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“Value Depression” or “Market Shock” ?
—Analysis on Mechanism of the Influence on the Stock Market by Equity Financing
ZHANG Bo', HU Wen-xiu', Allen Yang’
(1. School of Economics and Management, Xi’an University of Technology, Xi’an, Shaanxi, 710054, China;
2. University of Toronto, Toronto, Canada)

Abstract ; Under the background of increasing equity financing scale in Chinese stock market, as well as the
continuing academic controversy about its influence on the stock market,the study of the mechanism of the influence
on the stock market by equity financing is made in this thesis.

First,on the basis of the analysis of relevant research achievements in this field, we summarize the influence on
the stock market by equity financing in three academic views as “value depression” , “market shock” and “compro-
mise influence”. The first view is represented by Akhigbe (2003) and Tang(2003) ,who insist that the equity finan-
cing by listed companies can enhance the stock market profitability and form value depression,which induces a posi-
tive influence on the stock market. The second view with Baker & Wurgler(2000) ,as well as Braun & Larrain(2009)
represented adhere to the principle of supply and demand based on economics. In their research,equity financing al-
ways form a negative influence on the market by increasing market supply. The last view is inclined to believe that
there exists little influence on the stock market by equity financing. Another explanation to the last view lies on that
both positive and negative effect by equity financing tend to present at the same time ,so the comprehensive influence
on the stock market is not significant. We hold the opinion that the differences in above-mentioned academic research
rooted in that they only focus on the direct relationship between the variables of equity financing and stock market fluctu-
ations ,while ignoring the mechanism of the influence on the stock market by equity financing,which performs still as a
black box. The black box contains a plurality of intermediate variables ,the relationship between these variables constitute
the complicated mechanism of the influence on the stock market by equity financing,has yet to be lifted.

Then,based on the above opinion, we establish a conceptual model through theoretical analysis, integrating
classic financial theory with behavioral finance theory, and construct research framework system accordingly. We
propose that there exists market shock by equity financing as the basic assumptions,and the mechanism of it is fur-
ther subdivided into relative supply channel, capital flow channel and investors’ participation channel. We select 63
groups of monthly data in Chinese A share market as the research sample, which ranges from January 2010 to March
2015. With respect to variables setting,the monthly equity financing amount , including IPO and SEO, and monthly
Shanghai Composite Index returns are selected as independent and dependent variables, respectively. On intermedi-
ate variables setting, descriptive index of stock market relative supply is constructed by the ratio of monthly equity
financing amount to the monthly average market capitalization. Monthly net inflows of securities margin and discount
rate of closed-end funds are also used as capital flow and sentiment substitution variable of investors, respective-
ly. Based on data collection and variables setting, by using the VAR model and Granger causality test,the empirical
analysis is made to test the actual effect of equity financing on Chinese A share market.

Finally , empirical results show that the basic hypothesis of equity financing have market shock and the hypothe-
sis of cash flow channel are verified , which support the view that equity financing is unable to bring incremental fun-
ding the stock market by the formation of “value depression”. The equity financing tends to form a “bleeding
effect” in the secondary market instead. It also quotes the opinion that Chinese stock market has the feature of fund-
driven instead of value-driven. The empirical results also show that the hypothesis of relative supply channel is basi-
cally right while need revise. The revised relative supply channel hypothesis shows that equity financing performs
negative influence on the relative market supply under the background of excessive speculation in the market, and
performs market shock eventually due to the irrational funds flow in the market. The hypothesis of investors’ partici-
pation channel ,however,is not verified. A reasonable explanation to it is that the individual investors,which consti-
tute the main body of the investors in Chinese stock market,are unable to have independent ability to discriminate
the value of information on the whole. The relevant policy proposals to offset the market shock by equity financing
are also put forward in this thesis. We hope the study be of value to eliminate the controversy between “value de-
pression” and “market shock” ,and to advance the research of the complicated behaviors in equity financing.
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