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the empirical findings reported in this paper- The findings reported in Section 4 support the

conclusion ti1a1 the average retum in the Malaysian new issue market is 21 percent per annum

in th4oqg:4galthoush the -!rjt_d4yls,!Itd9r!ri!j!s is 135 percent! There is no evidence of

excessive underpricing in the longer le.m-

2. THE RESEARCH QTJESTION

Malaysian laws define sale of increased share capital of a company as /l"lr i$r!?s. The offer

of existing shareholdings 10 public is defined .rs rdle o/ rndr€r. ryew issues nar\gt theretbre

consists ofnew issues andsale ofshares ofprivate companies and govemment-linlred enterprises

to the public.'zNew issues are subjected to public scrutiny by ihe investment bankers (any one

or more of the 12 merchanl bankers in Malaysia), ihe Secu.ities Cornmission (Capital lssues

Commiuee prior to March, 1993). the Registrir of Compdies and KLSE. Regulalors take

elaborate carc in the approval ofnew issues to ensure public interests are safeguarded. and fte

approval process may lake up to a year in a largef placemert. The average tine for approval

is estimated to be 16-24 w€eks against a Ducb sho(er time of I 8 weeks in developed markets

in Australia. Uniled Kingdom and United Staies.r Because ofthe lonser time taken to approve

new issue applications. there is firsr the higher ris\-9!_th9 :!9lI9l\!!9"'ditio.s changins

reldr:\e ru pn\e, ireddr rhe trreofopen.ngdpplicarion.Tli.rna) be.ermed rhe,g?A/odl

deldl urk in the new issues market. Second. the application mo.ey is no! relumed io applicants

for about 2 monlhs after .invitaiion to apply, which accrues ai-q!!P.l!1',111tl,.!ol!

Approval delay risk due to application processing delay is much higher in Malaysia rhan in

najor markels, where the rcgulations are morc flexib1e. and approvals therefofe are speedier.

White fegulations in Malaysia ensure thar no documentalion is released to invesiors until

applicarion is approved, regulators in ryio,r tunkets pemit invcstment bankcrs 1() offer nelv

issues on a non bindins basis firough the so-called ry4-h9trjlL9fr:ets_Jo obiain investor's

'z 
Out af the 65 issues incLuded, 13 arc eorernment-Linked enteryrises.

t M1la$iun laws regulatins conpa ies and iNestnent banking came from a nunber oJ dcts

olPa iamen| These are Securitie s Indunr), Act I983, C ompanies Act I965, Bank dnd FinonciaL

Institutians Act I 989, and the Securities Conmksion Act I993. Malaysia's penal code include
proriisions for plosecuting criminal acts in contneftiol dctirities. Civil ftdrcss can be obtained
under connon la|| a d contract Ldw action.
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Purchasers.of shares listed in the secondary market cannot obtain this value- This is the lIlg
]j&li?S4', *hi"h*ry!@C_S&L@_bygtlsvield a hiqher new issue retu . our scrutiny

of rhe prospectuses of all companies listed between I 975 and 1990 in this study indicates that

management's main pmpose for listing is to get funds for business expansion, which would

not be possible without sharing a little of the value of the company - by releasing 30 percent

of equity with the outsiders, who apply for new issues. Note that this third factor should make

the new issues market more profiiable. holding other things consranr the filst two factors being

the approval delay ri sk and undeNriting risk. The longer run annual retum inclusjve ofdividends

in the secondary market is 18 percent.5

Over-sub,crip on of mo\r ne$ ;'ue. keeps leedrng lhe lrenzy lor ne\r i*ue'. harlrer srudie.

suggest over-subscription to average 46 times (Dawson 1987 and Yong 1991). A majority of

applicanrs are unable to purchase shares at offer prices as the.e is rougny a one in 35 chance

of winning an allocation as reported in financial press and official reports: we use a 35 times

over subscriptql rate as an average over 16 yeals. The evidence over the last 16 years suggest

that not a single new issue failed to provide a positive rate of retum over a six month holding

period.6 Consistent with olher markets, most ofthe new issues are listed at the peak of market

cycles, probably 1o reduce the underwdting risk. ry9jai!!!9!ggj4 the market at a much

higher level than would be the case if the new issues were (i) equally likgry_lo !9 lf-${g in

br! s! tre{,Eel!9qg!dl'!llt9!e- ]l!g !qt?y t! w.a!'l.urc.to subscri}e to new issues.

Because of the ftenzy. there is price pressue during the initial few rnonths, which keeps rhe

pdces artilicially higher during this period. By the same token, one would expect ihe prices

in the new issrcs ma*et to atrain nornal levels aJ.er the initial period of some months, when

normal prices, unfettered by price pressu.e, begin to emerge. This line of reasoning suggests

a fouih risk namely, the !t9a!:!!41*9p4!'l!ry,o"1y speculators stand to gain by buying

and disposing over rhe short pedod when the prices are anificially higl. whereas ihe long-term

investor's pices are the ones that preyail after the price pressure has abated.

5 This estinate made by Annuat (1991) is basen on all liskd conpanies over 1975-1989, and
was ertendcd to 1992 and fo nd to be 18 percent per annum.

d The only n || iss es to go below the offer pnce durinq initial days 
'|as 

that of Maloysian
IntemationaL Shippittq Corporution Bhd: the issue was ot ersubsclibed on trcding day by 1.13

times onlJ. The poor pe'fomdnce i,as due to a sudden mtrket cotection after the end-1985

Pan EI Allair invol.lin7 sharc haud by a srcup af insiders. Prices recowred later.
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with the overall market retum of 18 percent p€r annumjr4 b9!l!bl!4!k for measuring the

framework for computing 4gE!ul[,t!19q31914C9 .etuqt. ARi. ovef different lime periods

(eg. first day. first rveek, first monlh. etc.).3 By cumulaling the average AR, for all the conpanies

(i=1, ....-. 65) over iime fron t = 1. ......, 36 months. we could address the new issue behaviour

over short and iong time peiods. Finally. we calcuiated tbe underpricing and compafed this

1rl,(
underpricing (a) over shorl and long runs and (b) orher mffkcts

The formula for cdmulation is:

CAR = I,=,. , 
'.AR,

'h!n 
.!g!:rur_r EI{]. ASSras al :r ld tu\ ol' a l oqn)

(l)

One sludy provides evidence that lons run retuns l ,!h94!l9II!. ."I l:',e market are lower

where CAR is the cumularive avemge market-adjusted return! over dme. We plofted the CAR

from issue date 1() 36 monlhs 6lter issue date. This rcvealed that the pdces declincd after about

l 2 months suggesting a high retun in the short run and a lower relum in the long'mn The

test hypothesis of underpricing (H1) can now be extended io test the price preslure hypothesis

(H2) as follol'rs:

lj H,: The averaee flrst-day abnormal retums for lPOs are positive; and
II Hr: Abnormal returns in the long mn are less than average returns in the shorl run

The null of Hr is expected to be rejected. which will reconfirm the already existing evidence

that new issues are underyriced. The nuu of H, is expecled io be rejected in favour of ihe

altemative hypothesis that the long-run retums are lower lhan lhe shot run rclums: this is already

evidenced by the CAR analysis. lgqmq prellqlg can tllen b! attributed as the majn reason

lolCldgqqcjlC ! Jl!a! fqr an lnvestgr. thc longer term lower.return is the releranl late of

ultderpricing. Therefore. tL"-,qh_o..4!'1,!ic!9!,]9q]]l]s cnn b€ deerncd as reiums to speculators -

3 The retum is calculated as the dilfercnce in pricet owrary tuo periads expressed a a percent

.)f the previo s period's ptice: R,t. The .liJference bett|e.n the tuo k the rate oJ tetum to

new issue: eit= R,t R,,. ARiisthe awmee oJei,overall the 65 issues lfprice! arc not

afected br ptice pressure, the e,,\rillbe about the same otier the shoft an l lons tuns Measuretl

a|ainst the ofer pnces, price prcssure means that the long tun ARi,triLL be smaqer tha the

shod-run onet. Th.se arc then statisticall\ tested Assn\|al and Ri'oLi | 1990) )rerc the l'its1
aulhor\ to detect the decline in Prices in the lonqer run
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published feports. which covered sho.ter periods and lewcr new ilsues.e There is a slight

d!ql44l_E!!qt9 in the firn i,eek and month, but pfices recover enough to lhe first day level

over lhe six rnonths. Judging by the high ! values xhown in the brackets. the retums are

significanrly larger rhan zefo at 0.05 levcl. Hence. uld.ryj9!C,!$g!91:gt 9t9lS9.!9q
rhereforc, sh_ortrun averagi. Leluqlit 3!9ut llore.cent of the otttr lrice.

The lowesr underpricing anrong rlrc 65 cases was :1.7 percenl and thc highesl $,as 563 percent

with a vohtility of ll I pe.centl There are no igsue! ihat rvere marked below the offer pricc

in this market. This would ensure tha! no spcctrlalor $,ho held a new issue for 6 months lost

any money. Regulaiors and iD!e!tnreDtbankers priced new iscucs such tha! thenew issues market

yielded positi!e fetumr, substantiatlngthepublic perceprion ofhandsome rewards fbrinvestrncnt

in new issues lisred on nhe KLSE. Speculalors tend to g.rnr a high rate of return by holding

in thc short run oDly.

Is this a correcl inlcrpretationl First, the relevant retum fof an irvestor is the long-run return

and not the initial period underp.icing, which rellects lhc effe.t of shot run pdce pfessure.

Second, thi! assumes that every investor gels all the shares hc applicd for. If the chance of

allocatlon is onc in 35 fbr a small investof (it is morc favoumble for large-sized applications).

then. for the average jnveslor to brcak e\'en, 1.86 successful strikcs out of the 65 new issues

are needed. This mcans that in 63.14 case!. he docs not get any allocation, and loses an average

of RM167.00 per issue in oppotunity cosl by lying up his money durnrg applicalion tine. The

lotal loss for lhe hyporhelical avcragc investor is 63.14 multiplied by RMI67.00 which equals

RMl0.5:15.00 against a galn of RM25,110.00 a! lhe rate of 135 percent relum on investmenl

of 1 86 mulriplied by RM 10.000.00. The ner gain is RM 1,1.565.00 on an investmenr ofRM 1 8,600.0t)

or a ne! .etum of 78 pe.ccnt and not 135 percenil Since the allocalion rrLio applicd is likcl)

!o be less than rhe luil lot applied for. thc ncl retum of78 pe.ccni has to be accordnrSly reduced

evcn furthcr: if lhe xllocaLion ratlo is 50 pefcent only. then the nel retum would be 39 pcrcenr

and not 78 percent.

Now we examine the iong ruD retum behaviour: see Table 2 below. Here the retums are

calculated ovcr thc offer prices fiom the seventh to twelfth month and lhen over the nexl two

.'!:i

' The repone.ltigurcs ol166% (Da\|son, op.cit.) and I51q. (vong, ap. cit.) arc higher as their
studies arc ovt shoner tinle periads. Alsa, thq'.lid not carred.for ndrket trcl.s and tends
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(iii ) Discussion and conclusion

Malaysian regulators appear to have put into place a mechanism for intervention in the srock

marke! listing process ro achieve positive mtes ofrelum in all new issues. Unlike other ma.kets,

where about a third of all new issues yield negative retums 10 applicanrs. Malaysia's new issues

have never yielded a negaiive relurn relative to the offer pices over any pcnod. Even then

orperhaps becauseofthis. thepublicperceplion oflucrativegains havebeen fannedbyinaccuraie

analysis of previous research on this subjeci, which estimared the gains ro speculators and not

ro long term nvestors.

Findings fron !h is comprehensive study susgest that h" g':g.iq",g::"::.qry 
"n 

ile fils]]trjrdins

dgl-is no doubt lucrative ai 135 percent, which is $e largesr repoied for any country. However.

this high retum is only 78]rercent over th€ offef prices net of oppo(unity cosr. Since this mie

of return accrues to speculators while the investors holding new issues over -thrce years obtain

only-2 I p€rcent p,er annun, we conclude that the Malaysian new issues market does not generate

excessive retums in lhe long run. Speclfically, the low allocation ratio for small investors. given

the high application interest, makes the issue no1 much more auractive than lrading on a well

diversified poilfolio in the secondary maket on the Malaysian bourse. Hence, the large underpricing

gqin is driven mosily by_the rnrn-run price pressufe, aDd is not entirely rhc result of normdl

Iactors arising from the other four reasons advanced in theory. Increasing the allocation mtio

to a higher raie of applicarion lols tbr small investors could improve the profiLability for long

tlltT 15\ !
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