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AESTRACT

e seper examines the accuracy of profit forecasts reported in prospectuses of newly listed

~wmpanies on the Kuala Lumpur Stock Exchange. Accuracy is measured by forecast errors,

oute forecast errors and squared forecast errors. The level of forecast accuracy appears to

= seuer than that reported in studies in developed markets. An attempt to model the errors
=« “unction of firm specific characteristics and of Big Six/non-Big Six auditor firms proved

e of little value. There was no signiicant relationship between forecast errors and stock price

geesmum upon listing.

| 8 INTRODUCTION

=y company that seeks listing on Kuala Lumpur Stock Exchange (KLSE) is required by
e Companies Act, 1965, to issue a prospectus to potential shareholders. As the information
~owczined in the prospectus related to Initial Public Offers (IPOs) is usually the first publicly
xzble document on the organization, more information is usually provided than in an annual
oot Investors subscribing for new shares should read and understand the information content
¢ e prospectus. The profit forecast contained in the prospectus is potentially more important
= wmvestors investing in the newly listed companies [4] than a profit forecast made by a listed
~ompany as it forms a fundamental part of the valuation process of the IPOs by investors [6].
“wom the information in the prospectus, an analysis can be done to determine the potential
seofitability and growth of the entity. The profit or turnover contribution of all the business

wezments will provide an indication of the earnings dependency of the entity and the extent
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of TPOs underpricing. Whether a forecast is realized depends upon the relative accuracy of the
forecast; while investors can evaluate the past forecasting accuracy of existing listed companies,

there is no comparable historical data for IPOs.

This study investigates the predictive accuracy of profit forecasts made by Malaysian IPOs
(listed on the KLSE in the period 1975- 1988) in their prospectuses, and the results are compared
with findings of similar studies in other countries. Indirectly, the study assesses the degree of

professionalism of accounting firms responsible for certifying such forecasts.

This paper is organised as follows: section 2 defines Malaysian IPOs, section 3 details the data
and methodology, section 4 presents the preliminary findings, section 5 discusses the deter-
minants of forecasting accuracy, section 6 presents the findings on determination of forecasting

accuracy and section 7 concludes the paper.

A large number of studies investigating the accuracy of profit forecasts made by company
management and by investment analysts have been carried out in developing markets. Some
of these studies have focused on comparing the accuracy of analysts’ forecasts, managers’
forecasts, and the predictions from various statistical models [20, 24, 38], while others [32.
33, 34] have examined the impact of forecast errors on stock prices. These studies discuss the
forecasts of annual earnings of ongoing U.S.A. corporations, but not much is reported of
forecasts made during takeover bids [14, 43], and upon the issue of securities by newly

listed companies [13, 17].

2. MALAYSIAN INITIAL PUBLIC OFFERS (IPOs) DEFINED

Malaysian law recognises sale of expanded authorised shares of a company as new issues. Offers
of existing shareholdings are defined as sale of shares. Private placements of shares are
permitted in limited cases, and account for about 5-10 percent of the funds raised in the st
exchange. In the case of new issues and sale of shares, which form the IPOs in Malaysia
applications must be open to the public and in the event of over-subscription, allocation &
done by balloting. Also, about a third of the issued shares of each IPO is compulsori
acquired by designated investment funds and members of certain segments of the populati
who are considered to have less equitable capital ownership in Malaysia’s stock of privae
capital. This is a unique market micro-structure (directive from the Finance Ministry) bui
into the new issue process since 1976 to achieve public objective of equitable distribution
wealth, Regulators approve new sale of shares of any kind with elaborate care, and the appro

process may take up to a year in a large placement: the average time for approval is estimat
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et 4-6 months against a much shorter time of 6-8 weeks or less in developed markets.

potential for higher risk of price changes relative to offer prices makes it interesting to
sy 1POs in emerging and developing markets, which are also noted for high share price

tive feature of regulation is that no documentation may be released to potential investors
. = company’s application is approved. Therefore, investment banking practices of
Sidmez-books or red-herring offers that are designed to reduce uncertainty of off-takes of a
“wew ssue in major developed markets would be illegal in Malaysia. Hence, there is a very

Wt sk of price changes away from the offer prices during the long period the application
3 peocessed.

_se=slation covering the raising of finance, the content and form of prospectuses is provided
» The Companies Act, 1965, and Kuala Lumpur Stock Exchange’s Listing Requirements.
“ewson 39 of the Act and Part 6 of the Requirements stipulate the contents to be included in
» seespectus. Both require a prospectus to contain statements (in qualitative and/or quantitative
s as to trading prospects and a quantitative forecast of statement of changes in financial
wession for the year after the registration of the prospectus. In essence, Part 6, Section 218
' ¢ Requirements requires a company to provide a profit forecast, the principal basis and
“wummptions (including commercial assumption upon which the directors have based the profit
“wecast) for the year subsequent to the registration date of the prospectus. In addition, Part
1 of the Fifth Schedule of the Act specifies that the auditor gives an opinion on the compilation
W e specific forecast and on the accounting policies used.! Most initial public offers go beyond
‘e l=zal requirements and forecast profits and dividends to the end of the fiscal year (the date
 which a company draws up annual financial statements). These forecasts can be compared
wewast actual profits and they form the date set for this study. The amount of details given

‘= “orecasts varies considerably. For example, some companies disclose a net income figure

=y while others disclose detailed revenue and expense items that go into constructing the net

wmeome forecast. All companies sampled do give some form of explicit profit forecasts.

" The Malaysian Institute of Accountants has issued an Auditing Technical Release, ATR 3,
wwaring that auditors should ensure that assumptions on which prospective financial information
¢ based are not unreasonable (MIA, 1990).
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3. DATA AND METHODOLOGY

Prospectuses were gathered from companies which listed their shares as IPOs on the KLSE
in the period 1975 to 1988. A total of 65 usable forecasts were obtained. To qualify as a sample,
a specific forecast and the actual profits in the first year after listing must be available. The

sampled companies covered a wide range of sectors namely: Industrial, Finance, Properties,

Plantation and Mining.

Forecasting accuracy varies across companies, and this study tests the hypotheses which seek
to explain the cross-sectional variations. The stock price performance of IPOs on the first day

of listing was observed to ascertain whether the stock market anticipates inaccurate profit

forecasts.

The accuracy of profit forecasts can be measured in a number of ways [8]. Three measures”
were chosen for this study: the forecast error, the absolute forecast error, and the squared forecast
error. Their computations are described in Table 1. The mean forecast error is a measure
the bias in forecasting; that is, whether company management systematically over or under
predicts earnings. The mean absolute forecast error gives some insight into how close to ac
profits the predictions were. Finally, the mean squared forecast error gives greater weight t

large errors and this may better model the loss function to investors due to erroneous forecas

[5].

4. PRELIMINARY FINDINGS

Table 1 also provides the descriptive results from the forecast error analyses in this study.
mean forecast error is a positive figure; the actual profits were 9.34% more than forecast.
performance is much better than that reported by Dev and Webb (1972) and Firth and Smi
(1992) in their respective studies on the British and New Zealand new issues. The mean forec
error is noted to have been influenced by the presence of a few very large forecast errors whi
were the result of both over-and under-forecasts (forecast profits appear in the denominat
of the error metrics). After omitting the four large errors (those errors greater than +140%
-230%) the mean forecast error was reduced to +5.25%. In total, 44 companies exceeded th E
profit forecast while 21 reported profits below those predicted in the prospectus. A majori

of new issues, therefore, under-forecast their earnings. These findings indicate that manageri

2 These measures were used by Firth and Smith (1992) for the New Zealand IPO:s.



TABLE 1

DESCRIPTIVE STATISTICS OF FORECAST ERRORS

% = Forecast Error (%)

E —
S solute Forecast Error (%)
=E =
Swsared Forecast Error (%)

Actual Profit — Forecast Profit
Forecast Profit

x 100

Actual Profit — Forecast Profit
Forecast Profit

(Actual Profit — Forecast Profit)? % 100
Forecast Profit

X 100
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Highest  Highest
Standard Positive  Negative

Mean Deviation Error Error n
Se=cast Error (%) 9.34% 52.65% 219.97% -232.05% 65
Supecast Error after deleting 4
sutiying companies (%) 5.25% 25.00% 61
“=solute Forecast Error (%) 27.91% 45.61% 65
Sasolute Forecast Error after
Sezting 4 outlying companies (%)  17.43% 21.02% 61
Sssared Forecast Error (%) 28.59% 94.62% 65
Ssuared Forecast Error after
Zeleting 4 outlying companies (%) 6.36% 23.61% 61

= companies exceeded their forecast profits
~ companies reported profits below those that are forecast
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personnel responsible for estimating the forecast profits prefer to err on the positive side rather
than on the negative side, and those who committed negative errors are, on average, within
the acceptable 10% range. Table 1 also shows the distribution of the forecast errors. The absolute
forecast error is slightly larger. Although direct comparisons with Dev and Webb’s (1972) and
Firth and Smith’s (1992) results are not possible, the level of forecasting accuracy in new issue
prospectuses of Malaysian companies appears to be comparatively better (histograms in Dev
and Webb indicate forecast errors ranging from negative 50% to positive 100% while Firth
and Smith’s histogram ranges from above negative 500% to above positive 500%). The results
of this study also compare favourably with the forecasting accuracy level reported in studies

that examined management earnings predictions made in other circumstances.

An alternative to omitting “extreme” observations and one which avoids the small denominator
problem is to scale the differences between actual and forecast profits by the assets of the
company (after the new issue has been completed). As can be seen from Table 2 this refinement
substantially reduces the error metrics to an insignificant level. In general the forecast errors

are standardised by the size of the company.

TABLE 2

FORECAST ERRORS COMPUTED FROM SCALING BY GROSS ASSETS
OF COMPANIES (n = 65)

Standard
Mean Deviation
Forecast Error (%) 0.00000013% 0.00000172%
Absolute Forecast Error (%) 0.00000068% 0.00000159%
Squared Forecast Error (%) 0.00000048% 0.00000151%
Distribution of Errors
Number of
Companies in Error
% Forecast Error Category
0=e" 1 44
< -1 21

. To get some insight into the reasons for the inaccurate forecasting performance a number of

hypotheses were tested. The hypotheses relate to differences in absolute forecast errors.
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& DETERMINANTS OF FORECASTING ACCURACY

W Forecast Interval

“eows studies have shown that the shorter the forecasting period (the time between the
“wssectus date and the year end to which the forecast pertains) the more accurate the profit
~weticuon becomes [9, 11, 12]; this finding also applies in the new issue forecasts analysed
» Dev and Webb (1972). The following hypothesis was tested:

H : Forecasting accuracy improves, the shorter the forecast interval.

H_: Alternative hypothesis.

. wamable, representing the number of months making up the forecast interval, was calculated
i a2 positive relationship was hypothesised with the error metric; the longer the interval the

=ater the error.

8 Size of Company

These is some support in the literature [5] for the contention that it is “easier” for larger-sized
~wmpanies to forecast than for their smaller-sized counterparts to do so. This is based on the
wiea that larger companies have a greater control over their market settings and that they
=0y some comparative economies of scale which make them less susceptible to economic

“uctuations. To examine this notion the following hypothesis was tested:

H,: Forecasting accuracy improves with size of the company.

H,: Alternative hypothesis.
Therefore, the larger the company the smaller the error.

This hypothesis implies a negative relationship between forecast error and company size. It
«=ould be noted here that newly listed companies are in general small compared to existing

~sted companies.

‘5i) Company Profits
The profits of companies which have been in existence for a small number of years would appear
0 be intrinsically difficult to forecast [4]. The prediction of earnings of newly listed companies

== particularly more difficult. This leads us to a third hypothesis:
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H,: Forecasting accuracy improves, the longer the company has been in existence.

H,: Alternative hypothesis.

The hypothesis is tested via two variables. The first is the age of the company in years while
the second is a dummy variable taking the value one if the company had a trading record prior
to the prospectus, otherwise zero. A negative relationship with forecast error is expected for
both variables. Except for the study by Firth and Smith, this hypothesis does not appear to have

been explicitly examined in prior studies on forecasting accuracy.

(iv) Size of Auditors

The fourth hypothesis relates to the credibility of the sponsors, promoters, underwriters and
auditors of the new issue. Previous research has examined the importance of the reputational
signalling of these agencies and principals [7, 40, 42]. The auditing profession in Malaysia
does have an informal market segmentation for the 730 audit firms which is based on large
and small firm status. In Malaysia, the criteria of large and small audit firms follow the
international basis of annual income derived from audit activities. The large firms in Malaysia
are the Big-Six in the international classification. The dichotomy of accounting firms into large
and small is established, and various arguments have been forwarded to the effect that the large

firms are the high quality producers of audits [40].

Part Il in the Fifth Schedule of the Companies Act 1965 requires the profit forecasts to be reported
in prospectuses, and audited with regard to the accounting policies adopted and the financial
calculations used. Therefore, auditors are involved in the validation of profit forecasts appearing
in the prospectus of newly listed companies. Given that a large audit firm has been retained
in order to add credibility to the new issue, we hypothesize that large audit firms are associated

with increased profit forecasting accuracy. The hypothesis tested is:

H,: Forecasting accuracy improves if the company’s auditor is a large auditing firm.

H,: Alternative hypothesis.

In order to test this hypothesis, accounting firms were classified as large auditor (and given
adummy variable value of one) or small (given a dummy variable of zero). A negative relationship
is hypothesised. Although prior research has addressed the question of auditor choice in the
market for initial public offerings [19, 40], only Firth and Smith provide some evidences linking

the size of accounting firm and the magnitude of profit forecast accuracy.
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~» Industry Factors
“mtwstrial classification may have an association with the level of forecast accuracy; that is,
‘& some industries, profits may be inherently more difficult to predict than in others. Empirical
sence on whether differences exist in forecasting errors across industries has been mixed
= 15, 35]. For forecasts contained in new issue prospectuses in the UK, Dev and Webb (1972)
wsoried some industry differences. As the number of observations appearing for each industry
" wesory was small in this study and statistical testing for differences was not feasible, a test

¢ ndustry factor was not carried out.

%! Level of Leverage
The net profits of companies with comparatively high levels of debt are traditionally regarded
& being more difficult to forecast. To accommodate this factor as a determinant of forecast

wcuracy the following hypothesis was constructed:

H.: Forecasting accuracy improves, the lower the leverage (measured as debt divided by
gross assets).

H,: Alternative hypothesis.
& positive relationship is expected between the forecast error and the leverage ratio.

These hypotheses are tested using multiple regression analysis with the error metric (absolute
Sacecast error) as the dependent variable and measures of forecast period (PERIOD), size (SIZE),
22¢ (AGE), prior existence (EXIST), auditor (AUDITOR), and leverage (LEVER) as the
mdependent variables. Table 3 lists the variables and their measurements. Summary statistics
‘mean and standard deviation of continuous variables) relating to the 65 sample companies
w= shown in Table 4. As expected, the size of sampled companies was small compared to
listed companies in general; the total gross assets of the newly listed companies were only

RMS5.04 billion (or 5%) when compared to RM99.1 billion for all listed companies in 1988.
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TABLE 3

DESCRIPTION OF VARIABLES USED IN EXPLAINING ABSOLUTE
FORECAST ERRORS

Variable Description
SIZE: Gross assets after the new issue (millions).
PERIOD: Length of the forecast period measured as the number of months between

prospectus date and the year end to which the forecast pertains.
AGE: The number of years the company has been in existence.

EXIST: A dummy variable taking a value of one if the company existed prior

to the prospectus date, otherwise zero.

AUDITOR: A dummy variable taking a value of one if the auditor is a member of

the large firms.

LEVER;: The ratio of debt to gross assets after the issue.
AFE: Absolute Forecast Error (see Table 1 for its construction).
TABLE 4

SUMMARY STATISTICS OF SAMPLE FIRMS

Variable Mean Standard Deviation
SIZE ($ million) 155.66 452.63
PERIOD (months) 9.07 14.45
AGE 10.93 8.07

LEVER 0.17 0.28
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% FINDINGS ON DETERMINANT OF FORECASTING ACCURACY
e results of the regression on 61 companies (the four “outlying companies with forecast errors
wsceeding +140% and —230% respectively were omitted) are shown in Table 5.

TABLE 3

RELATIONSHIP BETWEEN SIZE OF FORECAST ERRORS AND
VARIOUS EXPLANATORY VARIABLES

Standard

Variable Coefficient Error t-statistic p level
Intercept 23.160 11.593 1.998 0.051
PERIOD 0.410 0.225 1.818 0.075
SIZE -0.001 0.005 —0.144 0.886
AGE -0.226 0.317 -0.715 0.477
EXIST -7.369 11.051 —0.667 0.508
AUDITOR 7.988 5.130 1557 0.125
LEVER —20.496 9.386 —2.184 0.033
F statistic = 1.860 Significance level = 0.05

B =0.171

The R? statistic indicates a moderate fit with only one variable: LEVER, being statistically
wenificant at five percent level. However, contrary to expectations, the coefficient for the LEVER
variable had a negative sign. This could be due to the fact that companies with a higher level
o leverage are required to comply with the need to provide profit forecasts more regularly
“=an their lower geared counterparts. Close scrutiny by creditors improve the ability to forecast
srofits. This provides an explanation for the negative relationship between LEVER and magnitude

of forecast errors.

The SIZE variable had the expected negative sign, indicating larger companies have a greater
control over their market settings and enjoy some comparative economies of scale which make
em less susceptible to economic fluctuations, but it is not statistically significant at the 0.05
‘evel. One possible reason for the lack of significant relationship is that larger companies are
capable of utilising the new issue proceeds to generate a minimum return at least equal to the
rate of earnings from activities owned prior to the new issue. This minimises the profit forecast
errors. This explanation supports hypothesis 2, and provides a rationale for larger-sized firms

being associated with lower forecasting errors.
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Although the coefficient on PERIOD had the expected positive sign, indicating that longer
forecast horizons are associated with higher forecast errors, it is not statistically significant at
the 0.05 level. One possible reason for the lack of a significant relationship is that the longer
the period to the year end, the more time management has to utilise the proceeds from the new
issue to generate earnings. This offsets the seeming disadvantage of a longer forecasting horizon.

This finding is inconsistent with the results reported by Dev and Webb (1972).

The AGE and EXIST variables had the expected negative sign, indicating greater forecasting
accuracy for companies with longer operating histories, but neither was statistically significant.
Apparently, forecasting the earnings of a brand new company was no harder than forecasting
for an existing company with a track record of performance. In many cases, the size of the
company after the new issue more than doubled its original size and so its historical track record
(based on its original size) was perhaps, of limited relevance; this operates against the hypothesis

of a negative relationship between absolute forecast error and the AGE and EXIST variables.

The coefficient for the AUDITOR variable had a positive sign, contrary to the expectation

suggested by hypothesis 4, but was not statistically significant.

Table 6 shows the predicted sign of expected relationship and the sign of actual/observed

relationship of various explanatory variables.

TABLE 6

PREDICTED SIGN OF EXPECTED RELATIONSHIP AND SIGN OF
ACTUAL RELATIONSHIP OF VARIOUS EXPLANATORY VARIABLES

Expected Actual/Observed
Variable Relationship Relationship Significant
PERIOD + + Not
SIZE = = Not
AGE = — Not
EXIST - - Not
AUDITOR - + Not
LEVER + ' - Y

* Significant at 0.05 level.
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The leverage variable was statistically related to the level of forecasting accuracy. The difficulty
= forecasting profits for newly listed companies appears to pervade all types of companies
with only level of leverage providing some explanation for the hypothesis. Except for the
AUDITOR and LEVER variables, the signs of the other variables were consistent with expec-

=tions but not statistically significant.

The profit forecasting accuracy results shown in Table 1 reveal considerable variability and
Zispersion. The interest is whether investors are able to predict, at the time of the issue, those
“orecasts as either overly optimistic or pessimistic. If it is assumed that the PO is, on average,
correctly priced, given the profit forecasts,? then the initial listing price would be expected to
¢ close to the issue price. In practice, however, underpricing of the IPO appears to be averaging
shout 135% in Malaysia and this is rationalised on the basis of risk considerations [37] and
market structure explanation [41]. A high level of underpricing of IPOs is reported in developing
markets [41], for example, in New Zealand and Australia [18] and in the U.S.A. [2, 23, 25,
26. 36]. Given the prevalence of underpricing, this study assumed that the level of underpricing
‘or equivalently, the level of the premium)* is the same for all companies. Thus the sponsors
and underwriters of companies which seek listing, price the issue based on forecast profits and

then attach a constant percentage adjustment to reflect an average underpricing discount.

Evidence shows that the level of the premium does vary between companies. It is hypothesised
that differences in the levels of premiums arise, in part, because investors expect actual profits
to depart significantly from those being forecast. If investors believe that the forecast profits
are unduly pessimistic, then they are likely to attach larger premiums to the issue price when
the shares are first listed on the stock exchange (this assumes the issue price is predicated on

the forecast profits). Conversely, if investors believe forecast profits are unduly optimistic,’

* Profit forecasts would, a priori, appear to be important in fixing the issue price. Some
authorities contend that profit forecasts are all important (Hartford, 1969)

* Premium is the difference between the initial listing price and the issue price. This is usually
a positive amount (i.e. listing price exceeds the issue price) reflecting underpricing. The level
of the premium is the premium divided by the issue price, expressed as a percentage.

° In this scenario, investors are unlikely to take up all of the issue and the underwriters will
be left owning a larger chunk of the shares. In this study, there was no under-subscription
of IPOs.
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then the initial listing price could be below the issue price. Based on this reasoning the following

hypothesis is tested:

Hg: The level of the premium is related to the forecast accuracy.

H,: Alternative hypothesis.

In particular, a positive relationship is postulated between the forecast error metric (forecast
error) and the level of the premium. A high positive forecast error (actual profits greater than
predicted) is associated with a high positive share price premium (listing price substantially

above issue price).

Logue’s study, (1973), using U.S. data, showed a negative relationship between premiums and
the size of the issue, and premium and percentage of common stock held by outsiders. Both
Neuberger and LaChappelle (1983) and Neuberger and Hammond (1974) found that the prestige
of the underwriter had an impact on the premium. Ritter (1984) reported higher premiums the
smaller the size of the company prior to the issue. Other researchers, however, have found no
significant variables to explain the level of premiums, and the evidence on the determinants

of the premiums is inconclusive.

In testing H it was necessary to control for the potential influence of company size after the
issue, the finance raised by the issue, the age of the company, and the percentage ownership
of stock by company management.® Therefore the following regression was constructed to test

H,:

LISTPREM = B, + B, SIZE + B, AGE + B, INSIDE + B, FE

SIZE and AGE are described in Table 3. The variable FE is the forecast error (see Table 1).

INSIDE is the percentage of common stock owned by managers after the new issue. LISTPREM

is the premium or the percentage change between the offer price and the initial listing price:
Initial Listing Price — Offer Price

Premium = x 100
Offer Price '

6 Consistent with Firth and Smith’s observation that no useful measurement could be attributed
to the underwriter reputation, so this variable was not used in the regression.
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The SIZE variable is highly correlated with the RAISED variable’ (RAISED is the amount

of new money raised by the issue) and so the following model was also run:
LISTPREM = B, + B, RAISED + B, AGE + B, INSIDE + B, FE

The results of the regression are shown in Table 7. Panel B of Table 7 uses RAISED as an
independent variable in place of SIZE. The findings suggest that the independent variables have
very low explanatory power for the large premiums. The notion that the forecast error is positively
related to the premium is not supported by the evidence. The coefficient is in the predicted

direction, but not significant.

TABLE 7
REGRESSION OF PREMIUM ON LISTING AND FORECAST ERRORS

Panel A: Using Size Variable

Standard
Variable Coefficient Error t-statistic p level
Intercept 149.573 80.605 1.856 0.069
SIZE -0.001 0.038 -0.020 0.984
AGE —-0.515 2.288 -0.225 0.823
INSIDE —28.114 104.615 -0.269 0.789
FORECAST ERROR 0.758 1.046 0.725 0.471
(FE)
F statistic: 0.291 Significance level = 0.05
R? = 0.020
Panel B: Using Raised Variable
Intercept 158.811 81.687 1.944 0.057
RAISED -0.325 0.539 -0.604 0.549
AGE -0.354 2.276 -0.156 0.877
INSIDE -33.531 104.242 -0.322 0.749
FORECAST ERROR 0.727 1.044 0.697 0.489
(FE)
F statistic: 0.384 Significance level = 0.05
R? = 0.027

7 Pearson correlation is 0.65.
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7. CONCLUSION

The Listing Requirements of Kuala Lumpur Stock Exchange and the Companies Act 1965
require companies seeking a new listing on the Kuala Lumpur Stock Exchange to estimate and
report a profit forecast in their prospectus. This study obseved that for some companies, profit
forecasts were difficult and when projected it was subject to comparatively larger errors. The
results showed that companies seeking new listing had a low level of forecasting error in contrast
to those observed in the developed countries. The mean error was 9.34% higher than expectations
but was reduced to 5.25% after deleting the outlying companies. These errors are within the

acceptable limits.

The small forecast errors in prospectuses observed in this study compared to the findings in
the U.K. [13, 17] and New Zealand [19] might be due to close vigilance of the relevant agencies
in Malaysia. It is hoped that the situation would be further improved with the formation of
the Securities Commission effective March, 1993, to enforce the requirement that companies

do not depart materially (not more than 10%) from their profit and dividend payment forecasts.

During the period of the study, corporate profits in Malaysia were increasing and there appeared
to be no undue variability in profitability consistent with the New Zealand study [19]. The ratio
of TPOs to already listed companies in Malaysia was far higher than in Australia, Canada, U.K.
and the U.S.A. This large ratio might be indicative of companies coming to the newly established
stock market even though their operating plans had not been carefully thought through; in such
asituation it would not be surprising that some forecast errors occur. The above scenario requires
company sponsors to acquiesce in the new issues; perhaps the buoyant stock market and large
issue fees made company sponsors (stockbrokers, investment bankers) less circumspect in

screening IPOs.

Based on the literature from other countries, attempts were made to model the degree of
forecasting errors in an effort to explain the errors. In particular, the PERIOD of the forecast
provided some help in explaining the errors; although the variable had the hypothesised positive
sign, it was not statistically significant. The only significant variable in explaining absolute
forecast errors was LEVER, but this had a negative sign contrary to expectation. This could
be due to the close and regular scrutiny of the company by creditors, therefore the higher the

leverage, the lower the forecast errors.
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The company’s forecasts are probably not being closely scrutinised by many external parties.
The AUDITOR variable, based on the large and small firms dichotomy, did not explain the
forecast accuracy. Likewise SIZE, AGE and EXIST (existence of a trading history prior to the

new issue) were not statistically significant.

It was observed that the notion of forecasting accuracy being related to underpricing is not
supported by evidence. Negative forecast errors did not have significant effect on market prices
of the companies concerned, which implies that investors in general are optimistic about the

performance of new issues.

Most variables suggested in the literature as possible explanations for profit forecast errors failed
to explain the forecast errors of Malaysian IPO’s. Future research on this topic could explore
and incorporate other independent variables in an effort to build an explanatory model for profit

forecast errors in IPQO’s.
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