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In China’s corporate bond market, the yield spread of newly issued bonds at
their first secondary-market trade is on average 5.35 bps higher than the
issuance spread. This overpricing is robust across bond issuances with
different credit ratings, maturities, issuance types, and issuer status. Evidence
suggests that competition among underwriters drives this overpricing through
two specific channels—either through rebates to participants in issuance
auctions or through direct auction bidding by the underwriters for themselves
or their clients.
Pricing in the primary markets of securities such as stocks and bonds reflects
the efficiency of these markets and directly concerns issuers, investors, and
regulators. The extensive literature on this important topic has found
substantial evidence of underpricing in equity IPOs, e.g., Ritter (1987), Ritter
and Welch (2002), and Ljungqvist (2007). The literature often attributes this
underpricing to premiums offered by issuers to compensate investors for the
risks related to asymmetric information and adverse selection they face in
purchasing IPOs. While the literature on the issuance pricing of corporate
bonds is not as developed and is less conclusive, it mostly finds evidence of
underpricing in corporate bond markets of developed economies and
attributes the underpricing to asymmetric information faced by bond investors,
e.g. Cai, Helwege and Warga (2007), Goldstein and Hotchkiss (2009), and
Helwege and Kleiman (1998). Is underpricing a universal phenomenon in
security issuance, especially in security markets of emerging economies,
which tend to have different institutional environments and underwriting
mechanisms from the United States?
Our recent study, Ding, Xiong and Zhang (2019), analyzes this issue in
China’s corporate bond market. Specifically, we examine the pricing of nonfinancial debt securities issued in 2015–2018 in the interbank market. In sharp
contrast to pricing in the U.S. corporate bond market, we uncover strong
evidence of overpricing in China’s corporate bond market. The yield spread
of a bond at its first secondary-market trade is, on average, 5.35 bps higher
than its yield spread at the bond issuance, relative to the yield of a Treasury
bond with similar maturity. Given the total issuance size in our sample of
about 17 trillion RMB and an average bond maturity of 1.7 years, this
overpricing implies substantial savings of around 4 billion RMB for bond
issuers each year. Figure 1 summarizes the overpricing across ratings,
maturity, issuer size, and issuer type. The figure indicates that this overpricing
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is robust across bonds and issuers with different characteristics.

Why is pricing so different in China’s corporate market? It is ultimately driven
by the institutional setting of this market. Asymmetric information between
issuers and investors is less of a concern, with banks serving as the major
investors and underwriters in the market. Their underwriting activities make
them well-informed of market conditions and the risks of individual bond
issuers. The low default rate in China’s bond market further alleviates the
adverse selection problem, which is the key mechanism driving underpricing
of security issuances in developed economies.
What has caused the pervasive overpricing in China’s corporate bond market?
Our main hypothesis is that competition among underwriters for underwriting
business has led them to drive up the issuance price. Consistent with this
hypothesis, we find that a higher yield spread in the issuance of a bond (i.e.,
lower pricing) than the benchmark predicts a higher probability of the
underwriter’s being fired by the issuer from underwriting its future bond
issuance. This finding directly links overpricing with underwriters’ incentives.
To formally test the hypothesis, we identify two specific channels through
which underwriters can influence the issuance price. In China’s interbank
market, there are typically one or two licensed underwriters, which are mostly
commercial banks, who underwrite a bond issuance through a single-price
auction. Only qualified institutions can bid in the auction, and bonds are
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allocated to the highest bidders. The underwriters are not only responsible for
attracting qualified institutions to participate in the auction, but can also bid
for themselves and their clients who are not qualified to directly bid.
The first channel that underwriters can use to influence the issuance price is
a rebate that underwriters provide to participants in the issuance auction with
successful bids. While the public cannot access data on the use of such
underwriter rebates, it is so widely used that the regulator of the interbank
market, the National Association of Financial Market Institutional Investors
(NAFMII), issued a new regulation on October 1, 2017, to prohibit
underwriters from using rebates, with the objective of promoting fair
competition and transparency in bond issuances. Figure 2 depicts quarterly
bond issuance overpricing from 2015 to 2018. It shows that overpricing
dropped significantly after the ban on underwriter rebates, from as high as
roughly 6 bps in the third quarter to 0 in the fourth quarter of 2017, before it
bounced back to around 1–2 bps. The sharp drop in issuance overpricing after
the policy shock confirms the relevance of underwriter rebates in driving
issuance overpricing.

This policy shock provides an opportunity to test the causal relationship
between the rebate and overpricing, as implied by our main hypothesis, by
using a difference-in difference analysis to examine how the drop in issuance
overpricing varied across different issuers and underwriters. As central
state-owned enterprises (SOEs) are giant firms with central government
guarantees, they are more valuable than other firms, causing more intense
competition among underwriters for their bond underwriting business.
Consistent with this notion, we find that after the underwriter rebate ban, the
drop in overpricing is significantly greater for bonds issued by central SOEs
than those issued by other firms. Furthermore, we also find that the drop in
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overpricing is significantly smaller for bond issuances underwritten by the top
four banks, which are the largest underwriters in the interbank market. This
finding is consistent with the notion that these top underwriters face less
competition and thus have less incentive to use rebates in bond issuance.
These significant difference-in-difference results support that underwriter
rebates served as an important channel for underwriters to drive up bond
issuance prices.
Interestingly, issuance overpricing remained significant even after the ban on
underwriter rebates caused the overpricing to drop substantially. This
observation motivates our analysis of the second channel—underwriters’
direct bidding in an auction. By bidding more aggressively, underwriters can
directly drive up the bond issuance price. Interestingly, underwriters on
average acquired 42% of the bond issuances in our sample. Figure 3 reports
the average overpricing in three portfolios of newly issued bonds: 1) new
bonds acquired by qualified investors, 2) new bonds acquired by licensed
underwriters but not underwritten by themselves, and 3) new bonds acquired
by a licensed underwriter that underwrites the bond itself. Overpricing in
Portfolio 3 is significantly higher than that in Portfolios 1 and 2. This
difference contradicts an argument that underwriters acquire new bonds to
take advantage of their private information about the bonds they underwrite.
Instead, it supports our main hypothesis that underwriters bid in issuance
auctions to drive up prices (see Note 1).
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Overall, our analysis documents robust evidence for overpricing in China’s
non-financial corporate bond issuances. This issuance overpricing is present
in different subsamples of bonds divided by bond credit rating, maturity,
issuer size, and issuer type. Our analysis attributes issuance overpricing to
competition among underwriters, through two specific channels—either
rebates to issuance auction participants or directly bidding in the auctions for
themselves or their clients.
Note 1: Why would other investors buy at the high issuance prices, rather than
in the secondary market at the lower prices? This is likely because of the low
liquidity in the secondary market. In other words, they may drive up the prices
if they buy a large quantity in the secondary market.
(Yi Ding, the School of Management and Economics, the Chinese University
of Hong Kong, Shenzhen; Wei Xiong, Department of Economics, Princeton
University; Jinfan Zhang, the School of Management and Economics, the
Chinese University of Hong Kong, Shenzhen.)
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