributed as shown in Table 7.1.

TABLE 7.1 Yearly Issues of Far East Exchange by Industries

1970 1971 1972 1973 Total

Land 1 1 40 32 74

Textile 2 1 3 0 6

Commercial 0 1 5 4 10

Hotel 2 0 4 2 8

Shipping 6 Dock 0 0 5 5 10

Financial 0 0 0 2 2

•
1 3 IZ a m
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The listings are then weighted according to industrial 

classifications as shown in Table 7.2.

TABLE 7.2 Industrial Classification; of Far East Exchange Issues

Land 74 67%

Textile 6 5%

Commercial 10 10%

Hotel 8 7%

Shipping § Dock 10 9%

Financial 2 2%

110 100%

The total 110 samples are then divided into groups of 89

and 21 for the construction of the pricing model and for

validating the model respectively and each group is distributed

using the industrial weightings as shown in Table 7.3.

TABLE 7.3 Grouping of Data of Far East
Exchange Model Construction and Testing

WeightsC%) Data for Model 
Construction

Hold-Out 
For Model

Land 67% 59 15

Textile . 5% 5 1

Commercial 10% 9 1

Hotel 7% 7 1

Shipping § Dock 9% 8 2

Financial 2% 1 1

100% 89 21
SS5
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Selection of the 89 samples for model construction is based 

on the date of prospectus with subsequent samples for testing.

The following cut-off dates are used to construct the model:-

Land 59 smaples prior to 27th February, 1973.

Textile 5 samples prior to 28th December, 1972

Commercial 9 samples prior to 24th March, 1973.

Hotel 7 samples prior to 15th February, 1973

Shipping § Dock 8 samples prior to 6th April, 1973

Financial 1 sample prior to 24th August, 1973

The pricing model constructed from the 89 samples by multiple 

regression analysis assumes the relationship of:-

log P/E^ = 1.10906 + 0.05064 log TASS

- 1.28668 log DCOV

- 0.51021 ' log INT

where TASS is the size of the company given by the total

assets of the firm,

DCOV, the forecasted dividend cover multiple, 

and INT, the one year bank fixed deposit rate at

the time of issue.

The pricing model, with these three significant variables,
2attains a multiple correlation coefficient of 0.731 or a R of 

0.5343.
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TABLE 7.4 Pricing Model for Far East Exchange

Regression • Significance
Variable Name Coefficient T-Statistic Level

Total Assets (log) 0.05064 3.21 0.005

Dividend Cover (log) -1.28668 9.25 0.001

Market Interest
Rate (log) -0.51021 2.07 0.05

Residual Error  ...............................    0.06225

Multiple Correlation (R) ............... ........ 0.731
2R"̂  ................................. ............  0.5343

Intercept Term (oC ) ........................... 1.10906

Degrees of Freedom................ .............  85

Critical Value of T-Statistic with 60 d.f. at

0.05 level of significance ...................... 2.00

F-Statistic with 3 d.f.^ and 85 d.f.g .......... 32.5150

Critical value of F-Statistic with 3 d.f.^ and

60 d.f.2 0.05 level of significance   2.7581

Variables not in the Regression Set T-Statistic

Asset Mix (log) .................................... 0.11

Net Asset per Share (log) ...................... .. 0.67

Market Volatility .................................  1.47

Market Trend ....................................... 0.83
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From Table 7.4 the most significant variable is the dividend 

cover. With a T-Statistic of 9.25, it is significant at the 0.001 

level of significance. The negative relationship of this 

variable with the price-eamings ratio indicates that when the 

dividend payout ratio is low, a correspondingly low .price-eamings 

multiple for the new listing has to be fixed. This implies that 

the cash return to the investors is a consideration when the 

Far East admit stocks for listing.

The next significant variable is the size of a company.

With a T-Statistic of 3.21, it is significant at the 0.005 level.

The positive and direct relationship between total assets and 

the price-eamings ratio reveals that a higher price-eamings is 

permitted for company of a larger size. Of course, this concurs 

with the general expectation that a large company may generally 

be a better company and hence can command a higher price.

The market interest rate as a significant variable at the 

0.05 level, shows a negative but direct relationship. Hiis means 

that when the interest rate in the market is high, a correspondingly 

lower price-eamings ratio is required. The market interest rate 

can be. considered the alternative opportunity rate of retum to 

the investors. A lower price-eamings ratio means a higher 

return to the investors. It follows that the Far East Exchange 

expects a correspondingly higher return to the investors when 

the opportunity rate of returd in the money market is higher.
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Of the four other variables not in the regression set, 

market volatility is significant at the 0.2 level of significance. 

However, the marginal contribution to the multiple correlation 

coefficient (R) is small. The other three variables, asset mix, 

net asset per share, and market trend are quite insignificant 

in the pricing model. Applying the Kolmogorov-Smimov Test to 

the hold-out samples, the D-Statistic of the Test shows a d^ 

of 0.7037 which is less than the critical value of 0.895 at 5%. 

This indicates that the residuals of the hold-out samples 

have a normal distribution.

Using the F-Test to test the error term of the validation, 

given by:-

F,

= 0.0037965 = 0.979 ^  F^g ^^0 " 1-6587
0.003876

Thus, the F-Statistic is less than "die critical value of 1.6587

(̂ 20, 12Cp'
Applying the T-Test.to examine whether the error term has a 

zero mean,

0.0183997

0037965

n
= 1.368 ^  t^Q = 2.086

I ■
Thus, the T-Statistic is smaller than the critical value of 

2.086, indicating ^  has a zero mean. Therefore, the 

validation proves that the model cannot be rejected.
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Using the Kolmogorov-Smirnov Test for normality of the 

hold-out data, the D-statistic shows a d^ of 0.562 which is less 

than the critical value of 0.895 at the 5% level. This proves 

that the residuals of the hold-out samples do have a normal 

distribution.

Applying the F-Test to test the error term of the hold-out

data,
0.0076527

f 2.R 0.0057499
(cr;

= 1.3309 ^  Fg 19 = 2.4227

Since the F-Statistic, 1.3309, is less than the critical 

value, 2.4227, at 9-19 degrees of freedom with 0.05 level of 

significance, the test reveals that the error term of the 

hold-out data is not significantly different from that of 

the prediction model.

To examine whether the residual has a zero mean, the T-Test 

is used:-

) = 0.0120769

;
2 0.0276635

= 2.2622
U.UZ/ODOO .

.91—  = 0.4366 %  rn —  9

Therefore, the T-Statistic, 0.4366, is less than the 

critical value of 2.2622 with 9 degrees of freedom at 0.05 level 

of significance. On the basis of the above 3 tests, the 

prediction model cannot be rejected.
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Examining the residuals of the observations in the pricing model 

in Table 7.5,five samples reveal relatively large residuals. ...These 

companies are Union Bank, Ifurjani Holdings, Heng Sang Industries, 

Island Peninsula and Wing On (Life) Holdings.

For Union Bank, the positive relationship between the observed 

and the estimated price-eamings reveals premium pricing. The 

pricing for a commercial bank differs from the pricing in other 

industries, and the premium may be accounted for by the goodwill 

arising from the limited number of commercial bank lincences 

issued by the Hong Kong Government. The negative residual for 

the Murjani Holdings observation indicates an underpricing of 

the share. This may be explained by the nature of the company 

being an export trading company in possession of textile export 

quotas. These could be considered assets as long as voluntary 

trade restrictions were likely to continue, but if these 

arrangements changed, the earning power of the company might . 

be affected. Hence, the shares was underpriced accordingly to 

reflect this uncertainty in its prospects.

The premium pricing of Island Peninsula Limited, a real 

estates developer, can be attributed to the realisation period 

of its investment returns. The company was in possession of a 

land lot, known as Baldwin Court in Waterloo Road, a high-class 

residential area. The site was considered valuable with good 

development prospects. However, it would take more than two 

years to realize a return on investment. Hence, the company 

was valued for its good prospects rather than its current 

position.
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The positive pricing residual on Hang Seng Industries can 

be explained by the anticipated earnings of the company. In 

the first year after listing, the company had a price-eamings 

ratio of 8.90 but with 20% growth of earnings in the next year, 

the P/E ratio was 7.60. Hence, it was the increased earning 

prospects in the second year which reflected the initial 

overpricing.

Wing On Life Holding Limited reveals a large positive 

residual indicating a premium on the observed pricing. This can 

be accounted for by the good asset backing of the share. With 

an Issue price of $2.80 per share, the net tangible.assets per 

share is $3.44. Because of the nature of an insurance company, 

the net asset value of the firm was taken into consideration 

when pricing this company.

For the only utility company. Cross Harbour Tunnel Limited, 

the observed price-earning ratio has a large positive residual, 

indicating that the pricing model of the Far East Exchange may 

not be applicable to estimate this unique industry.
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Pricing Model for Kam Ngan Stock Exchange

New Listings in which the Kara Ngan Stock Exchange admitted 

numbered 113 in the period of study, covering 51.36% of the 

companies listed and amounting to a value of $2,350,099,250 or 

68.12% of the total market. The average size of the listings 

which the Kara Ngan Stock Exchange listed was $20,797,338, 

being high compared with the market average of $16,664,287. Of 

the 113 companies, one bank, one shipping, one commercial, eight 

land, and one investment companies are excluded from the study 

because of incomplete data. The only utility company. Cross 

Harbour Tunnel will only be used in the testing of the model to 

see whether the pricing model developed from other industries 

will be applicable in pricing this share of a different industry. 

The remaining 100 samples were listed according to industrial 

classifications in Table 7.6 •

TABLE 7.6 Yearly Issues of Kara Nean Stock Exchange bv Indust:

1970 1971 1972 1973 Total
Land 0 0 38 32 70
Textile 0 0 3 0 3
Commercial 0 0 5 4 9
Hotel 0 0 4 2 6
Shipping S Dock 0 0 5 5 10

financial 0 0 0 2 2

0 0 55 45 100
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In Table 7.7 weightings are assigned to the individual 

industrial classifications to determine the significance of 

individual industries in the model

TABLE 7.7 Industrial Classifications of 
Kam Ngan Stock Exchange Issues

Land 70 70%

Textile 3 3%

Commercial 9 9%

Hotel 6 6%

Shipping S Dock 10 10%

Financial 2 2%

100 100%

The 100 samples are then divided into two groups for the 

construction of the model and subsequent testing. Applying the 

weightings of the industrial classifications, 79 samples are 

used for the construction of the model and 21 for the testing 

as shown in Table 7.8.

TABLE 7.8 Grouping of Data of Kam Ngan Stock 
Exchange Model Construction and Testing

WeightsC%)
Data for Model 
Construction

Hold-out Data 
For Model Testing

Land 70% 55 15

Textile 3% 2 1

Commercial 9% 8 1

Hotel 6% ' 5 1

Shipping S Dock 10% 8 2

Financial 2% 1 1
ÎÏÏÔ% 79 21
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Selection of samples for the model construction is based on 

the date of prospectus from 1970-1973 with the subsequent samples 

used for testing. Accordingly, the following cut-off dates are 

used for different industries in the model construction

Land 55 samples prior to 26th February, 1973.

Textile 2 samples prior to 28th December, 1972.

Commercial 8 samples prior to 24th March, 1973.

Hotel 5 samples prior to 15th February, 1973.

Shipping § Dock 8 samples prior to 13th August, 1973.

Financial 1 sample prior to 24th August, 1973.

From regression analysis, the model assumes a linear form of: 

log P/E^ = 0.71896 + 0.05607 log TASS

- 1.28633 log DCOV

where TASS is the size of the company given by the total

asset of the firm, 

and DCOV is the dividend cover multiple of the firm.

The model constructed identifies two significant variables,

total assets and dividend cover, as important variables in the

pricing process. The equation achieves a correlation coefficient
2of 0.693 or a coefficient of multiple determination (R ) of 0.48. 

No multi-collinearity exists through the step-wise regression.
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TABLE 7.9 Pricing Model for Kam Ngan Stock Exchange

Regression Significance
Variable Name Coefficient T-Statistic Level .

Total Asset Clog) 0.05607 3.47 0.001

Dividend Cover (log) -1.28633 7.73 0.001

Residual E r r o r ..................    0.06232

Multiple Correlation (R) .......................... 0.693

R^ ............................................ . 0.48

Intercept Term CcxC ) .............................  0.71896

Degrees of Freedom ....-............................  75
J

Critical value of T-Statistic with 60 d.f. at

0.05 level of significance ........................ 2.00

F-Statistic with 3 d.f.^ and 75 d.f.2 ........... 23.1159

Critical value of F-Statistic with 3 d.f.^ and

60 d.f.2 at 0.05 level of significance  .......... 2.7581

Variables not in Regression Set T-Statistic

Asset Mix (log) ..........................    0.32

Net Asset per Share (log) ............................  1.93

T r e n d ..........................................     1.14

Market Interest Rate ................................    0.00

Volatility ............................................  0.00
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Of the two significant variables, the more significant 

variable is the dividend cover with à T-Statistic of 7.73 which 

has a level of significance better than 0.01 in Table 7.9- Its negative 

relationship with the price of a new listing indicates that 

listings are priced lower if the company management decides on 

a lower dividend payout ratio. From the standpoint of the 

investors, this means that a high reinvestment rate of profit will 

not lead to higher pricing of the issue but a high cash dividend 

payout policy will do so.

The other significant variable, total assets, is also 

significant at the 0.001 level. The positive coefficient means that 

the size of the firm has a direct impact in pricing. Thus, a 

relatively higher price can be acceptable for a larger size firm.

For variables not in the regression set, net asset per share

is significant at the 0.1 level. However, their contribution to
2the R is very marginal and hence they are not included in the 

model. Two other variables, market interest rate and volatility 

indicates that all issues were made in a volatile market when 

interest rates were stable. Since the stock exchange is only 

involved in admitting a new listing, it is for the underwriters 

to decide on the date of listing. It would be unrealistic to 

conclude that the Kam Ngan Stock Exchange will only permit listings 

in a volatile state of market. It may equally be unrealistic to 

say that the market interest rate has no bearing on the pricing 

of a new listing, as all the new listings were made in a period 

throughout which the bank interest rate remained stable at 

4.875% per annum.



231

Applying the Kolmogorov-Smimov Test to the residuals of 

the hold-out data, the D-Statistic shows a d^ of .1.094 which 

exceeds the critical value of 0.895 at the 5% level. This 

indicates that the hold-out samples do not have a normal 

distribution. A plausible explanation is that since Kam Ngan 

Stock Exchange often considered new issue admissions jointly with 

the Far East Exchange, this may affect the pricing of issues. In 

particular, in the model Kam Ngan admitted all the issues when 

the bank interest rate was stable and the market volatility was 

high. Thus, the pricing of issues in the Kam Ngan Stock Exchange 

might have been affected by decisions of the Far East Exchange. 

Using the F-Test to test the error term of the hold-out data, this 

is given by:-

( . 0.0037965

C 0.003876

= 0.979 %  Fzo^gs = 1-6587

Since the F-Statistic, 0.979 is less than the critical value, 

1.6587, at 20-85 degrees of freedom with 0.05 level of significance, 

the test shows that the error term from the hold-out data is not 

significantly different from that of the prediction model.

To further test whether the residual has a zero mean, we 

apply the T-Test by,

-0.015417

2%v' 0.010406

n
= 1.4815 jOw, t^Q = 2.086
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Hence, the T-Statistic, 1.4815, is less than the critical 

value of 2.086 with 20 degrees of freedom at 0.05 level of 

significance. On the basis of the F-Test and the T-Test, the 

model cannot be rejected but some reservations to accept the 

model can be stated as the residuals were not normally distributed.

From the model, residuals of four samples are of significance .in 
Table 7.10. These 3 companies are Heng Sang Industries Ltd., Island

Peninsula, Union Bank and the Wing On Life (Holdings) Limited.

All four samples reveal a positive residual indicating an excess 

of the observed price over the price estimated by the model. The 

explanation for the premium pricing of Union Bank may lie in the 

privilege and goodwill inherent in a commercial bank in Hong Kong.

As discussed in the Far East Exchange pricing model. Island 

Peninsula and Hang Seng Industries are both valued at a premium

because of their future earnings potential7"

The residual of Wing On Life (Holdings) Limited is positive. 

Considering the good investment holdings of this established life 

insurance company in Hong Kong, the premium pricing may be 

necessary, as revealed by its net tangible asset backing of 

$3.44 against an issue price of $2.80 per share.

The only utility company. Cross Harbour Tunnel Limited does 

not have a large residual. This indicates that this pricing model 

is consistently applied to the pricing of the only utility company

at a subsequent listing date of July, 1974.
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Pricing Model for Hong Kong Stock Exchange

In the period 1970 - 1974, Hong Kong Stock Exchange was 

involved in 59 listings to a total value of $2,097,155,270, 

representing 26.82% of the market share by number and 57.2% by 

value. The average value was $33,545,004, which was high compared 

with the market average of $16,664,287 per admission for the 

market as a whole.

Of the 59 companies, four were investment companies which are 

excluded from this study. Cross Harbour Tunnel Ltd., being the 

only utility company listed in the period is also excluded from 

the study, together with Hang Seng Bank whose financial data as 

revealed in the prospectus was inappropriate for the model 

construction. Hence, there is a total of 53 samples used in the 

study. Hie distribution of the new listings from 1970-1973 based 

on industrial classification is shown in Table 7.11.

TABLE 7.11 Yearly Issues of Hong Kong Stock Exchange by Industries

1970 1971 1972 1973 Total

Land 6 0 7 5 18

Textile 5 1 5 0 11

Commercial 6 3 0 1 10

Hotel 2 1 0 0 3

Shipping S Dock 0 1 1 5 7

Financial _£ 0 _2_ - 2 _4

19 6 15 13 53
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The 53 samples used in the study, are weighted according to 

their industrial classification as shown in Table 7.12.

TABLE 7.12 Industrial Classifications of 
Hong Kong Stock Exchange Issues

Land

Textile

Commercial

Hotel

Shipping § Dock 

Financial

18

11

10

3 

7

4 

53

32%

22%
20%
6%
13%

7%

100%

The 53 samples are divided into two groups for construction 

of the model and testing, i.e. into 39 samples and 14 samples 

respectively. With the weightings of industrial classifications 

applied, the samples are selected for their purpose as shown in 

Table 7.13.

TABLE 7.13

Land

Textile

Commercial

Hotel

Shipping § Dock 

Financial .

Grouping of Data of Hong Kong Stock 
Exchange Model Construction and Testing

Weights(%)

32%

22%
20%
6%
13%

7%

Data for Model 
Construction

13

8
8
2

5

3

Hold-out Data 
for Model 
Testing

5

3

2

1

2

1

100% 39 14



243

Selection of the 39 samples for model construction is based 

on the date of prospectus from 1970 - 1973, with the subsequent 

14 samples for testing. As a result, the following cut-off 

dates are used for different industries in the model construction 

Land 13 samples prior to 7th March, 1973.

Textile 8 samples prior to 9th October, 1972.

Commercial 8 samples prior to 22nd November, 1971,

Hotel - 2 samples prior to 1st Feburary, 1971.

Shipping § Dock 5 samples prior to 18th May, 1973.

Financial 3 samples prior to 24th August, 1973.

Using multiple regression analysis, the model takes the 

linear form of:-

log P/E^ = 0.00537 - 0.05356 log ASMIX

+ 0.12526 log TASS

where ASMIX, or Asset Mix, is the ratio of current assets

to net tangible assets of the new listings,

TASS is the size of the company given by the total

assets of the firm.

The model constructed with the two significant variables

attains a correlation coefficient of 0.718 or a coefficient
2of multiple determination [R ) of 0.5155. No multi-collinearity 

exists through the step-wise regression.
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TABLE 7.14 Pricing Model for Hong Kong Stock Exchange

Regression Significance
Variable Name Coefficient T-Statistic Level

Asset Mix Clog) -0.05356 2.60 0.02

Total Assets (log) 0.12526 4.96 0.01

Residual Error ................................... 0.07013
Multiple Correlation (R) ..................... . 0.718 .

 ............................................ 0.5155

Intercept Term ( c?C ) .......................   0.00537

Degrees of Freedom..............................  36

Critical Value of T-Statistic with 30 d.f.

at 0.05 level of significance..................  2.042

F-Statistic with 2 d.f.^ and 36 d.f.g .........   19.1035

Critical value of F-Statistic with 2 d.f.^ and

30 d.f.2 at 0.05 level of significance ......... 3.3158

Variables not in the Regression Set T-Statistic

Net Asset per Share (log) ......................... 0.44

Dividend Cover (log) ............................. .*. 0.14

Market Interest Rate (log) ......................... 1.56

Volatility...................... ................... 1.35

Market Trend ........................................ 0.36
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As shown in Table 7.14 the most, significant variable is 

total assets with a T-Statistic of 4.96, which is better than 

0.01 level of significance. Its positive relationship with the 

price-eamigns multiple indicates that Hong Kong Stock Exchange 

tends to permit a higher price for • companies of a larger size, 

as shown by total assets. This may be in line with the general 

concept of a large company being a better company and hence 

commands a higher price.  ̂ '

. The significant variable, asset mix, is significant at the 

0.02 level of T-Statistic. The negative relationship between 

asset mix and the price-eamings ratio indicates that for a 

company with a high current asset content, the Hong Kong Stock 

Exchange would expect a lower price-eamings to be fixed on 

the shares. This may be accounted for by^the expectation that 

current assets may have lower earning power than other assets.

TVo other variables, the market interest rate and market

volatility, are significant at the 0.2 level. However, their
2contribution to the R is small and hence they are not included 

in the pricing model. The three variables, net assets per 

share, dividend cover, and the market trend are insignificant 

as variables in the regression.
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Applying the Kolmogorov-Sraimoy Test to the residuals of 

the hold-out data, the D-statistic reveals a d  of 0.558 which 

is less than the critical value of 0.895 at the 5% significance 

level. Thus, the residuals of the validation samples are 

normally distributed.

The F-Test for the error term of the hold-out sample takes 

the form of:-

. 2 W  0.0040658(cr /
2iR 0.0049182

= 0.82668 ^  F^2 36 ^  1.9245

Since the F-Statistic, 0.82668, is less than the approximated 

critical value, 1.9245, at 15 and 40 degrees of freedom with 

0.05 level of significance, this shows that the error term from 

the hold-out data is not significantly different from that of 

the prediction model.

Using the T-Test whether the residual has a zero mean, this 

takes the form of:-

- 0.0089224
.0040658J  (<r /  / / ^  1 4

n
= 0.52357 ^  t^2 = 2.1604

Therefore, the T-Statistic, 0.52357, is less than the critical 

value of 2.1604 with 13 degrees of freedom at 0.05 level of 

significance. On the basis of the three tests, the prediction 

model for Hong Kong Stock Exchange cannot be rejected.
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Of the residuals of the observed and the estimated price- 

eamings ratio in the model, three are relatively large in Table 7.15. 

Hiese companies are Union Bank, Shipping General and Hong Kong Worsted 

Mills. For Union Bank, its goodwill as a commercial bank in 

Hong Kong probably commands a premium pricing than other 

industrial concerns. It is worth noting that in the models for 

its underwriters. Overseas Trust Bank and Bangkok Bank, the 

pricing of Union Bank throws up a big residual. Hence, the 

Union Bank can be considered unique in pricing.

Another company with a large residual is Shipping General.

The premium pricing can be accounted for by the portfolio of the 

company. Besides shipping interests. Shipping General also has 

substantial foreign investments which causes its valuation to be 

different from the pricing of other Hong Kong shares. A third 

company with a large residual is Hong Kong Worsted Mills, a 

textile company. Although this sample reveals a price discount 

with the Hong Kong Stock Exchange model, no large residuals 

appear with the models of its two joint-underwriters, Schroders 

§ Chartered and Jardine Fleming. This indicates that the stock 

exchange has accepted the pricing of the issuing houses although 

this differs from its own pricing norms. Furthermore, valuation 

of export quotas in a textile firm is difficult to standardize 

as future prospects are uncertain and the quotas vary between 

categories.

The only utility company. Cross Harbour Tunnel Ltd., does 

not assume a large residual when the prediction model is applied. 

Hence, the model appears to be applicable to the pricing of this 

utility company as well.



248

/?

3
.§•H30>CC

•H

CM

*

in A VO CM in CM b
*

o O i vO CM cn o
cu CM o> vO CM b 00 CO b rH o o 00 CO 00 o

m vO o c n VO rH CO cn OO VO VO in rH rH rH
bO CM VO CM A b rH o o CM CM VO in b bo o rH o o o o o o rH O O o o o orH o o o o o o o o o O O o o o o

3bC

tA
•gO4->A
bOgX
bcgX
H
<8
3•H

c4
5
3
■§•H3
(S

tn

s;

/ s
'X)3
I•H•M3A

ei
A
bOo
*3

E33ê

I
I
ICJ

b vO CM in O VO CO CM CM CO to CM rH CO ob o 00 VO cn CO b cn b CM cn b rH CM in'd- b 00 00 in CM Tb O cn b CO in b rH bb in o CO in in to in CM 00 b in in o incn o rH o rH rH rH o O o o cn cn cn cn
o rH rH rH rH rH rH rH rH rH rH o o o o

o rH Tb cn OO rH VO O CM b to NO cn CM cno O rH CO rH in b OO CM O OO b l-Ho Tb A cn cn O VO O b - to O cn in CO vOo CM 00 Tb b Tb CM VO b rH O OO o b Ao CM O cn o rH rH o rH rH rH CO cn cn A

rH rH rH o rH rH rH rH rH rH rH o o o O

3
•H
<

ICQ
g
•H

bO
3•HCL•S-
m
bo3oa
z

8
3

•S
3
4-> 3

3 3 3
3 O e•H CJ PLU OCL 3 rHCi 3 3
3 3 >+J 3 33 fH QA 3> •T3
IÜÎ O rH3 fHW O3 z3•H 5

fH 3A O z

>3
O
bo

bO§X

5
bO3•H
rH
•H3A
bOg
bOgX

+J33ErH fH3 3
fH CJ3 rH3 3 3 3 OO3 3 +J H-J 3 +JCJ •H O O 3 fH

fH X X •H 3 •HA 3 iX .33 Z fH 3 3 (d A•H 3 3 CMPL TJ 6 3 4->PL 3 3 fH 00 E fH
♦H 3 fH PL 3 3,3 fH •H E 3 3 EA CJ z A >• t- A



I
•H3
£

249

•H
.

\ * ' k. ■ ' \
A 7

en CO O o A A A VO vO o CM A A
eu en A Tb Tb en A r*4 b A en A b CMA CM vO Nb Nb en A CO ■«b Nb vO CO VO
00 VO CM r—H CM Tb A A o en O en en A
O o O O I— 1 o o O o o o o o O
t—H
V_/ o O o O o o O o o o o o O

T3WgU
w

-g
A
«O
A
00fX
OOgX
fH<s
3
•H

cd

5

(
A

00O
•x)0
1
•H
3A

A•bA
OOO

E3
3

ê

en CM r-H vO 'Tb vO 'b A Tb b en VO vOen vO CM A vO en Tb en O A b CM b
A \o b CM vO 'b A l-H A A o CM Ao b CO o A en b o 1—H A "<b vOo en en en en co en o en en en en en
l-H o o o o o o i—H o o o o o

o Tb l-H A en en i—H CM b A b O Oo CM A l-H vO Tb A b Tb b Tb O o
A Tb O A l-H Tb A o A A 'b l-H o

A b b 1—H A CM l-H CM vO Tb oen en en b en en en O A en A O o
o o o O o o o 1—H O o O l-H l-H

3
•H
3

£

A

S;

3

IZ
ItoU

S ti
3 3

4-> PL 00
3 3 3 p *0 A
l-H +J 3 fH rH 3
•H 3 3 eu X A •iH
4-» fH fH 3 rH 3 l-H
X iO 3 p 3 3 fH rH O 4->
3 •H •H z CJ 3 3 na O A 4-1
£- PU 3 H-» Xi 3 s O

X 00 3 •H 00 4-» n '3 3 A
OO 00 a 3 1—H i—H 3 O O A O
3 3 o •H O •H fH fH O 3 3 rH3 3 •3 « •x) CL X A 3 3 •H 3
U, tL 3 O O 3 o X Xi fH3 00 O e •H 3 fH O 33 •H l-H 3 O 3 3 3 O 4-» CL 4-> 3
3 3 3 o fH O Æ i3 •H 3 3 3 3Z Z l-H X U CJ A A CL Z A X CJ



na
§CJ
3A
Ü
tw

0+JA
A
1
AgX
I
3•H
X
3
5

(AO

I•H
3
3CÜ

250

lU 1 ;■ •• .1
(M A CM A vO A A vO b ACL A A A O r-H CM Nb CM O vO Nbb cn r-H r-H CM OO VO b A CM r-HA A A CM cn cn A CO A ■b- A OO O o O o o O O O o O O

r-H\_v O o O o o O o o o O o

/\
u

Ao
'O
3:
E•H
*-*
3M

♦H

AO
*3
I
3
3ê

A
/
A OO l-H l-H A CM o A o AO OO Nb cn VO vO vO A cn A VOl-H l-H Tb CM O b l-H O vo cn •vbTb OO A CM cn A VO A A o Al-H cn O o cn cn cn O cn o cn

r-H o r-H r-H o o o l-H o r-H o

o cn VO Tb cn cn A VO o A bA A cn cn b A o CM o l-H l-HA l-H CM A CM cn A A o CM AA Tb vo l-H A Tb l-H o Tb AO o o l-H o cn o o o o cn
l-H l-H l-H r-H l-H o l-H r-H l-H l-H o

I•H
3

(S

A

S;
3

I&S

>
Q

t-H3
£

•M •H
3 P

3 3 3 3O 00 E 3•iH 3 PL 3 PL 00+■» •rH O 00 O 3U 3̂ r-H 3 3 3 •Hp 00 l-H 3 •H rH PL 33 3 o > 'O OO 34-> O 3 X 3 r-H 3 3 3
3 tu Q O W 3 3
3 *3 00 X P -iHO 3 3 3 00 ■P •H 00
CJ 3 O O 3 3 3 o 3

i-a 3 6 O 3 3 rH PU
•iH Li: E 3 3 PL

3 ■5 •H CJ o O 3
rH 3 3 00 3 E 3
3 3 H-> •H 3 3 3 3 •H
3 O 3 3 o 3 x: 3 O

6(L O X X X X CJ CJ



251

(

'tjp
g
CJ

OOo

w

I•H
en

£

b. VO VO A en en NT rH vO Tb o en A o Oou b «H CM A b O en O en A b OV Nb bA rH en b vO A A A A b fH en CM vo00 Tb O A O 1—1 A o rH Tb en Tb A O Ao rH rH O O O O o O o o O o O O1—1V_/ O1 O1 O O
1 o O1 o o

1
o o O

1 o1 O1 O

ow
g

•g

w
•gopco
bo
gL4
00
gX
3
<3
U)
•H3>s•Hcd
5
3

.§
•H
tn
£

in

a;

< 00o
na3p
Ip
3
U

tu
eu
OOo
•Ta
3

3
3
ê

I
Z

g

CJ

CM vO "b O A Tb rH b A vO ob O A TbA rH A o A en b A A CM en •<b A voVO rH VO A O A en en CM A en en A bb O O b rH A vo A CM CM o b b CMrH rH O O O en en en en O «H o O rH
rH rH iH rH fH o o o o iH cH iH rH rH

A O b O Tb O A o A b A iH A Ab O A Tb A en vO A Tb A iH Tb en Ab O A O b A A vo A  __ O A en CM TbCM o VO b CM Tb b b VO CM vO A b vOO o O O O en en en en fH O o o rH
tH rH iH fH fH o o o o rH 1—i fH rH rH

X 3p 33 P 33 3 •H
P^ 3 > 3
S & iS &Ou '3 3Ou P3 33 OO P (Urp 3 OU3 O 3X 3 O3 X3
P
•H •S 1 •H3
CJ Z Z Z

00
P Z33 pE 3

x: 5 B-p X 33 X CJo 3 X
3 P 3
•H •H 3 US3 3 3X X W X

p
3O
Ou

00
3•H

ê
3

•g

g
§A

3
g►H

3 Z
OO P3 rH3 3CJ Ptu 33 3
na 3 33 O •H3 X P3 3•H 3 OX U

E•H
P•H

I
3
3P

S

3OO
.SnarH
OX
«3

003•H



252

Pricing Model for Kowloon Stock Exchange

During 1970-1973, a total value of $265,159,000 of new

listings was listed in the Kowloon Stock Exchange, being 7.23%

of the market share in dollar value. This consists of 52 companies,

representing 23.64% of the market in terms of number of listings.

The average size of admission to the Kowloon Stock Exchange was

$5,099,211, which was small compared with the market average of

$16,664,287 per admission. Of the 52 companies, 8 investment

companies, 3 land, 2 commercial and 2 shipping companies are

excluded from the study because of insufficient data for

analysis. As a result, a total of 32 samples are used in the

study. Base on the different industrial classifications, the

new listings are distributed as shown in Table 7.16.

TABLE 7.16 Yearly Issues of Kowloon Stock Exchange
by Industries

1970 1971 -1972 1973 Total

Land 0 0 2 21 23

Textile 0 0 1 2 3

Commercial 0 0 0 4 4

Shipping G Dock 0 0 0 2 2

0 0 3 29 32

In Table 7.17 weightings are assigned according to the 

proportion of the different industrial classifications to select 

samples for the model construction:-

TABLE 7.17 Industrial Classifications of Kowloon Stock Exchange. Issues

Land 23 67%
Textile 3 8%
Commercial 4 15%
Shipping G Dock 2 10%

32 100%
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Two groups of samples are formed, one for the construction of 

the model and the other for validating the model, 22 and 10 

samples respectively. Base on the weightings of industrial 

classifications, the companies are selected accordingly.as shown 

in Table 7.18.

TABLE 7,18. Grouping of Data of Kowloon Stock Exchange 
  Model Construction and Testing___

Data for Model Hold-out Data 
Weights(%) Construction For Model Testing

Land 67% 59 15

Textile 5% 5 1

Commercial 10% 9 1

Hotel 7% 7 1

Shipping G Dock 9% 8 2

Financial 2% 1 1

100% 89 _ 21

Selection of the 22 samples to construct the model is based 

on date of issue with subsequent listings for validating the model. 

The following dates are used to divide the samples into the two 

groups :-

Land 17 samples prior to 28th February,1973.

Textile 2 samples prior to 9th February,1973.

Commercial 2 samples prior to 28th February,1973.

Shipping G Dock 1 sample prior to 24th February, 1973.

Be regression analysis, the model assumes the linear form of:-

log P/E^ = 0.99828 - 0.05859 log ASMIX
- 0.40091 log DCOV
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where ASMIX, or Asset Mix, is the ratio of current asset to 

net tangible assets of the new listings, 

and DCOV, is the forecasted dividend cover multiple as

determined by the dividend policy of the firm.

In Table 7.19, the model constructed with the two significant

variables achieves a correlation coefficient of 0.727 or a
2coefficient of multiple determination (R ) of 0.5285. The most 

significant variable, dividend cover, has a T-Statistic of 3.11, 

which is better than 0,01 level of significance. Its negative 

relationship with the price-eamings multiple indicates that 

Kowloon Stock Exchange tends to admit a company with a high 

dividend payout multiple at a proportionally higher price.

Another significant variable, asset mix, is significant at the 

0.02 level of T-Statistic. The negative coefficient of the 

asset mix indicates that a low price-earnings multiple is 

expected for companies with a high current asset content in its 

net tangible assets. This may be explained by the plausible 

assumption that current assets may have lower earning power 

than other assets in the net tangible assets category.

Two other variables, net asset per share and the size of the 

company are insignificant. The other three variables, the market 

interest rate, the volatility of the market and the market trend 

are not rélevant since all listings of the Kowloon Stock Exchange 

were made when the market conditions were volatile and on the 

up-trend; and the bank fixed deposit rate remained stable at 

4.875% per annum.
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TABLE 7.19 Pricing Model for Kowloon Stock Exchange

Variable Name
Regression
Coefficient T-Statistic

Significance 
Levé 1

Asset Mix (log) ^0.05859

Dividend Cover [log) -0.40091

2.74

3.11

0.02
0.01

Residual Error .....................................  0.07582

Multiple Correlation [R) ........................  0.727
2 ^R ..................................................  0.5285

Intercept Term (oC ) ..............................  0.99828

Degrees of Freedom..................... ...........  19

Critical Value of T-Statistic with 19 d.f.

at 0.05 level of significance .....................  2.09

F-Statistic with 2 d.f.^ and 19 d.f.g ..............  10.6197

Critical value of F-Statistic with 2 d.f.^ and

19 d.f.g  .................................. ........  3.5219

Variables not in Regression Set T-Statistic

Net Asset Per Share (log) .............. ...........  0.43

Total Assets (log) ...................................  0.53

All listings were made when interest was 4.875% per annum 

and market was volatile and on an up-trend.
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Of the residuals of the model, 6 are relatively large in Table 7.20, 

Three property companies, Howard Land Investment Limited, Lucky 

Man Ehrerprise Limited and Yu Hing Holdings Limited assume a large 

positive residual, indicating higher observed price than estimated 

by the model. Two other property companies. Essential Enterprise 

Limited and Siu King Cheung Limited, plus a manufacturing company. 

Chesterfield Manufacturing Limited, have negative residuals, 

indicating discounts from the estimated price-eamings from the 

model. However, no special reason can account for such 

divergence from the pricing model for each of these companies.
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Summary of Findings

Findings based on the construction of pricing models for the 

four stock exchanges are shoim in Table 7.21. These pricing 

models reflected the pricing evaluation of the stock exchanges 

when admitting a new issue. Results of the analysis showed 

that variables of evaluation differed between stock exchanges.

From Table 7.21, the Far East Exchange and the Kam Ngan 

Stock Exchange models both used the size of company and the 

dividend cover variables as the most significant variable. 

Furthermore, the coefficients and their respective signs were 

similar - for total asset, it was 0.05 for the Far East, 

significant at 0.005 level, and the coefficient for Kam Ngan 

is 0.06, significant at the 0.001 level; with the dividend cover 

variable, coefficients of both stock exchanges were -1.29, at 

0.001 level of significance. For the Far East Exchange model 

alone, the market interest rate variable was significant at 

the 0.05 level with a coefficient of -0.51. It can thus be 

seen that the two models are similar. This can be explained 

by the fact that during this period, the Listing Sub-Committees 

of these two stock exchanges often held joint discussion meetings 

when considering admissions. Although there were occasional 

disagreements which resulted in the refusal of admission by one 

exchange, most issues were admitted simultaneously to both 

exchanges. Furthermore, the presence of the market interest 

rate variable in the Far East model can be accounted for by the 

longer history of this exchange. Since new issues were admitted
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to the Far East Exchange before the establishment of Kam Ngan Stock 

Exchange, particularly at that time,interest rate did fluctuate in 

the beginning of the period, 1970 - 1973. Thus, the presence of 

this variable in the Far East model is understandable.

Unlike the Far East and Kam Ngan, issues on the Hong Kong 

Stock Exchange are not listed on the Kowloon Stock Exchange, and 

vice versa. At the same time, variables used were also different. 

For the Hong Kong Stock Exchange, the most significant variable 

was the total asset variable, with a coefficient of 0.13 at 0.001 

significance level, and the next significant was the asset mix 

variable, with a coefficient of -0.05 at 0.02 level of significance. 

This reflected the emphasis placed on total assets and the asset 

content which the Hong K,ong Stock Exchange considered when 

admitting a new issue. In the Kowloon Stock Exchange model, the 

most significant variable was dividend cover, with a coefficient 

of -0.4 at 0.01 level of significance, and the other significant 

variable was asset mix, with a coefficient of -0.06 significant 

at the 0.02 level. It should also be noted that the average size 

of listings on the Hong Kong Stock Exchange was much larger than 

that of the Kowloon Stock Exchange, whose sizes were $35,545,004 

and $5,009,211 respectively.

As revealed by the F-Statistic, the four evaluation models

met the specified significance level of 0.05. In terms of the
2explanatory power [R ) of the models, all four attained a level

2of around 0.5. The R of the Far East Exchange and Kowloon 

Stock Exchange models were 0.53 while Hong Kong and Kam Ngan 

were 0.52 and 0.48 respectively.
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When tested with the hold-out data, three out of the four 

models passed the three tests of normality, variance, and zero 

mean. The only exception was the residuals of the hold-out 

data of Kam Ngan Stock Exchange not having a normal distribution, 

as indicated by the Kolraogorov-Sraimov Test. The Kam Ngan model 

could be accepted since the test of variance and zero mean both 

indicated results for acceptance. With some qualifications on the 

Kam Ngan model, the four evaluation models can be accepted.
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CHAPTER VIII 

ANALYSIS OF THE PRICING MODELS

Comparison of Pricing Models of Issuing Houses

Examining the pricing models for both large and small issuing
2houses in Table 8.1, it can be observed that the R differs 

for individual models. With coefficients of multiple determination 

of over 90%, the more predictive models are Union Bank and Hang 

Lung Bank. Three models demonstrate predictive power between 75% 

to 85%. They are Jardine Fleming, Schroders § Chartered and 

Oriental Financial Consultants. Two models are predictive at the 

65% - 70% level, being Hang Seng Bank and Overseas Trust Bank. The 

two least predictive, between 48%-55% are Wardley and Bangkok Bank.

There seems to be no clear distinction in terms of predictive

power between the larger issuing houses or the smaller ones.
2However, the majority of the pricing models achieves an R of over 

75%.

Turning to the explanatory variables used by the issuing 

houses, it appears that the market condition variables are least 

used. Of the nine issuing houses studied, only one issuing house, 

Schroders § Chartered considered the volatility of the market as 

a variable in pricing. Since the market conditions are defined to 

indicate short-term outlook of the market, it thus appears that 

the issuing houses did not consider this short-term element in 

their price determination processes.
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The market interest rate indicated by the bank rate for one 

year fixed deposit can be looked upon as a measure of investment 

alternative open to the investors, since an investor can invest 

in fixed yield deposit with a commercial bank rather than 

investing in shares. A comparison between the pricing models 

indicates that Wardley is the only issuing house which considers 

interest rates in its pricing process. On the other hand, perhaps, 

a lack of samples for the other underwriters is the cause for not 

demonstrating that interest rates were taken into consideration. 

Since between October 11, 1971 and March 1, 1973, the bank 

interest rate remained stable at 4.875% per annum, and the 

majority of the issues were made during this period.

Three of the remaining four variables are mainly concerned 

with assets of the firm. Of the three "asset variables”, the 

most frequently used was the size of the fi.rm as given by the 

total assets of the firm. Included in total assets are net 

tangible assets as well as assets acquired by loan capital. The 

leading five issuing houses, Wardley, Jardine Fleming, Schroders 

and Chartered, Hang Seng Bank, and Oriental Financial Consultants 

are shown to have given considerable attention to total assets 

as a variable in price determination. The relationship was 

positive, which means that the larger companies were priced higher 

than the smaller.
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Another significant variable is asset mix, given by the ratio 

between current assets and net tangible assets. Three issuing 

houses, Wardley, Jardine Fleming and Hang Seng Bank are shown to 

consider this variable with a negative coefficient indicating 

that a high current asset content would lead to a correspondingly 

lower pricing of the new issue. Or reversely, a company with a 

high net tangible asset content would be priced correspondingly 

higher. The third variable, net asset per share, is significant 

only for Schroders § Chartered. Its positive coefficient indicates 

that the higher the net asset per share the higher the share will be 

priced. Since the net asset values of properties are given by a 

professional valuer and certified by an accountant, this variable 

can be considered an indication of the liquidation value of the 

share at market prices.

The last variable to be discussed is the dividend cover 

as indicated in the prospectus. It discloses the expected 

dividend policy for the coming year by management of the company. 

Although it is expressed only as a one year figure, sometimes two, 

it can be considered an indication of the dividend payout policy 

determined by the Board of Directors taking into consideration the 

cashflow position of the firm and the expected yield to the 

investors plus the policy of reinvestment for profit. Of the 

nine issuing houses, six, including Wardley, Oriental Financial 

Consultants, Union Bank, Hang Lung, Overseas Trust Bank and 

Bangkok Bank are all shown to have considered this variable in 

their pricing process. The negative coefficient in all pricing
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models indicates that the issuing houses tend to price higher the 

companies with a higher dividend payout policy. This reflects the 

belief in the importance of the cash yield to investors in contrast 

to the expectation of increased reinvestment of profits.

In reviewing the various pricing models, one important 

observation is that all models revealed one or more significant 

variables with reasonable predictive power. This means that the 

pricing process by each issuing house was based on a consistent 

pattern of thought. Moreover, the fact that market conditions 

are not significant variables in most of the models reflect the 

lack of considerations to short-term market conditions. It 

appears that the issuing houses have concentrated on the more 

long-term variables in terms of asset value and dividend policy, 

because although dividend policy as used in this study is for 

one year only, it is likely that such a policy will be continued. 

This further implies that perhaps the market discount which is 

subjected to short-term price movements or stags, is not of great 

concern to the issuing houses.
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Comparison of Pricing Models of Stock Exchanges

Undoubtedly, the price of new issues is primarily determined 

by the issuing houses, and by large, the pricing reflects the 

issuing houses' estimated market expections of the new listings.

To a certain extent, it reflects the level at which the 

underwriters themselves are willing to invest in the company.

However, the stock exchanges served as a constraint in the 

pricing process, since they scrutinized and evaluated objectively 

the pricing of each application. It is certainly true that the 

stock exchanges were not involved in the precise pricing of a 

share but they were concerned with the listing of a share which 

could affect their reputation. Hence, although there is no 

specific provisions about pricing in the stock exchange 

requirements, it can be assumed that an acceptable price is one 

of the unwritten requirements for admission. As a result, it 

can be assumed that the stock exchanges do have a set of 

requirements for pricing even though it is not expressly provided.

The pricing models for stock exchanges can help prospective 

listing companies as well as issuing houses to visualize the 

different pricing requirements of different stock exchanges; 

and they are intended to meet this objective.

In Table 8.2,'the models of the four stock exchanges reveal similar
2explanatory power, with coefficients of multiple determination [R D 

from 48% to 53%. Their explanatory power seems to be lower than 

that for the models of issuing houses. A plausible explanation for 

this would be the tolerance of stock exchanges in accepting 

different pricing characteristics of different issuing houses.
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For if the stock exchanges imposed a set of stringent pricing
2requirements, the explanatory power [R ) of their pricing 

models should be higher than those of the issuing houses, not 

vice versa. Nonetheless, the presence of significant variables 

in all four stock exchanges' models indicates that shares are 

not admitted randomly and there is some degree of consistency 

between the exchanges.

The variable, dividend cover, is significant in three stock 

exchanges, the Far East, Kam Ngan and Kowloon. Dividend cover 

is a ratio often provided in company prospectus. It reflects the 

expected level of dividends in the next year and the dividend 

policy of management, taking into consideration the cashflow 

position and a rate of return satisfactory for the prospective 

investors. The negative sign of the coefficient for this 

variable indicates that the three stock exchanges expect a high 

level of dividend to justify a higher price for the new issue. 

Thus, the three models reflect the belief that an adequate cash 

return to the investors is an investment philosophy of these 

three exchanges as well as the issuing houses. From the pricing 

models of the issuing houses, it appears that greater attention 

to this variable is given by the smaller underwriters and is 

accepted by the stock exchanges.
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Another significant variable in the pricing models of 

three stock exchanges is the size of the company. The size is 

given by the total assets of the firm, as derived from net 

tangible assets, current liabilities and deferred liabilities.

The positive sign of the coefficient indicates that the size of 

the firm has a direct relationship on the pricing of the issue, 

which means the larger the company, the higher it could be priced. 

This also coincides with the general expectation that a larger 

company is usually a better managed company and hence it can 

be higher priced. Furthermore, a larger company usually is 

better known, and a price premium can be added based on the 

implied goodwill. The consistency of the sign of the 

coefficient of this variable in the Hong Kong, Far East and 

Kam Ngan Stock Exchanges shows the concensus of this philosophy.

Another variable significant in two stock exchanges is the 

asset mix of the new listings. Asset mix is indicated by the 

ratio of current assets to the net tangible assets of the firm. 

This variable is significant in the Hong Kong and Kowloon 

Stock Exchanges, and the negative sign signifies that a company 

with a large current asset content in its net tangible assets 

is priced proportionally lower. This implicitly reflects the 

belief that the earning power of current assets in the net 

tangible assets may be less than that of other kinds of assets.
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Market interest rate as a variable is only significant in 

the Far East Exchange model. For the Kara Ngan and Kowloon Stock 

Exchanges, it was not tested sufficiently, since the market 

interest rate remained stable at 4.875% per annum when shares 

are listed on these two stock exchanges. On the Hong Kong Stock 

Exchange, however, listings were made when the interest rate 

fluctuated so it seems that this variable was not taken into 

account in its pricing process.. Interest rate as a variable 

indicates the opportunity rate of return as an alternative to 

investment in the new shares. Of course, the use of this rate 

of return has its limitations since it represents investment 

with a different risk dimension. Compared to investments in 

new issues, bank deposits yield a fixed interest but this tends 

to be lower in the long run than the return on the new shares 

because the risk of capital pertaining to a new issue 

investment is.greater. As might be expected, this variable in 

the Far East Exchange pricing model assumes a negative 

relationship, with price-earnings, so that when the market 

interest rate is high, the price of the new issue has to be set 

correspondingly lower so as to permit a higher rate of return 

on investment to the prospective investors. This is in line 

with the general expectation that when the opportunity rate of 

return is high, the investor will expect a higher rate of 

return when investing in a new issue.
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The variable, net asset per share, is not significant in any 

of the four models. Since this value is based on valuations by 

independent professional valuers, it presumably reflects what the 

market value would be if the company were in liquidation. During 

the period of study, the market was buoyant leading to the 

general expectation that the inherent earning power of a company 

should be higher than its liquidation value, so it was not the 

net asset value that was important when considering the price of 

a new issue, but rather the potential earning power of the company.

The two market variables, volatility and market trend, are 

not significant variables in the pricing of the shares. This 

can perhaps be explained on the grounds that the underwriters may 

prefer listings to be made when the market is on the up-trend 

and is building up public expectations. but_ from the models the 

short-term market conditions played little part in the pricing of 

the shares. In a way, this confirms the view that stock exchanges 

like issuing houses takes a long-term view when considering the 

price of a share. This finding runs counter to the widely held 

expectation that shares can always be sold in any market conditions 

if the price is adjusted accordingly. It is appropriate at this 

stage to examine the number of flotations in various market 

conditions.

Table 8.3 reveals that 87.7% of the issues are floated in a 

high volatile market and 82.6% are issued in a rising market trend, 

as shown in Table 8.4.
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TABLE 8.3 Analysis of Market Volatility for Flotations 
1970 - 1973

Market Volatility 

Low Volatile Market 

High Volatile Market

No. of Issues Floated

27 12.3%

192 87.7%

TABLE 8.4 Analysis of Market Trend for Flotations 
1970 - 1973

Market Trend 

Falling 

Rising

No. of Issues Floated

38 17.45

181 82.65

The two market conditions, volatility and trend can be 

cross-tabulated to indicate the popularity of the 4 market states

TABLE 8.5 Flotations in the 4 Market States 1970 - 1973

No. of Flotat^\. ? ? ” 
ions (Percentage ^

----^  Totals
Trend " '

High
Volatile

Loif
Volatile

Up 168 (76.7%) 13 (5.9%)

Down 24 (11.0%) 14 (6.4%)

From Table 8.5, flotations were thus concentrated in periods 

of high market conditions on the up-trend. These accounted for 

76.7%. The other three market states were less favourable for 

flotation with 11.0% in high-volatile down trends, 5.9% in low- 

volatile up-trends and 6.4% in low-volatile down market conditions
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The high percentage of flotations in an up-trend market 

with high volatility may explain the apparent anomaly that 

pricing is not related to market conditions.

The market conditons will govern the timing of the issue 

but will not materially affect the level of pricing.
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The Influence of Stock Exchange on Pricing

Throughout the pricing process, the issuing houses are 

dominant in the determination of the price of the new issues.

Since in Hong Kong the issuing house is also the underwriter of 

the issue, the pricing should be of great concern to the issuing 

house. After all, the failure to set a fair price on a share will 

not only involve a loss of reputation to the issuing house but 

also financial losses to it as an underwriter.

However, it is at least realistic that the stock exchanges 

should also impose some requirements of pricing, not formally 

expressed, thus putting a constraint on the flexibility of price 

setting by the issuing houses. The pricing model developed for 

the stock exchanges serves to summarize the variables contained 

in the implicit requirements. On the other hand, the pricing 

models of the issuing houses reflect a set of considerations 

given by the issuing houses. These two sets of considerations 

by the two parties may represent counter-acting forces in the 

pricing decision.

To examine the two interacting forces, it will be necessary to 

examine the residual of the models. There are four possible 

combinations. A new issue can have small residuals in both the 

issuing house and the stock exchange model, or secondly, large 

residuals in both models, or thirdly, large residuals in the issuing house 

model but not the stock exchange, or vice versa. These 4 categories 

will be named. A, B, C, D, respectively, as shown in Table 8.6.
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TABLE 8.6 Residuals Between Models of Issuing Houses and 
______________ Stock Exchanges______________

Stock Exc 
Significant

langes
Insignificant

Issuing Houses

I-P •H C
& g
•rl *r1
U3

+>
I §Cno

g-g

D

Category A is straight forward. It simply means that 

without large residuals in both models, the pricing of the 

new issues would be acceptable to both issuing houses and stock 

exchanges. In category B, the pricing of a new listing reveals 

significant residuals in both models, the company or the nature of 

the company can be considered special for not adhering to the 

pricing norm of the two institutions. The listing of the share 

indicates the acceptance of the deviation by both parties.

For category C, where the residual is large for the issuing house 

and not for the stock exchange, it shows that the stock exchange 

has imposed a pricing constraint on the issuing house so that the 

resultant pricing adheres to the stock exchange model but not 

the issuing house model. In category D, where the final pricing 

of an issue does not reveal a residual significant in the issuing 

house but significant in the stock exchange’s model, it demonstrates 

that the stock exchange accepts the issuing house standard of 

price setting, thus causing price deviations from the stock 

exchange model. The residuals of the issuing houses and stock 

exchanges are summaried in Table 8.7.
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Analysing the five significant residuals in the Wardley 

model. Wing On Life (Holdings) Co. Ltd. reveals premium pricing 

in the Far East and Kara Ngan models but not in the Hong Kong 

Stock Exchange model. Indeed, some uniqueness of the company 

is indicated but the fact that it is not significant in the 

Hong Kong Stock Exchange model implies that the Hong Kong Stock 

Exchange may have imposed a constraint over pricing of the 

shares with Wardley and the other two stock exchanges accepting 

it with the differences.

The same applies to.Li § Fung Ltd. With a significant 

positive residual in both the Wardley and the Far East Exchange 

models, it is not significant in the Kam Ngan and the Hong Kong 

Stock Exchange models. In this case, both the Kam Ngan and the 

Hong Kong Stock Exchange may have imposed a pricing constraint 

on this issue. For the Safety Godown Limited, the pricing 

discloses large negative residuals in the Wardley model but not 

in the Far East and Kara Ngan Stock Exchange model. This 

indicates that the two stock exchanges again serve as a 

constraint on the pricing, using their individual pricing norm.

For Shipping General, the significant positive residual of 

this con^any in both of Wardley and the Hong Kong Stock Exchange 

model indicates the uniqueness of the company for deviation in 

the two models. Hutchison-Boag is significant in the Wardley 

model but not in the Hong Kong Stock Exchange model, showing 

once again the constraint imposed by the stock exchange.
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However, Wardley seems to apply its own pricing process to 

Murjani Holdings Limited and also persuading Far East Exchange 

to admit the share even though there is a significant negative 

price residual when applying the Far East Exchange model.

For Jardine Fleming, as a joint-underwriter, Murjani 

Holdings reveals insignificant pricing residuals,. This then 

indicates that t̂urj ani Holdings is consistent in the two pricing 

models, Wardley and Jardine Fleming, even though it assumes a 

large negative residual with respect to the Far East Exchange 

model.

Wah Kwong Property, with a negative significant residual 

priced by the Jardine Fleming model, is not significant in the 

Far East, Kam Ngan and Hong Kong Stock Exchange models. It can 

be interpreted that the pricing models of the three stock 

exchanges prevail over the pricing model of Jardine Fleming to 

result in the deviation from the Jardine model. Another company 

with a significant positive residual, Hsin Chong Construction 

Company Limited, also signify the constraint of the Hong Kong 

Stock Exchange model over that of the Jardine Fleming model.

The negative residual of the Hong Kong Worsted Mill Limited 

indicates the acceptance of the Jardine model by the Hong Kong 

Stock Exchange, resulting in significant residuals with the 

Hong Kong Stock Exchange but not with the Jardine model.
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Similar to the Wardley experience, Li § Fung Holdings Ltd. 

also assumes a positive significant relationship in the 

Schroders § Chartered model. For the stock exchanges, Li § Fung 

is significant in the Far East model but not the Kam Ngan and 

Hong Kong Stock Exchanges model indicating the constraint of 

Kam Ngan and Hong Kong Stock Exchanges over that of Far East 

Exchange and Schroders S Chartered. Parallel to the Jardine 

handlings of Hong Kong Worsted Mills Ltd., the negative residual 

is significant with the Hong Kong Stock Exchange model but 

not significant in the Schroders § Chartered model, implying 

the acceptance of the pricing model of Schroders, even though 

it deviates from the Hong Kong Stock Exchange model.

In its joint-underwriting of Murj ani Holdings Limited, Hang 

Seng Bank priced Murjani Holdings Limited in line with its 

pricing model although the pricing of this company resulted in 

a large negative residual with the Far East Exchange. In this 

case, it can be assumed that the Far East Exchange accepted the

Hang Seng Bank pricing model.
/'

For Oriental Financial Consultants Limited, two companies. 

New Era Land Securities Ltd. and Alexander Knitting Limited, 

respectively assumes a positive and negative residual. However, 

the residuals are not significant with the Kowloon Stock Exchange 

model. This then indicates that the two companies, although in 

line with the Kowloon Stock Exchange model, do not follow the 

pricing norm of Oriental Financial Consultants. On the other
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hand, five companies. Lucky Man Co. Ltd., Yu Hing Holdings Ltd., 

Essential Enterprise Ltd., Chesterfield Co. Ltd. and Siu King 

Cheung Ltd. reveal significant residuals in the Kowloon 

pricing model but not the Oriental Financial Consultants pricing 

model. In such cases, it can be inferred that the Kowloon 

Stock Exchange has not imposed pricing constraint on these 

companies but has accepted these pricings according to the norm 

of Oriental Financial Consultants.

For Hang Lung Bank, the only company with a large negative 

residual is Ming Ren Investment Enterprise Ltd. The pricing of 

this company has a small residual according to the Kowloon 

Stock Exchange model but has a large residual in the Hang Lung 

Bank model. This also indicates the constraint imposed by 

the stock exchange on pricing even though it deviates from the 

pricing practice of its issuing houses;

For Overseas Trust Bank, the pricing of Union Bank reveals a 

large residual in both the issuing house model and the pricing 

model of the three listing stock exchanges. Apparently, this 

confirms the belief that commercial banks are priced differently 

from the pricing model developed by other industries. The 

resulting deviation is accepted by both the issuing houses and 

the stock exchanges. This is further confirmed by the pricing 

of Union Bank in the Bangkok Bank pricing model as well. For 

Bangkok Bank, Island Peninsula appears to have a large residual 

in the issuing house model as well as the stock exchanges, 

indicating concurrence of opinion from the institutions.
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In summary, the observations on the excessive residuals can be 

grouped under the four quadrants. The number of observations without 

a significant residual is grouped under quadrants A, indicating a 

total of 171 obsrevations which abides pricing models of both 

issuing house and stock exchange. In quadrant B, 14 observations 

reveal large residuals in both pricing models of the issuing houses 

and the stock exchanges. Since this deviation is acceptable to both 

parties, it can be assumed that the uniqueness of pricing has been 

clearly understood. Quadrant C, with 17 observations, indicates a 

significant residual when applying the issuing house model.. But 

when the 17 observations are applied to the stock exchange pricing 

model, the residuals are not excessively large. This means that 

for the 17 observations, the issuing houses have accepted the 

pricing model of the stock exchanges as a constraint to pricing, 

even though the observation deviates from their own pricing model.

In quadrant D, there are 10 observations. This quadrant indicates 

the samples which result in smaller residuals when applying the 

issuing house model but the residuals become large when tested by 

the stock exchange model. In such cases, the stock exchanges appear 

to have accepted the issuing house pricing standard even though it 

differs from their own.

With some exceptions, it can well be said that out of the

observations, there is consistency between the issuing house model
|7(

and the stock exchange model in ^4 cases, or a consistency ratio
2oX7c

of Of course, one must ' remember that issuing houses will

choose the stock exchange whose pricing requirements best meet their
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own pricing criteria. While this practice will help to maintain 

a high consistency ratio, for if not, the listings will simply 

be rejected, it can well be said that the majority of the listings 

comply with pricing models of both the issuing houses and the 

stock exchanges and that only rarely can exceptions be made.
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Comparison with Results obtained from an Alternative Approach

In this study, pricing models for individual issuing houses

were constructed with earlier new issues weighted by industrial

classifications. Subsequent issues were used to cross-validate

the model. Models developed by this approach will be termed

"prediction" models. However, an alternative approach will be

to construct models using all samples. The procedures and findings

of this approach are given at the Appendix of this study. The

models constructed with this approach are termed "explanatory"

models. The merit of this approach is that the sample size used in

the model construction will be increased. Because of the increase

of sample size, theorectically, the model should give a better

predictive power. However, the volatile market conditions in late

1972 and early 1973 might have induced some adjustments in the

pricing decision, which may be very unusual. Nevertheless, these

explanatory models will be compared with the prediction models in

this section. Of the two models, the one with a higher explanatory
2power, as indicated by R of the model, will be considered 

preferable for pricing purposes.

Wardley

The pricing models of Wardley developed under the two different 

approaches are shown in Table 8.8. Comparing the prediction and 

explanatory models, the three most significant variables common 

to both models are asset mix, total assets and dividend cover.

The regression coefficients of these three variables are similar 

between the two models - that of asset mix being -0.05, total 

assets being 0.07 and dividend cover being -0.5. However, the
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fourth significant variable differs between the two models, with 

the market interest rate variable in the prediction model and the 

market volatility variable in the explanatory model. IVhen 

subsequent samples are included, the market volatility variable 

is included in the model. This is understandable as volatility 

indicates increased market expectation due to uncertainty. The 

market expectation tends to overshadow the rate of return. The 

inclusion of this variable reflects that when pricing new issues, 

this expectation factor of the prospective subscribers has been 

taken into account.

Both models meet the required F-statistic at 0.05 level of 

significance. In terms of explanatory power, the two models are 

extremely similar, with the prediction model at 0.55 and 

explanatory model at 0.56. Although the two models have similar 

explanatory power, the prediction model is preferred because 

unless we are confronted with a very volatile market, the market 

volatility variable may be less useful.
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Jardine Fleming

The pricing models of Jardine Fleming developed under the two 

different approaches are shown in Table 8.9. Comparing the 

prediction and explanatory models, the two models have the same 

significant variables, asset mix and total assets. The most 

significant variable, total assets, has the same coefficient of 

0.15 in both models. Both are significant at the 0.001 level.

The other significant variable, asset mix, has a coefficient of 

-0.08 in the prediction model and -0.06 in the explanatory model.

The two differ in significance level, at 0.02 and 0.05 resepctively. 

Thus, the two variables were used by Jardine Fleming throughout 

the period of study.

Both models meet the critical F-Statistic at 0.05 level of

significance. In terms of explanatory power, the prediction

model achieves 0.74 while that of the explanatory model is 0.71.
2The slightly lower R of the explanatory model indicates that

slight adjustments are made in pricing new issues at the later
2period. Since the prediction model achieves a higher R , 

preference is given to this model for pricing purposes.

TABLE 8.9 Comparison of the Jardine Fleming Model 
______ under the Two Approaches________

log ASMIX log TASS F

Test
r2

Coef. S.L. Coef. S.L.

Prediction -0.22 -0.08 0.02 0.15 0.001 A 0.74

Explanatory -0.18 -0.06 0.05 0.15 0.001 A 0.71
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Schroders S Chartered

The pricing models of Schroders § Chartered developed under 

the two different approaches are shown in Table 8.10. Comparing 

the prediction and the explanatory models, two significant 

variables, total assets and market volatility, are common to both 

models. The regression coefficient of these two variables are 

similar between the two models. For total assets, it is 0.11 in 

the prediction model and 0.10 in the explanatory model, while that 

of market volatility is 0.13 for the prediction model and 0.11 

for the explanatory model. For the prediction model a third 

variable, net asset per share, is present with a coefficient of 

0.18. The absence of this variable in the explanatory model is 

understandable. Because of the very buoyant market conditions, 

net asset per share can be considered Less important in pricing.

Both models meet the required F-Statistics at 0.05 level of 

significance. However, in terms of explanatory power, the two 

models are very different, with the prediction model at 0.79 and 

the explanatory model at 0.55. This significant decline in 

explanatory power can be explained by the possible omission of 

additional variables in pricing subsequent issues. As explained 

in the study when analysing residuals, special situations of 

pricing such issues have been identified. These special cases
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represent unique situations and it is hot possible to quantify 

these additional variables because such cases are not generalized 

Taking into considerations these special issues and the higher R , 

it appears more appropriate to use the prediction model for future 

price prediction.

TABLE 8.10 Comparison of the Schroders & Chartered 
Model under the Two Approaches_____

o<-

log NASPS log TASS VLOAT F

Test r2
Coef. S.L. Coef. S.L. Coef. S.L.

Prediction -0.02 0.18 0.01 0.11 0.025 0.13 0.01 A 0.79

Explanatory -0.133 0.10 0.02 0.11 0.05 A 0.55



293

Hang Seng Bank

The pricing models of Hang Seng Bank developed under the two 

different approaches are shown in Table 8.11. Comparing the 

prediction and explanatory models, two significant variables are 

common to both models. They are asset mix and total assets. The 

regression coefficients on total assets are 0.10 for both models, 

while that of asset mix is -0.08 for the prediction model and -0.06 

for the explanator>" model. In addition, two variables, dividend 

cover and market trend, are included in the explanatory model.

Both models meet the required F-Statistic at 0.05 level of

significance. In terms of explanatory power, the prediction model
2achieves 0.69 while the explanatory model has an improved R of

20.77. Although the difference of R between the two models is 

marginal, the explanatory model is preferred for pricing purposes.

TABLE 8.11 Comparison of the Hang Seng Bank Model 
_______ under the Two Approaches______

oC

log ASMIX log TASS log DCOV TREND F

Test R^
Coef. S.L. Coef. S.L. Coef. S.L. Coef. S.L.

Prediction 0.18 -0.08 0.02 0.10 0.005 A 0.69

Explanatory 0.19 -0.06 0.02 0.10 0.001 -0.63 0.05 0.05 0.025 A 0.77
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Oriental Financial Consultants

The pricing models of Oriental Financial Consultants developed 

under the two different approaches are shown in Table 8.12.

Comparing the prediction and explanatory models, the significant 

variable common to both models is dividend cover. The regression 

coefficient of this variable is similar between the two models 

around -1.33, and significant at the 0.001 level. An additional 

variable in the prediction model is total assets, with a coefficient 

of 0.12 significant at the 0.05 level.

» .

Both models meet the required F-Statistic at 0.05 level of

significance. In terms of explanatory power, the prediction

model achieves 0.81 while the explanatory model is 0.75. Since
2the prediction model has a higher R , it is preferred for pricing 

purposes.

TABLE 8.12 Comparison of the Oriental Financial Consultants 
______ Model under the Two Approaches________

oC
log TASS log DCOV F

Test r2
Coef. S.L. Coef. S.L.

Prediction 0.30 0.12 0.05 -1.33 0.001 A 0.81

Explanatory 1.17 -1.35 0.001 A 0.75
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Union Bank

The pricing models of Union Bank developed under the two

different approaches are shown in Table 8.13. Comparing the

prediction and explanatory models, the significant variable common

to both models is dividend cover. The regression coefficient of

the prediction model is -1.04 and that of the explanatory model is

-0.93. Both coefficients are significant at the 0.001 level. The

other significant variable present in the explanatory model is asset

mix, with a coefficient of -0.01, significant at 0.05 level.
*

Both models meet the required F-Statistic at 0.05 level 

of significance. In terms of explanatory power, the two 

models are similar, with the prediction model at 0.94 and 

the explanatory model at 0.93. Since the prediction model 

has a higher explanatory power, it is preferred for pricing 

purposes.

TABLE 8.13 Comparison of the Union Bank Model 
under the TVo Approaches______

c C

log ASMIX log DCOV F
Test

Coef. S.L. Coef. S.L.

Prediction 1.09 -1.04 0.001 A 0.94

Explanatory 1.06 -0.01 0.05 -0.93 0.001 A 0.93
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Hang Lung Bank

The pricing models of Hang Lung Bank developed under the two 

different approaches are shown in Table 8.14. Comparing the 

prediction and explanatory models, the only significant variable 

common to both models is dividend cover. The regression coefficient 

of this variable is -1.71 in the prediction model and -1.23 in the 

explanatory model. The two differ in significance level, at 0.005 

and 0.02 respectively.

Both models meet the critical F-Statistic at 0.05 level

of significance. In terms of explanatory power, the prediction

model achieves 0.92 while the explanatory model is 0.50. The 
2decline in R of the explanatory model indicates that in pricing 

new issues at a later period. Hang Lung Bank made adjustments 

in pricing. As shown in the cross-validation of the prediction 

model, this accounts for qualified acceptance of the prediction 

model. In view of the unusual market conditions prevailing in 

the later period, these pricing adjustments are realistic.

Taking into considerations of these issues and the then prevailing 

market conditions, it appears more appropriate to accept the

prediction model for pricing purposes, unless such market conditions 

occur again.

TABLE 8.14 Comparison of the Hang Lung Bank Model 
_______ under the Two Approaches______

(7C
log DCOV F

Test
Coef. S.L.

Prediction 1.19 -1.71 0.005 A 0.92

Explanatory 1.11 -1.23 0.02 A 0.50
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Overseas Trust Bank

The pricing models of Overseas Trust Bank developed under the 

two different approaches are shown in Table 8.15. Comparing the 

prediction and the explanatory models, one significant variable, 

dividend cover, is common to both models. The regression coefficient 

of this variable is -1.02 in the prediction model and -1.06 in the 

explanatory model.

Both models meet the required F-Statistic at 0.05 level of 

significance. In terms of explanatory power, the two models are 

different, with the prediction model at 0.67 and the explanatory 

model at 0.50. This significant decline in e3q)lanatory power can 

be explained by the possible omission of additional variables in 

pricing subsequent issues. Since the market was buoyant towards the 

later period of study, it is understandable that some adjustments 

may be made to pricing by some underwriters. Taking into consideration 

of such market condition, it appears more appropriate to use the 

prediction model for pricing purposes, unless we are confronted with 

a very volatile market again.

TABLE 8.15 Comparison of the Overseas Trust Bank 
Model under the Two Approaches____

OC
log DCOV P

Test r2.
Coef. S.L.

Prediction 1.09 -1.02 0.025 A 0.67

Explanatory 1.08 -1.06 0.001 A 0.50
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Bangkok Bank

The pricing models of Bangkok Bank developed under the two 

different approaches are shown Table 8.16. Comparing the prediction 

and the explanatory models, the only significant variable, dividend 

cover, is common to both models. The regression coefficient of this 

variable is very similar between the two models, both about -1.67, 

significant at 0.025 level. In fact, the two models can be considered 

identical since both intercept terms are 1.23.

Both models meet the required F-Statistic at 0.05 level of 

significance. In terms of explanatory power, the two models 

are the same, both at 0.50. Since the two models are so similar, 

both in terms of parameters of the model and explanatory power, 

there appears no need to differentiate between the two models.

TABLE 8;16 Comparison of the Bangkok Bank Model 
_______ under the Two Approaches

log DCOV F
Test r2

Coef. S.L.

Prediction 1.23 -1.67 0.025 A 0.50

Explanatory 1.23 -1.68 0.025 A 0.50
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Far East Exchange

The pricing models of Far East Exchange developed under the 

two different approaches are shown in Table 8.17. Comparing the 

prediction and the explanatory models, the two models have two 

significant variables in common, total assets and dividend cover, 

is significant at the 0.001 level in both models. This variable 

in the prediction model has a regression coefficient of -1.29 and 

in the explanatory model -1.27. The next significant variable is 

total asset, with a coefficient of 0.05 in the prediction model and 

0.06 in the explanatory model, at significance levels of 0.005 and 

0.001 respectively. In addition, the market interest rate variable 

is significant in the prediction model with a coefficient of -0.51 

significant at 0.05 level. Because of increased market expectation, 

it appears that there was perhaps less need to consider the rate of 

returns.

Both models meet the critical F-Statistic at 0.05 level of 

significance. In terras of explanatory power, the prediction model 

achieves 0.53 while the explanatory model is 0.52. The higher 

of the prediction model indicates that it is preferred for pricing 

purposes.

TABLE 8.17 Comparison of the Far East Exchange 
Model under the Two Approaches

log TASS log DCOV log INT F
9

P C
Coef. S.L. Coef. S.L. Coef. S.L.

Test R"

Prediction 1.11 0.05 0.005 -1.29 0.001. -0.51 0.05 A 0.55

Explanatory 0.69 0.06 0.001 -1.27 0.001 A 0.52 1
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Kam Ngan Stock Exchange

The pricing models of Kam Ngan Stock Exchange developed under

the two different approaches are shown in Table 8.17. Comparing

the prediction and explanatory models, the two models have two

variables in common. The most significant variable is dividend cover,

significant in both models at 0.001 level, with a coefficient of

-1.29 for prediction model and -1.23 for the explanatory model. The

other significant variable, total assets, has a coefficient of 0.06

in the prediction model, and 0.04 in the explanatory model. The two

differ in significance level, at 0.001 and 0.01 respectively.

In addition, a third variable, net asset per share, is present 
0

in the explanatory model, with a regression coefficient of 

0.10, at 0.01 level of significance.

Both models meet the critical F-Statistic at 0.05 level of

significance. In terms of explanatory power, the prediction model 
2achieves a R of 0.48, while the explanatory model is 0.54. Since 

the difference in explanatory power can be considered marginal, the 

explanatory model has a better explanatory power. Hence, for 

prediction purposes, explanatory model can be considered more 

preferable than the prediction model.
TABLE 8.18 Comparison of the Kara Ngan Stock Exchange 

 Model under the Two Approaches______

log NASPS log TASS log DCOV F

oC Coef. S.L. Coef. S.L. Coef. S.L.
Test r2

Prediction 0.72 0.06 0.001 -1.29 0.001 A 0.48

Explanatory 0.81 0.10 0.01 0.04 0.01 -1.25 0.001 A 0.54



301

Hong Kong Stock Exchange

The pricing models of Hong Kong Stock Exchange developed under 

the two different approaches are shown in Table 8.18. Comparing 

the prediction and explanatory models, the two models have two 

significant variables in common, asset mix and total assets. The 

coefficient of total assets in the prediction model is 0.13 and in 

the explanatory model, it is 0.11. This variable is significant 

variable at the 0.001 level in both models. The other significant 

variable in common is asset mix, both significant at the 0.02 level. 

The coefficient in the prediction model is -0.05 and in the 

explanatory model is -0.04. A third variable present only in the 

explanatory model, is market interest rate, with a regression 

coefficient of -0.33, significant at the 0.05 level.

Both models meet the critical F-Statistic at 0.05 level

of significance. The explanatory power of-both podels is 0.52.
2As the R of the two models are the same, both models can be 

considered adequate for pricing purposes.

TABLE 8.19 Comparison of the Hong Kong Stock Exchange 
Model under the Two Approaches________

log ASMIX log TASS log INT F
g C

Coef. S.L. Coef. S.L. Coef. S.L.
Test R^

Prediction 0.005 -0.05 0.02 0.13 0.001 A 0.52

Explanatory 0.39 -0.04 0.02 0.11 0.001 -0.33 0.05 A 0.52
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Kowloon Stock Exchange

The pricing models of Kowloon Stock Exchange developed under 

the two different approaches are shown in Table 8.20. Comparing the 

prediction and explanatory models, the two models have the same 

significant variables, asset mix and dividend cover. The more

significant variable is dividend cover, with a regression coefficient

of -0.4 in the prediction model and -0.51 in the explanatory model, 

significant at 0.01 and 0.001 respectively. The other significant 

variable is asset mix, with a regression coefficient of -0.06 in 

the prediction model and -0.04 in the explanatory model, at 

significant levels of 0.02 and 0.025 respectively.

Both models meet the critical F-Statistic at 0.05 level

of significance. The explanatory power of the prediction model is

0.53 while that of the explanatory model is 0.48. The slightly 
2lower R of the explanatory model indicates that some adjustments 

were made for the subsequent issues. Although the additional 

variable used was not detected in the model, the marginal difference 

between the explanatory power of the two models will enable both

models to be considered adequate for pricing purposes.

TABLE 8.20 Comparison of the Kowloon Stock Exchange 
_____ Model under the Two Approaches____

o C

log ASMIX log DCOV F
Test r2

Coef. S.L. Coef. S.L.

Prediction 1.00 -0.06 0.02 -0.4 0.01 A 0.55

Explanatory 1.03 -0.04 0.025 -0.51 0.00] A 0.43
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Concluding Remarks

In conclusion, we shall evaluate the pricing models of the 

leading issuing houses and stock exchanges in the light of 

findings of this study. The major criteria of evaluation are 

the consistency and compatibility of each model. In particular, 

attention is focused on the practical application of the pricing 

model to prospective issuing companies or underwriters.

The construction of the pricing model for major issuing 

houses and their subsequent validation indicate that the process 

of pricing a new issue is consistent with a particular emphasis 

on certain variables according to the size of the major issuing 

houses. It appears that the major issuing houses emphasize 

valuation of asset of the firm whereas the smaller issuing 

houses concentrate on dividend policies. Also, this finding 

has to be viewed against a background of varying market conditions. 

Market volatility has not affected the consistency of the models 

significantly. Considerations given to the various variables are 

also quite identical between large and small issuing houses.

This consistency revealed in the model indicates that the pricing 

process is rational thinking based on fundamental aspects of 

the company. Judging from the issue price and the subsequent 

market price, some people may doubt the sophistication of the 

issuing house and attribute the wide differences in the market 

discounts to the defects of the pricing process. Admittedly, 

pricing below subsequent market price may mean a loss in the 

value of proceeds to the issuing company. However, in the
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interest of investors, a more fundamental view in the long-term 

is essential, particularly for the less sophisticated. Further

more, it must be realized that the issuing houses have to commit 

themselves financially in underwriting the issue. In other 

words, the issuing house must price the issue at a level which 

itself will invest in. Even when the market is irrational, the 

issuing house has to invest rationally.

The pricing model of the stock exchanges indicates the 

different factors which the different stock exchanges consider 

when admitting a new listing. Again, it reveals different 

but consistent processes of pricing. The comparatively lower 

explanatory power of the stock exchanges pricing models 

demonstrates that the stock exchanges were more accommodating 

towards the heterogeneous listings put forward by the various 

issuing houses. Although there are accusations that the stock 

exchanges pose constraints on new issue pricing, the findings 

of the study do not substantiate these. On the other hand, 

one must bear in mind the responsibility of stock exchanges 

towards general investors. In such erratic market conditions, 

it is necessary to use pricing as ah indication to the public 

of a reasonable price level and this level is arrived at by 

considering fundamentally the intrinsic value of the firm 

rather than by mass psychology in the market.
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When comparing the two approaches of constructing the

prediction and the explanatory model, one must take into account
2of the very buoyant period of this study. The decline of R for 

the majority of the explanatory models indicated that some 

adjustments to the pricing patterns were made. Although basic 

pricing patterns were not affected, such adjustments were made 

by the inclusion of new variables possibly because of the unusual 

market conditions. However, one must bear in mind that the 

market conditions in late 1972 and early 1973 were very unusual 

indeed. In our comparative analysis of the two approaches, it 

appears that in nine out of the thirteen institutions under study, 

the prediction model was preferred, as shown in the summary of 

findings in Table 8.21. The explanatory model gave a better 

explanatory power in only two cases. Hang Seng Bank and Kam Ngan 

Stock Exchange. In the remaining two cases, Bangkok Bank and 

Hong Kong Stock Exchange, the two approaches offered similar results. 

Since such unusual market conditions are less likely to occur 

again, the prediction approach is preferred for pricing in normal 
market conditions.,
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TABLE 8.21 Summary of Findings of
Comparison between the T\fo Approaches

Pricing
Decision-Makers

Prediction
Model
Preferred

Both Models 
are 

Adequate

Explan
atory
Model

Preferred

Wardley X
^ .

Jardine Fleming X

Schroders § Chartered X

Hang Seng X

Oriental X

Union Bank X

Hang Lung Bank X

Overseas Trust Bank X

Bangkok Bank X

Far East X

Kam Ngan X

Hong Kong X

Kowloon X

T O T A L 9 2 2
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To a prospective issuing company, the model can be used 

to predict pricing decisions by issuing houses and stock exchanges. 

Hopefully, this will facilitate flotation decisions by a broad 

indication to existing shareholders of an expected price level 

for their shares. The stock exchange models can help to serve 

the company again by a broad indication whether a price level 

is acceptable to a stock exchange. Thus, these models can be 

used as management tools to facilitate financing decisions of 

the firm. Nonetheless, it must be stressed that the pricing 

models should be used intelligently as individual cases differ.

Finally, it must be stressed that the construction of 

pricing models represents an attempt to explain the existing 

pricing practices of issuing houses and stock exchanges which 

can be attributed to their "sophistication". Undoubtedly, one 

can accept that issuing houses should minimize the market 

discount. This is perhaps more applicable in developed markets 

such as London or New York, where less irrational investors 

are present. Nonetheless, the pricing models which have been 

used by issuing houses and stock exchanges between 1970 - 1974 

warrant attention with their emphasis on the fundamental 

approach.



308

APPENDIX :

AN ALTERNATIVE APPROACH

The pricing models in this study were constructed using only 

earlier new issues with industrial weightings. Subsequent samples 

were used as hold-out data to cross-validate the predictive power 

of the models. As pointed out in the study, an alternative approach 

of constructing a pricing model will be to include all available 

pricing observations by an underwriter in the regression analysis. 

This has the merit of increasing the sample size in the model 

constructed but has the demerit of not being able to cross-validate 

the model. Nevertheless, it is expedient to construct pricing 

models with all available data. Such models will help to explain 

new issue pricings during this period. These explanatory models can 

then be compared with the price prediction models constructed 

using earlier issues weighted by industries. In essence, the 

earlier phases of the methodology are the same for both methods, 

differing only in Phase IV.

Statistical analysis will be done by step-wise regression 

to identify multicollinearities between thf-dppm'i11HirT^and the 

independent variables using the ICL Statistical Analysis Mark 2 

1900 Series : Subprogramme Multiple Regression Analysis. The 

dependent variable will be the price-eamings ratio as 

forecasted for the first year after listing.
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The same independent variables as identified by interviews 

with decision-makers are used in the regression analysis.

Thus, the model takes the form of

where

log P/E^ =cC+ + A^x + 6^x + A x  + A x  + A u  V + 6  
' ^ l l ' 2 2 ' 3 3 ^ 4 4 ' 5 5 ^ 6 ' 7

P 2 ...............*/̂ 7 regression coefficients.

and P/E is the price-earning ratio.

x^ Mix of assets [ASMIX)

Xg Net asset per share (NASPS)

x^ Size of company (TASS) 

x^ Dividend cover (DCOV)

Xg The market interest rate (INT)

U The volatility variable into high volatile and

low volatility state, dummy (VOLAT)

V The short-term market trend variable as determined 

by trend analysis, dummy (TREND)

Q  The error term.

For each coefficient, ^  , there will be a corresponding 

level of statistical significance. The 5% level will again be 

used to be defined as the level of significance.

For each underwriter, both the prediction model and the 

explanatory model will be compared and analyzed in terms of
2significant regression coefficients and explanatory powers (R )
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Wardley

From Table A-1, the explanatory model for Wardley based on 

the 63 samples takes the form of:-

log P/E^ = 0.42250 - 0.04764 log ASMIX

+ 0.07441 log TASS

- 0.49597 log DCOV

+ 0.04796 VOLAT

where ASMIX is given by the ratio of current asset to net

tangible asset of the company,

'TASS , the size of the company given by the total assets

of the firm,

DCOV , the forecasted dividend cover multiple,

and VOLAT, the market volatility.

The model constructed with the four variables achieves a
2multiple correlation of 0.748 or a R of 0.559. The F-Statistic, 

with 4 and 57 degrees of freedom, is 18.0974. This exceeds 

2,6060, the critical value of F-Statistic with 4 and 40 degrees 

of freedom at 0.05 level of significance.
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TABLE A-1 Explanatory Model for Wardley

Regression Significance
Variable Name Coefficient T-Statistic Level

Asset Mix (log) -0.04765 3.48 0.005

Total Assets (log) 0.07441 3.71 0.001

Dividend Cover (log) -0.49597 2.81 0.01

Market Volatility 0.04796 2.70 0.02

Residual Error ................................  0.05957

Multiple Correlation (R) ................ .....  0.748

..................................   0.559

Intercept Terra (oC ) ........................  0.42250

Degrees of Freedom............................ 57

Critical Value of T-Statistic with 60 d.f.

at 0.05 level of significance ................  2.0003

F-Statistic with 4 d.f.^ and 57 d.f.g .......  18.0974

Critical Value of F-Statistic with 4.d.f.,1
and 40 d.f.g at 0.05 level of significance ..2.6060

Variables not in the Regression Set T-Statistic

Net Asset per Share,(log) .............. 1.10

Market Interest Rate,(log) ............. 0.20

Market T r e n d   ......           0.43
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Of the four significant variables in the model, the most 

significant variable is total assets, with a coefficient of 

0.07441, significant at the 0.001 level. The positive coefficient 

shows a direct relationship with the price-earnings ratio. The 

next significant variable is asset mix, with 0.005 level of 

significance. The variable has a regression coefficient of 

-0.04764. TVo other significant variables are dividend and 

market volatility significant at the 0.01 and 0.02 levels 

respectively. Three other explanatory variables, net asset per 

share, market interest rate and the market trend are not 

significant at the 0.05 level.
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Jardine Fleming

As shown in Table A-2, the explanatory model for Jardine

Fleming using all the 29 samples takes the form of:-

log P/E^ = -0.17595 - 0.05873 log ASMIX
+0.14524 log TASS

where ASMIX is given by the ratio of current asset to net

tangible asset of the company,

and TASS , the size of the company given by the total assets

of the firm.

The model constructed with the two variables achieves a
2multiple correlation of 0.841 or a R of 0.707. The F-Statistic 

with 2 and 26 degrees of freedom is 31.3286. This is significant

when compared with the critical value, 3,3690, with 2 and 26 degrees

of freedom at 0.05 level of significance.

Of the two significant variables in__the model, the most 

significant variable is total assets with a coefficient of 0.14524, 

significant at the 0.001 level. The positive coefficient shows 

a direct relationship with the price of issue. The other 

significant variable is asset mix. It has a regression coefficient 

of -0.05873, whose T-Statistic is significant at the 0.05 level.
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TABLE A-2 Explanatory Model for Jardine Fleming

Regression Significance
Variable Name Coefficient T-Statistic Level

Asset Mix (log) -0.05873 2.15 0.05

Total Assets (log) 0.14524 5.31 0.001

Residual Error ....................................  0.05873

Multiple Correlation (R) ......................... 0.841

R^ ................ ................................. 0.707

Intercept Term (o<C )  ............................  -0.17595

Degrees of Freedom.......................... ..... 26

Critical Value of T-Statistic with 26 d.f. at

0.05 level of significance ........................ 2.0555

F-Statistic with 2,d.f.^ and 26 d.f.g ...........  31.3286

Critical Value of F-Statistic with 2 d.f.^ and

26 d.f.2 at 0.05 level of significance.......... 3.3690

Variables not in the Regression Set T-Statistic

Net Asset per Share, (log) ...................   0.68

Dividend Cover (log).........................  1.64

Market Interest Rate (log) .................   1.10

Market Volatility............................  0.80

Market Trend .................................  0.29
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Schroders 6 Chartered

From Table A-3, the explanatory model for Schroders S Chartered 

using 22 observations takes the form of:-

log P/E^ = 0.13325 + 0.09820 log TASS

+ 0.11240 VOLAT

where TASS is the size of the company given by the total 

assets of the firm, 

and VOLAT, the market volatility.

The model constructed with the two variables achieves a 

multiple correlation of 0.742 or a of 0.550. The F-Statistic, 

with 2 and 19 degrees of freedom is 11.6641. This exceeds 3.5219, 

the critical value of F-Statistic with 2 and 19 degrees of freedom 

at 0.05 level of significance.

Of the two significant variables in"the model, the most 

significant variable is total assets, with a regression

coefficient of 0.09820, significant at the 0.02 level. The

positive sign of the coefficient indicates that the variable 

has a direct relationship with the price-earnings ratio. Another 

significant variable is market volatility, with a coefficient of

0.11240, significant at the 0.05 level.
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TABLE A-3 Explanatory Model for Schroders ^ Chartered

Regression Significance
Variable Name Coefficient T-Statistic Levé1

Total Assets (log) 0.09820 2.62 0.02

Market Volatility 0.11240 2.42 0.05

Residual Error ..................................... 0.06654

Multiple Correlation (R) .......................... 0.742

R^ .................................................  0.550

Intercept Term (eC ) .............................  0.13325

Degrees of Freedom....... ........................  19

Critical Value of T-Statistic with 19 d.f. at

0.05 level of significance ........................ 2.0930

F-Statistic with 2 d.f.^ and 19 d.f.g ........... 11.6641

Critical Value of F-Statistic with 2 d.f.^ and

19 d.f.2 at 0.05 level of significance ...........3.5219

Variables not in the Regression Set T-Statistic

Asset Mix (log) ._____ ________ . ..._________  1.37

Net Asset per Share (log) . 

Dividend Cover (log)

Market Interest Rate (log). 

Market Trend ..............

1.66
0.42

0.67

0.03
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Hang Seng Bank

Results of the explanatory model for Hang Seng Bank are shown 

in Table A-4. Using all 24 observations, the model takes the 

form of:- log P/E^ = 0.18534 - 0.05597 log ‘ASMIX

+ 0.10323 log TASS

- 0.62759 log DCOV

+ 0.05318 CTREND

where ASMIX is given by the ratio of current asset to net

tangible asset of the company,

TASS, the size of the company given by the total 

asset of the firm,

'DCOV, the forecasted dividend cover multiple, 

and TREND, the market trend.

The model constructed with the four variables achieves a
2multiple correlation of 0.88 or a R of 0.774. The F-Statistic 

with 4 and 19 degrees of freedom is 16.3676. This exceeds 2.8951, 

the critical value of F-Statistic with 4 and 19 degrees of freedom, 

at 0.05 level of significance.

Of the four significant variables in the model, the most 

significant variable is total assets with a regression coefficient 

of 0.10323, significant at the 0.001 level. The next significant 

variable is asset mix, with a coefficient of -0.05597, significant 

at 0.02 level. The third significant variable is market trend, 

with a regression coefficient of 0.05318, at 0.025 level of 

significance. The fourth variable which is significant at 0.05 

is dividend cover or the dividend policy of the. issuing company.
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TABLE A-4 Explanatory Model for Hang Seng Bank

Regression Significance
Variable Name Coefficient ' T-Statistic Level

Asset Mix (log) -0.05597 2.57 0.02

Total Assets (log) 0.10323 5.26 0.001
»
Dividend Cover (log) -0.62759 2.29 0.05

Market Trend 0.05318 2.48 0.025

Residual E r r o r .....................   r..... 0.03786

Multiple Correlation (R) ......................... 0.88

R^  ............................................... 0.774

Intercept Term (oC ) ...................   0.18534

Degrees of Freedom...............................  19

Critical Value of T-Statistic with 19 d.f. at

0.05 level of significance  ..................  2.0930

F-Statistic with 4 d.f.^ and 19 d.f.g ...........  16.3676

Critical Value of F-Statistic with 4 d.f.^ and

19 d.f.2 at 0.05 level of significance.......... 2.8951

Variables not in the Regression Set T-Statistic

Net Asset per Share, (log) .......--- - .... 0.89

Market Interest Rate (log) ̂ ..,. --- ---,.,..,.. o.91

Market Volatility .,....,.,....,..,.,..,.,.......... 0.86
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Oriental Financial Consultants

From Table A-5, the explanatory model for Oriental Financial 

Consultants, based on all 22 samples, takes the form of:-

log P/E^ = 1.17165 - 1.35173 log DCOV

where DCOV is the forecasted dividend cover multiple.

With only one significant variable, the model achieves a
2multiple correlation of 0.868 or a R of 0.753. The F-Statistic, 

with 1 and 20 degrees of freedom is 60.8757. When compared with 

4.3513, the critical value of F-Statistic with 1 and 20 degrees 

of freedom at 0.05 level of significance, this F-Statistic is 

significant. The only significant variable, dividend cover, has 

a regression coefficient of -1.35173, at a significance level 

of better than 0.001. It is worth noting that all issues by 

Oriental Financial Consultants were made when market conditions 

were volatile and on the up-trend, and when the market interest 

rate was at 4.875%.
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TABLE A-5 Explanatory Model for
Oriental Financial Consultants

Regression Significance
Variable Name Coefficient T-Statistic ' Level

. Dividend Cover (log) -1.35173 7.80 0.001

Residual Error .................................  0.06226

Multiple Correlation (R)  ..............    0.868

Intercept Term (oC).............................  0.753

Degrees of Freedom 1............................ 20

Critical Value of T-Statistic with 20 d.f.

at 0.05 level of significance .................  2.0860

F-Statistic with 1 d.f.^ ^nd 20 d.f.g ........  60.8757

Critical Value of F-Statistic with 1 d.f.^ and

20 d.f.2 0.05 level of significance........ 4,3513

Variables not in the Regression Set T-Statistic

Net Asset per Share (log).  ....    .0.27

Total Assets (log) ________       1.63
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Union Bank

Of the 17 new issues underwritten by Union Bank, there is one 

issue each for the commercial, hotel and the shipping and dock 

categories. It is felt that samples in these three categories 

were too limited and should be eliminated from the construction 

of the explanatory model. Hence, a model was constructed with 

land companies only. As shown in Table A-6, the explanatory 

model for Union Bank takes the form of:-

log P/Ej, = 1.06437 - 0.01376 log ASMIX

- 0.92698 log DCOV

where ASMIX, or Asset Mix, is the ratio of current assets to

net tangible assets of the new listings, 

and DCOV, the forecasted dividend cover multiple.

With two significant variables, the model achieves a multiple
2correlation of 0.966 or a R of 0.93. The F-Statistic, with 2 and 

10 degrees of freedom, is 70.5154. This exceeds 4.9646, the 

critical value of F-Statistic with 2 and 10 degrees of freedom 

at 0.05 level of significance.

Of the two significant variables in the model, the more 

significant is dividend cover, with a coefficient of -0.92698, 

significant at the 0.001 level. The next significant variable 

is asset mix, with a regression coefficient of -0.01376, 

significant at the 0.05 level. All issues underwritten by 

Union Bank were made when interest rate was stable and in 

volatile market conditions. The total assets variable is 

significant at the 0:1 level while other variables are not 

significant.
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TABLE A-6 Explanatory Model for Union Bank

Regression Significance
Variable Name Coefficient T-Statistic Level________

Asset Mix (log) -0.01376 2.29 0.05

Dividend Cover (log) -0.92698 10.95 0.001

Residual E r r o r ............... ..................0.01477

Multiple Correlation (R)  ...................... 0.966

R^ .................................. ........... 0.933

Intercept Term (<% ) ........................... 1.06437

Degrees of Freedom.............................  10

Critical Value of T-Statistic with 10 d.f.

at 0.05 level of significance ..............  2.2281

F-Statistic with 2 d.f.^ and 10 d.f.g .......... 70.5154

Critical Value of F-Statistic with 2 d.f.^ and

10 d.f.2 at 0.05 level of significance ....  4.9646

Variable not in the Regression Set T-Statistic

Total Assets (log) ........................   2.21
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Hang Lung Bank

As shown in Table A-7, the explanatory model for Hang Lung 

Bank based on 11 samples takes the form of:-

log P/E^ = 1.11730 - 1.23497 log DCOV

where DCOV is the forecasted dividend cover multiple.

The model constructed with only one significant variable
2achieves a multiple correlation of 0.706 or a R of 0.498. The 

F-Statistic with 1 and 9 degrees of freedom is 8.9495. This 

exceeds 5.1174, the critical value of F-Statistic with 1 and 9 

degrees of freedom at 0.05 level of significance.

The only significant variable in the.-model, dividend cover, 

has a regression coefficient of -1.23497, significant at the 

0.02 level. All issues, except one, are made when market conditions 

were volatile and on,the up-trend. Similarly, with the exception of 

one, issues were made when interest rate was stable at 4.875%.
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TABLE A-7 Explanatory Model for Hang Lung Bank

Regression Significance
Variable Name Coefficient T-Statistic Level

Dividend Cover (log) -1.23497 2,99 0.02

Residual E r r o r  .......................   0.06507

Multiple Correlation (R) ......................  0.706

R^ ................................... % ...... 0.498

Intercept Term (oC ) .....   1.11730

Degrees of Freedom .... ........................  9

Critical Value of T-Statistic with 9 d.f. at

0.05 level of.significance ....................  2.2622

F-Statistic with 1 d.f.^ and 9 d.f.g ........ 8.9495

Critical Value of F-Statistic with 1 d.f.^ and 

9 d.f.2 at 0,05 level of significance ......... 5.1174

Variable not in the Regression Set T-Statistic

Market T r e n d .......................    0.37
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Overseas Trust Bank

Using all the 12 samples to construct the model for Overseas

Trust Bank proves unsuccessful. It achieves a low multiple
2correlation of 0.264, or an explanatory power (R ) of 0.069. With 

1 and 10 degrees of freedom, the model only attains a F-Statistic 

of 0.0833, which is far below the critical value of 4.9646, at 

0.05 level of significance. The more significant variable is 

net asset per share, with a T-Statistic of 0.86, significant only 

at the 0.5 level. Hence, the model was rejected. As the overseas 

Trust Bank underwrote 9 land companies, 1 commercial and 2 

financial companies, it is felt that samples in the commercial 

and financial categories were too limited. Hence, a model was 

constructed with land companies only.

From Table A-8, a model for Overseas Trust Bank was constructed 

with the 9 land issues. The model takes'the form of:- 

log P/E^ = 1.08103 - 1.06401 log DCOV

where DCOV is the forecasted dividend cover multiple.

2This model achieves a multiple correlation of 0.915 or a R 

of 0.837. The F-Statistic, with 1 and 7 degrees of freedom is 

36.232. This exceeds the critical value of 5.5914 with 1 and 7 

degrees of freedom at 0.05 level of significance. This only 

significant variable has a coefficient of -1.06401, significant 

at the 0.001 level. It must be stressed that this model should 

only be applied towards price prediction of land companies by 

Overseas Trust Bank in the future. It appears that other 

industrial classifications did not follow this model.
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TABLE A-8 Explanatory Model for Overseas Trust Bank
 (Land Only)_____________

Regression Significance
Variable Name Coefficient T-Statistic Level

Dividend Cover (log) -1.06401 6.02 0.001

Residual Error .................................  0.02295

Multiple Correlation (R) .......................  0.915

................................... ...........  0,837

Intercept Term (oC )  .......................  1.08103

Degrees of Freedom ..............................  7

Critical Value of T-Statistic with 7 d.f. at

0.05 level of significance .....................  2.3646

F-Statistic with 1 d.f.^ and 7 d.f.g  ......... 36.2320

Critical Value of F-Statistic with 1 d.f.^ and 

7 d.f.2 at 0.05 level of significance .........  5.5914

Variable not in the Regression Set T-Statistic

Net Asset per Share (log)     .........  0.06
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Bangkok Bank

When the 13 samples of Bangkok Bank were used to construct 

an explanatory model, the results were not satisfactory. The 

model constructed achieves a multiple correlation of only 0.432 or 

an explanatory power of 0.186. With 1 and 11 degrees of freedom, 

the model has a F-Statistic of 2.5259. Ifhen compares with 4.8443, 

the critical value of F-Statistic with 1 and 11 degrees of freedom 

at 0.05 level of significance, the model is considered not 

acceptable. The only significant variable in this model is 

dividend cover with a T-Statistic of 1.59, being significant only 

at 0.25 level of significance.

Considering that the sample includes observations of 10 land 

companies, one commercial and two financial companies, it is felt 

that construction of a model using land companies only may be 

more meaningful. Hence, such a model is constructed as shown in 

Table A-9. The model takes the form of:-

log P/E^ = 1.23044 - 1.68092 log DCOV

where DCOV is the forecasted dividend cover multiple.

The model constructed achieves a multiple correlation of 

0.707 or an explanatory power of 0.4999. The F-Statistic, with 

1 and 8 degrees of freedom, is 8.0049. This exceeds 5.3177, the 

critical value of F-Statistic with 1 and 8 degrees of freedom at 

0.05 level of significance. The only significant variable in the 

model, dividend cover, has a regression coefficient of -1.68092, 

significant at the 0.02% level. Although not in the regression 

set, it is worth mentioning that total asset, with a T-Statistic 

of 1.54, is significant at the 0.2 level. Other variables are 

not significant.
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TABLE A-9 Explanatory Model for Bangkok Bank
 (Land Only) ___________

Regression Significance
Variable Name Coefficient T-Statistic Level '

Dividend Cover (log) -1.68092 2.83 0.025

Residual Error ......................................  0.09390

Multiple Correlation (R) ...........................  0.707

R^ .................................................. 0.499

Intercept Term (ctC, ) ..............................  1.23044

Degrees of Freedom .. .............................  8

Critical Value of T-Statistic with 8 d.f. at

0.05 level of significance  ........................ 2.3060

F-Statistic with 1 d.f.^ and 8 d.f.g  .............  8.0049

Critical Value of F-Statistic with 1 d.f.^ and 

8 d.f.2 0.05 level of significance ......   5.3177

Variables not in the Regression Set T-Statistic

Asset Mix (log) .................................   0.47

Net Asset per Share (log)  ...............  0.07

Total Assets (log) .........................     1.54
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Far East Exchange

From Table A-10, the explanatory model for Far East Exchange, 

using 110 samples, takes the form of:-

log P/E^ = 0.68910 + 0.05865 log TASS

- 1.26503 log DCOV

where TASS is the size of the company given by the total 

assets of the firm, 

and DCOV, the forecasted dividend coyer multiple.

The model constructed with the two variables achieves a
2multiple correlation of 0.724 or a R of 0.524. The F-Statistic, 

with 2 and 107 degrees of freedom, is 59.0094. This exceeds 

3.1504, the critical value of F-Statistic with 2 and 60 degrees 

of freedom at 0.05 level of significance.

Although both significant variables'in the model are 

significant at the 0.001 level, dividend cover is more significant

with a T-Statistic of 9.94 compared with that of total assets at

4.52. Dividend cover has a regression coefficient of -1.26503 

while that of total assets is 0.05865. Two other variables, 

although not significant at the 0.05 level, are significant at 

the 0.10 level. These two variables are market interest rate 

and market volatility.
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TABLE A-10 Explanatory Model for Far East Exchange

Regression Significance
Variable Name Coefficient T-Statistic Level

Total Assets (log) 0.05865 4.52 0.001

Dividend Cover (log) -1.26503 9.94 0.001

Residual Error ...................................  0.06098

Multiple Correlation (R) ......................... 0.724

R^ ........ ............................ .......... 0.524

Intercept Term (pC ) .............................  0.68910

Degrees of Freedom.................. ............. 107

Critical Value of T-Statistic with 60 d.f. at

0.05 level of significance .......................2.0003

F-Statistic with 2 d.f.^ and 107 d.f.g .........  59.0094

Critical Value of F-Statistic with 2 d.f.^ and

60 d.f.2 at 0.05 level of significance.......... 3.1504

Variables not in the Regression Set T-Statistic

Asset Mix (log)  ..................   0.35

Net Assef per Share (log)  .............   0.05

Market Interest.Rate (log)  .................   1.70

Market Volatility      ...........        1.78

Market Trend      ................         0.04
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Kam Ngan Stock Exchange

Table A-11 shows the findings of the explanatory model for 

Kam Ngan Stock Exchange. Using 100 samples, the model takes the 

form of:-

log P/E^ = 0.80561 + 0.10474 log NASPS

+ 0.04254 log TASS

- 1.22507 log DCOV

where NASPS is the net asset per share,

TASS, the size of the company given by the total assets

of the firm,

and DCOV, the forecasted dividend cover multiple.

The model constructed with the three variables achieves a
2multiple correlation of 0.734 or a R of 0.538. The F-Statistic, 

with 3 and 96 degrees of freedom, is 37.2821. This exceeds 

2.7581, the critical value of F-Statistic with 3 and 60 degrees 

of freedom at 0.05 level of significance.

Of the three significant variables in the model, the most 

significant is dividend cover, with a regression coefficient of 

-1.22507, significant at the 0.001 level. The other two 

significant variables are net asset per share, with a regression 

coefficient of 0.10474, and total assets with 0.04254. Both 

variables meet the significance level of 0.01. It is worth 

noting that all issues listed on the Kara Ngan Stock Exchange 

were made when the market conditions were volatile.
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TABLE A-11 Explanatory Model for Kam Ngan Stock Exchange

Regression Significance
Variable Name Coefficient T-Statistic Level____

-NetcAsset per Share (log) 0.10474 2.67 0.01

Total Assets (log) 0.04254 2.86 0.01

-Dividend Cover (log) -1.22507 8.55 0.001

Residual Error  ......      0.05775

Multiple Correlation (R) .... .....................  0.734

R^ .................................. ........... . 0.538

Intercept Term (oC.) ..............     0.80561

Degrees of Freedom............................. . 96

Critical Value of T-Statistic with 60 d.f. at

0.05 level of significance  .............. . 2.0003

F-Statistic with 3 d.f.^ and 96 d.f.2 ........... 37.2821

Critical Value of F-Statistic with 3 d.f.^ and 

60 d.f.2 at 0.05 level of significance........... 2. 7581

Variables not in the Regression Set T-Statistic

Asset Mix (log) ...................   0.36

Market Interest Rate (log)  ........  0.06

Market Trend  ...................    0.36
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Hong Kong Stock Exchange

From Table A-12, the explanatory model for Hong Kong Stock 

Exchange constructed with 53 samples takes the form of:- 

log P/E^ = 0.39405 - 0.04288 log ASMIX

+ 0.10763 log TASS

- 0.32863 log INT

where ASMIX is given by the ratio of current asset to net

tangible asset of the company,

TASS, the size of the company given by the total

assets of the firm, 

and INT, the one year bank fixed deposit rate at the time

of issue.

The model, constructed with the three variables, achieves a
2correlation of 0.718 or a R of 0.515. The F-Statistic, with 3 

and 49 degrees of freedom, is 17.4118. This exceeds 2.7581, the 

critical value of F-Statistic with 3 and 60 degrees of freedom at

0.05 level of significance. Of the four significant variables in 

the model, the most significant variable is total assets, with a 

coefficient of 0.10763, significant at the 0.01 level. The next 

significant variable is asset mix, with 0.02 level of significance, 

and a regression coefficient of -0.04288. The third significant 

variable is market interest rate, with a coefficient of -0.32863 

significant at the 0.05 level.
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EXHIBIT C-2 344

FIXED ASSETS

Land and Building, at cost $ 9,000,000

CURRENT ASSETS

Land at cost

Building work in progress

Deposit for purchase of 

shares of Charade 

Investment Co. Ltd. 

(Owner of N.K.I.L.5412) 

Cash in hand and at bank 

Time deposits

Less: CURRENT LIABILITIES 

Account Payable 

Bank Loan (Secured) 

Customers* deposits

$ 1,465,000 

2,094,169

$ 1,000,000 
926,138 

69,150

$ 2,174

700,000 

2,604,006

$ 5,554,457

$14,554,457

3,306,180

N E T  T A N G I B L E  A S S E T S $11,248,277
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Kowloon Stock Exchange

From Table A-13, the explanatory model for Kowloon Stock 

Exchange using 32 samples, takes the form of:-

log P/E^ = 1.02908 - 0.04439 log ASMIX

- 0.51164 log DCOV

where ASMIX is given by the ratio of current asset to net

tangible asset of the company, 

and DCOV, the forecasted dividend cover multiple.

The model constructed with the two variables achieves a
2multiple correlation of 0.693 or a R of 0.48. The F-Statistic,

with 2 and 29 degrees of freedom, is 13.3965. This exceeds

3.3277, the critical value of F-Statistic with 2 and 29 degrees of 

freedom at 0.05 level of significance.

Of the two significant variables in the model, the more 

significant variable is dividend cover, with a regression 

coefficient of -0.51164, significant at the 0.001 level. The 
other significant level is asset mix, with a coefficient of 

-0.04439, at a significance level of 0.025.
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TABLE A-13 Explanatory Model for Kowloon Stock Exchange

Regression Significance
Variable Name Coefficient T-Statistic Leve1

Asset Mix (log) -0.04439 2.38 0.025

Dividend Cover (log) -0.51164 4.18 0.001

Residual Error .................................   0.07699

Multiple Correlation (R) ........................ 0.693

R^ .................................... .......... 0.48

Intercept Term ( )   1.02908

Degrees of Freedom..............................  29

Critical Value of T-Statistic with 29 d.f.

at 0.05 level of significance ..................  2.0452

F-Statistic with 2 d.f.^ and 29 d.f.2 .........  13.3965

Critical Value of F-Statistic with 2 d.f.^ and

29 d.f.2 at 0.05 level of significance......... 3.3277

Variables not in the Regression Set T-Statistic

J^et Asset per Share (log) . 0.16

Total Assets (log) ..... .......... . 0,01
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Documents for Listing . 337

A. Letter of Application signed by a member of the Exchange.

B. Four copies of the Prospectus with one copy dated and

signed by every person who is named therein as a 

Director.

C. A copy of Advertisement in a newspaper of the new issue,

with an abridged announcement in other newspapers.

D. Photostat copies of the Certificate of Incorporating of

the Company.

E. A specimen of the Memorandum and Articles of Association.

F.(i) The general undertaking in the form set out in Rules and

Regulations Governing the Official Listings of Securities.

(ii) A certified copy of resolutions of the Board of Directors 

to the effect

Cl) In compliance with the listing requirements of the 

Committee of the stock exchanges it was resolved that 

the Company shall not act as stock or share brokers or 

dealers in securities and shall exercise all voting and 

other rights or powers of control exercisable by the 

Company in relation to its subsidiary companies for 

the time being so as to secure (so far as by such 

exercise the Company can secure) that no such subsidiary 

shall act in manner aforesaid;

(2) Authorising the issue of all securities for which quotation 

is sought and subsequently allotting the same; and

(3) Approving and authorising the issue of the Prospectus.
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G A certified copy of every (i) Report, (ii) Balance Sheet,

(iii) Valuation, (iv) Contract, (v) Resolution or other 

documents any part of which is extracted or referred to 

in the Prospectus.

H. A certified copy of the written consent by experts to the

inclusion in the Prospectus of

(i) The Reporting Accountants for the Accountants' Report;

(ii) Professional Valuer for the Valuation Report.

I. Temporary Document of Title in respect of 3,750,000 shares.

J. A specimen of Share Certificate.

K. A statement in the form set out in Rules and Regulations

Governing the Official Listings of Securities, which 

includes and undertakes to submit the declaration set 

out in Rules and Regulations Governing the Official 

Listings of Securities.
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Procedures of Listing

Day 1 Board of Directors Meeting

(i) Approve notice to shareholders for Annual

General Meeting to be held on Day 22.

(ii) Approve notice to shareholders for Extraordinary

General Meeting to approve increase of Authorized 

Capital and share split into lower par value.

Day 21 Board of Directors Meeting

(i) Approve notice of Extraordinary General Meeting

on Day 42 to shareholders to adopt new Articles

of Association and by Special Resolution to convert 

Company from Private Company into a Public Company.

(ii) Approve transfer of shares by existing shareholders.

(iii) Open Bank Account for the new issue in a Hong

Kong commercial bank.

Day 22 1. Annual General Meeting

(i) Adopt new accounting period.

(ii) Appoint new Directors.

(iii) Appoint Company Auditor.

(iv) Fix Directors' fees.

2. Extraordinary General Meeting

(i) By an Ordinary Resolution the Company increases 

its Authorized Capital.

(ii) By an Ordinary Resolution, shares were split 

to lower par value.
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Day 28 (i) Filing of annual return to Company Registry.

(ii) Filing of increase of Authorized Capital and 

Capital Split to Company Registry.

Day 20 Directors Meeting

(i) Minute acquisition of proposed properties.

(ii) Enter into Agreement on proposed acquisition.

(iii) Deposit paid on agreement.

(iv) Approve allotment of shares for new subscribers.

(v) Directors’ Undertaking not involve in brokering.

(vi) Prospectus Draft Date - Day 44 approved new issue 

of shares.

(vii) Authorise the Company stock broker as agent for 

Company to apply to Stock Exchange for quotation.

Day 35 Return of Allotment of shares to Company Registry,

Day 42 Extraordinary General Meeting convert to Public Company

and adopt new Articles of Association.

Special Resolution converting the Company from a Private 

Company into a Public Company.

Board of Directors Meeting - Approving the following 

documents :-

(i) Declaration by Director and Secretary,.

(ii) Letter to Exchange to apply for listing by Member

and by Company.

(iii) Undertaking to Stock Exchange.

(iv) Application of Shares.

(v) Underwriting Agreement.

(vi) Letter from Bank and confirmed by Company.
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Day 44 Board Meeting - Approve the following documents :-

A. (1) Prospectus.

(2) Accountants' Report by Company Accountants.

(3) Company Accountants' consent to publish 

report in Prospectus.

(4) Valuation Report by Professional Valuer.

(5) Consent by Professional Valuer to publish 

report in Prospectus.

(6) Share Registrar's Consent to include Share 

Registrar's name in Prospectus.

(7) Letter of Underwriting from Underwriter.

(8) Undertaking to Stock Exchange for Quotation.

(9) Profit forecast for two coming years 

. 30/9/1973 to 30/9/1974.

(10) Share Certificate specimen.

B. Directors certify prospectus.

Confirm forecast of current position and prospects in 

Prospectus

(1) Signed Prospectus.

(2) Delivery of Documents to Company Registrar for 

Registration.

(3) Prospectus be printed, distributed and advertised.

(4) Appoint Share Registrar and Transfer Office.

(5) Apply to Stock Exchange for listing.

(6) Authorize directors, sign and seal General 

Undertaking to Stock Exchange.

(7) Underwriting Agreement by Underwriter be executed.

(8) Share Certificate specimen be adopted.

(9) Registrar be authorized to affix common seal to 

all certificates.
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Day 55 Distribution of Application Forms and Prospectuses of 

the New Issue through the Stock Exchange or receiving 

banks in the case of a public issue.

Day 62 Closing date for Application.

Clearing of all cheques and processing of Application,

Day 63 A lottery be held to allot shares to applicants if

necessary and preparation of Share Certificates.

Day 67 Distribution of Share Certificates to applicants.

Day 69 Letter to the Stock Exchange confirming delivery of

Share Certificates before trading can commence.

Day 70 Trading begins on the floor.
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An Example of 

a Profit Forecast

Year Ending 1975 Year Ending 1974

Receipts from Rent $ 671,792 $ 725,535

Less - Repair § Maintenance $ 35,000 $ 40,000

$ 636,792 $ 685,535

Less - Depreciation on Building (3%) $ 120,000 $ 120,000

$ 516,792 $ 565,535

Add - Development Profit $1,100,000 ---

Dividend from Subsidiary $ 340,000 $1,650,000

$1,956,792 $2,215,535

Add - Interest Income $ 33,589 $ 36,776

. . $1,990,381 $2,252,311

Less - Administrative Expense $ 150,000 $ 150,000

$1,840,381 $2,102,311

Less - 15% Corporate Tax $ 276,057 , $ 315,346

N E T  P R O F I T $1,564,324 $1,786,965

Less - Reserve $ 364,324 $ 586,965

- $1,200,000 $1,200,000

Less - Dividend $1,200,000 $1,200,000

Nil Nil

Dividend 8* 9f

Yeild 8% 9%

Dividend Cover 1.30 1.32

P/E Ratio 9.6 times 8.4 times
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Company Balance Sheet

FIXED ASSETS

Land and Building, at cost $ 9,000,000

CURRENT ASSETS

Land at cost

Building work in progress

Deposit for purchase of 

shares of Charade 

Investment Co. Ltd. 

(Owner of N.K.I.L.S412) 

Cash in hand and at bank 

Time deposits

Less: CURRENT LIABILITIES 

Account Payable 

Bank Loan (Secured) 

Customers' deposits

$ 1,465,000 

2,094,169

$ 1,000,000 
926,138 

69,150

$ 2,174

700,000 

2,604,006

$ 5,554,457

$14,554,457

3,306,180

N E T  T A N G I B L E  A S S E T S $11,248,277
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An Illustration of 

Profit Estimate on a Proposed Building Site

Proposed Building 9 storey over car park

Site Area 16,510 sq. ft. coverage 36% Plot Ratio 3.24

Gross Floor Area 5,943.6 sq. ft. x 9 storey = 53,492 sq.ft.

1. Estimated Cost of Construction

Land 16,510 sq.ft. @ $339.18 per sq.ft. = $ 5,600,000

Site Formation , = $ 100,000

Piling and Foundation = $ 250,000

Construction 5,943 sq.ft. x 90 ft. @ $4.50 = $ 2,400,000

Lift 10 persons @ $90,000 x 2 = $ 180,000

Architect's fee = $ 90,000

Miscellaneous Expenses = $ 80,000
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T O T A L  C O S T  $ 8,700,000

C O S T  O F  L A N D  $ 2,201,000

$10,901,000

2. Proceeds of Sale

Residential 6 units per floor of area

5,400 sq.ft. @ $220 per sq.ft. = $10,690,000

Car Park

Covered @ $15,000 each x 23 = $ 345,000

Space @ $10,000 each x 36 = $ 360,000

T O T A L  R E V E N U E  $11,395,000
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3. Gross Profit

Total Revenue $11,395,000

Total Cost $ 8,700,000

$ 2,695,000

Less Tax .$ 404,250

N E T  P R O F I T  $ 2,290,750
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An Illustration of 

Profit Estimate on a Proposed Building Site

Proposed Building - 25 storey building

Site Area - 3,654 sq.ft. coverage 37.5%

1. Estimated Cost of Construction

Land 3,654 sq.ft. @ $399.56 per sq.ft. = $ 1,460,000

Stamp-duty = $ 30,000

Commission  ̂ = $ 15,000

Site Formation = $ 10,000

Piling and Formation = $ 200,000

Construction Cost = $ 1,567,000

Lift:- 8 persons of 3 lifts = $ 232,000

Architect's fee @ 3 %  - $ 45,000

Miscellaneous Expenses = $ 15,000
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T OiT A L C 0 S T $ 3,574,000

2. Proceeds of Sales

Commercial

(Unit A =* 1080 sq.ft.x $287=$310,000
G/F @ (Unit B = 1672 sq.ft.x $287=$480,000 = $ 1,050,000

(Unit C = 905 sq.ft. x $287=$260,000
1/F 2,966 sq.ft. @ $182.00 = $ 540,000

Residential

$74,000/80,000 per flat x 46 = $ 3,745,000

$ 5,335,000

Less 10 % discount $ 533,500

T O T A L  R E V E N U E  $ 4,801,500
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Gross Profit

Total Revenue = $ 4,801,500

Total Cost = $ 3,574,000

Development Profit before Tax = $ 1,227,500

Less 15% Tax = $ 184,125

N E T  P R O F I T  $ 1,043,375
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Standard Errors of the Prediction and Explanatory Models

Wardley

Prediction Model:

!" log P/E^ = 0.79253 - 0.05197 log ASMIX + 0.07420 log TASS 

(0.330584) (0.0161399) (0.0296728)

- 0.50739 log DCOV - 0.46478 log INT

(0.233501) (0.20955)

Explanatory Model:

log P/E^ = 0.42250 - 0.04764 log ASMIX + 0.07441 log TASS 

(0.160076) (0.0136919) (0.0200775)

- 0.49597 log DCOV + 0.04796 VOLAT

(0.176421) (0.0177763)

Jardine Fleming

Prediction tbdel:

log P/E^ = -0.22024 - 0.08206 log ASMIX + 0.14992 log TASS 

(0.223148) (0.0317294) (0.0291019)

Explanatory Model:

log P/E^ = -0.17595 - 0.05873 log ASMIX + 0.14524 log TASS 

(0.210274) (0.0273191) (0.0273682)



Standard Errors of the Prediction and Explanatory Models(Cont'd.)

Schroders G Chartered

Prediction Model:

log P/E^ - -0.02047 + 0.17658 log NASPS + 0.10796 log TASS 

(0.305065) (0.05170) (0.040880)
+ 0.12884 VOLAT 

(0.0402789)

Explanatory Model:

log P/E^ = 0.13325 + 0.09820 log TASS + 0.11240 VOLAT 

(0.281000) (0.0375296) (0.0464526)

Hang Seng Bank

Prediction Model:

log P/E^ * 0.18312 - 0.08455 log ASMIX + 0.09949 log TASS 

(0.186677) (0.02949) (0.238835)

Explanatory Model:

log P/E^ « 0.18534 - 0.05597 log ASMIX + 0.10323 log TASS 

(0.171098) (0.0217699) (0.0196316)

- 0.62759 log DCOV + 0.05318 TREND 

(0.274444) (0.0214652)

Oriental Financial Consultants

Prediction Model: '

log P/E^ = 0.30029 + 0.12381 log TASS - 1.32825 log DCOV 

(0.402562) (0.056844) (0.1733)

Explanatory Model:

log P/E. = 1.17165 - 1.35173 log DCOV1 j
(0.0210217) (0.173248)



Standard Errors of the Prediction and Explanatory Models (Cont'd.)

Union Bank

Prediction Model: (Land only)

log P/Ej. = 1.09218 - 1.04449 log DCOV

(0.0100829) (0.0870512)
Explanatory Model: (Land only)

log P/E^ = 1.06437 - 0.01376 log ASMIX - 0.92698 log DCOV 

(0.0129067) (0.00602096) (0.0846201)

Hang Lung Bank

Prediction Model:

log P/E^ = 1.18772 - 1.71283 log DCOV 

(0.0251363) (0.29548)

Explanatory Model:

log P/E^ = 1.11730 - 1.23497 log DCOV 

(0.0396395) (0.412818)

Overseas Trust Bank

Prediction Model:

log P/E^ = 1.08611 - 1.02023 log DCOV 

(0.0429209) (0.317003)
Explanatory Model: (Land only)

log P/E^ « 1.08103 - 1.06401 log DCOV 

(0.0215442) (0.176767)



Standard Errors of the Prediction and Explanatory Models (Cont'd.)

Bangkok Bank
Prediction Model: (Land only)

log P/E^ = 1.22892 - 1.67127 log DCOV 

(0.0741451) (0.587844)

Explanatory Model: (Land only)

log P/E^ = 1.23044 - 1.68092 log DCOV 

(0.0684848) (0.594114)

Far East Exchange

Prediction Model:

log P/E^ = 1.10905 + 0.05064 log TASS - 1.28668 log DCOV 

(0.224006) (0.0157706) (0.139154)

- 0.51021 log INT*

(0.246372)

Explanatory Model:

log P/E^ = 0.68910 + 0.05865 log TASS - 1.26503 log DCOV 

(0.099324) (0.0129888) (0.127242)

Kam Ngan Stock Exchange

Prediction Model:

log P/E^ = 0.71896 + 0.05607 log TASS - 1.28633 log DCOV 

(0.122776) (0.0161815) (0.166322)

Explanatory Model:

log P/E^ = 0.80561 + 0.10474 log NASPS + 0,04254 log TASS 

(0.111414) (0.0392459) (0.0148606)

- 1.22507 log DCOV
(0.143229)



Standard Errors of the Prediction and Explanatory Models CCont'd.)

Hong Kong Stock Exchange 

Prediction Model: 

j log P/E^ * 0.00537 - 0.05356 log ASMIX + 0.12526 log TASS 

/ (0.194511) (0.0206185) (0.0252436)

Explanatory Model: •

log P/E^ = 0.39405 - 0.04288 log ASMIX + 0.10763 log TASS 

(0.209009) (0.0167865) (0.0213934)

- 0.32863 log INT 

(0.151657)

Kowloon Stock Exchange

Prediction Model:

log P/E^ = 0.99828 - 0.05859 log ASMIX - 0.40091 log DCOV 

(0.0347060) (0.0214078) (0.128853)
I

Explanatory Model: |

log P/E^ = 1.02908 - 0.04439 log ASMIX - 0.51164 log DCOV 

(0.028488) (p.0186266) (0.122508)


