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of IPOS underpricing. Whether a forecast is rea.Lized depends upon the relative accuracy of the

forecast; while investo{s can evaluate the past forecasting accuracy of existing listed companies,

there is no compamble historical data for IPOS.

This sbrdy investigates the predictive accuracy of profit forecasts made by Malaysian IPOS

(listed on the KLSE in the pedod 1975- 1988) in their Fospectuses. and the results are compar€d

with findings of similar studies in other countnes. Indi assesses the degre€ of

a -(d .{-6 m

=.EEi.lf
-t IPOS in

--y-a-rivefe
, the

This paper is organised as follows: section 2 defines Malaysian IPOS, section 3 details the dala

and methodology, section 4 Fesents the preliminary findings, section 5 discusses ihe deter-

minants of forccasting accuracy, section 6 presents the findings on determination of forecasting

accuracy alrd section 7 concludes the paper.

Fofessionalism of accountinc flgqlqsigiltblg&r se4iryllrgsrr.c! fq.!e9aj!t.

A large number of studi€s investigating the accuracy of profd forecasts made by

management and by investment analysts have been caried out in developing markets.

of these studies have focused on comparing the accuncy of analysts' for€casts, managers'

forecasts, and &e Fedictions from various statrstrcal models [20,24,38], while othen

33, 341 have examined the impact of forccast erors on stock prices. These studies discuss

forecasts of anllual eamings of ongoing U.S.A. co4oraaions, but not much is reported

forecasts made during takeover bids [14, 43], and upon the issue of securities by

listed companies [13, l7].

2. MALAYSIAN INITIAL PUBLIC OFFERS (IPOS) DEFINED

Malaysian law rc€ognises sale of expanded authorised sharcs of a comPany as new issues.

of existing shareholdings are defined as sale of sharcs. hvate placements of shares

pemitted in limited cases, and account for about 5-10 percent of the funds raised in the

exchange. In the case of new issues and sale of shares, which form the IPOS in

applications must be open to the public and in the event of over-subscription, allocation i
done by balloting. Also, about a third of the issued shares of each IPO is

acquired by designated investurcnt funds and members of certain segments of the populati

who are considered to have l€ss equitable capital owrc$hip in Malaysia's stock of

caDital. This is a unique market micro-structure (directive from the Finance Ministv)

i o the new issue process since 1976 to achieve public objective of equitable distribunon

wealft. Regulators approve new sale of shares of any kind wiih elabomte care, and the

-<.rt
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process may take up to a year in a large placemeni the average time for approval is
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3. DATA AND METHODOLOGY

hospectuses were gathered fiom companies which listed their shares as IPOS on the KLSE

in the period 1975 ro 1 988. A total of 65 usable forecasts were obtained To qualifv as a sample'

a specific forecast and the actual profits in the first vear a{ter listing must be available The

sampled companies covered a wide range of secton namelv: lndustdal Finance' Properties

Plantation and Minng

Forecastingaccuracyvariesacrosscompanies,andthisstudyteststhehypotheseswhichseet

io explain the cross-sectional variadons The stock price performance of IPOS on the first dal

of listing was observed to ascertain whether ihe slock market anticipaies inaccuraG profir

The accuracy of profit forecasts can be measured in a number of wavs I8l Three neasures

were chosen for this studvithe forecast error' the absolute for€cast elror' and the squaredforecas'

error. Their compulations are described in Table l The mean forecast enor is a measure o'

the bias in forecastingi rha! is, whelher company mantgement systematically over or unde'

prcdicts eamings The nean absolule forecast enor gires sone insight into how close to actur

profits the predictions were Finaily' fte mean squared forecast eror gives grealer wergm l'

targe eno.s ana thls may tetter mo'lel the loss function to investors due to erfoneous fofecasr:

t5l.

Table 1 also provides the descriptive results frotn the tbrecas! error iinalvses in this srudy Tlr:

mean forecast error is a positive trgurel me acrual profits were 9 34Eo nore than forecast Th:!

performanceismuchbettelthanthalreportedbyDevandwebb(1972)andFidhandSnntr

(i992) in then respectile siudies on theBrilish andNew Ze'rlandnew issues Themeanrorecl-

elrorisnotedtohavebeeninfluencedbythepresenceofafewverylalgefotecasterrorswhic:

were the result of both over-and under-forccasls (forecast profils appear in the denominatit

of the enor melrics) After omitting the four large enors (those enors grerter than +140q' ar:

4. PRXLIMINARYFINDINGS

-2309.) the mean forecast error was reduced to +5 2570 In totat '14 companies exceeded the:

profit tbrecast while 21 r€poried profits betow those predicted in the prospectus A malonl

ofnewissues.therefore'underfo|ecasttheireamings'Theset.indingsindicatethaimanagena

'ffi 
toa) lot th' \'"Tcata"dIPo'
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personnel rcsponsible for estilnating the forecast profits prefer to elr on ihe positive side rather

than on the negative side, and those who conmitted negative errors are. on average, within

the acceptable l0% range. Table I atso shows the dishibulion of the forecast errors The absolute

forecast elror is slightly larger. Although direct comparisons with Dev and Webb's (19?2) and

Finh and Smith's (1992) results are not possible. the level offorecasting accumcv in new issue

Fospectuses of Malaysian companies appears to be comparatively bette. (histograms in Dev

and Webb indicate forecast erors ranging from negative 5070 to positive 1009o while Firth

and Smith's histogram ranges from above negative 500% to above posiiive 5007,) The results

of this siudy also compare favourably with the forecasting accuracy level reported in studies

that examined management eamings predictions made in other circumstances

An altemative to omitling "extreme" observations and one which avoids the srnall denominator

problem is to scale the differences between actual and forecast Fofits by the assets of the

company (after the new issue has been completed). As can be seen ftom Table 2 this refinemeDt

substantially re.duces the eror metrics to an insignificant level. ln general the forecast elrols

are standardised by the size of the company.

TABLE 2

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

A D€TER\I

- f..e.ag I
hri(rrs qudi€

FIEolsdar€
Facrid beco

!Lrad\r

H : Forecr

9..: ,{tem

IEiik. reF

- 
r pcitite r

-- 6. ern

a *dC4

rk ff,:s

ins- T(

Standard

Deviation

+,
I.

Mean

Forecast Enor (9o)

Absolute Forecast Enor (%)
Squared Forecast Error (%)

0.00000013% 0.000[0r12qa
0.000000688 0.000001599,
0.00000048% 0.00000151E

Distribution of Erron

Number of
Companies in Enor

Category

2t

6e

!t66e5n

% Forecast Error

0to I
<1

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

hypotheses were tesed. The hypotheses relate to differences in absolute forecast erors.
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Forecasling accuracy improves! the longer the companv hxs been in existence.

Altemative hypolhesis.

Forecasting accuracy improves if the cornprny's auditor ls a large auditing firm.

Alternative hypothesis.

The hypothesis is lested via lwo va.iables. The first is the age of rhe conpany in years while

the second is a dummy variable taLing lhe lalue one if the company had a trading record prior

to the prospectus, otherwire zerc. A negalive rclalionship with fbrecasl error is expected for

both variables. Except for the study by Firth and Smith, this hypothesis does noi appear 1o have

be€n explicitly eramined in prior studies on forecasting accuracy.

(iv) Size of Audito.s

The fourth hypothesis relates to the credibility of thc sponsors. promoiers, underwiteru and

auditors of the new issue. Previous relearch has examined lhe impo.lance of the reputational

signalling of these agencies and principals 17, 40. .121. The audjting profession in Malaysia

does have an informal market segmenlation for the 730 audit firms which i! based on large

and small firm slatus. In Malaysia, fie cdteria of large and small audil firms fo11ow lhe

iniernational basis of annual lncome derived from ardit ,tctivities. The large iirms in Malaysia

are the Big-Six in lhe international classification. The dicholonry ofaccounting firms into large

and small ls established, and various arguments havc beer forwarded to the effcct that the large

firms a.e the high quality prcducers of audils i401.

Partll in the Fitth Schedule ofthe Companies Act 1965 rcqui.es the profittbrecasts 1(] be reported

in prospectuses. and audited wirh fegard !o the accounting policies adopted and the financial

calculations used. The.eforc, auditors are involved inthevalldalior of prcfit forecasts appearing

in the prospecius of newly lisled companies. Givcn lhat a large audil firm has been rerained

in o.der !o add crcdibility !o the new issue, we hypothesize thal lffge audi! firms are associat€d

with increased pront fbrecasting accuracy. The hypotlesis tested is:

,- Le\el of I

Ho'

In order lo lest this hlpothcsis, accounting firms werc classilied as large audiior (and given

adummyvariablevalueofone) orSlnall (gjven adummyvariableofzero) Anegativerelationship

rs hypothesised. Although pdor research has addressed the question ol auditor choice in rhe

market lbr initial public offerings [19,,101, onl] Fnth and Smith provide sone evidences linkjns

Lhe \ize of accounting fi|nl and the magnitude of profit forecast accuracy.
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TABLE 3

DESCRIPTION OF VARIABLES USED IN H<PLAINING ABSOLUTE
FORECAST ERRORS

.. FINDINGI

TIE r€sults ofth

ac€€ding +14(

Description
REI

SVE:

PERIOD:

AGE:

EXIST:

AUDITOR:

LEVER:

AFE:

Gross assets after the new issue (millions).

Length of the forecast period measured as the number of months betweer

Fospectus date and the year end to which the forecast pertains.

The number of years the company has been in existence.

A dununy vadable taldng a value of one if the company existed pdor

to the prospectus date, otherwise zero.

A dunmy variable taking a value of one if the auditor is a member of

the large firms.

Tle ratio of debt to grols assers after the issue,

Absolute Forecast Enor (see Table I for its construction).

Variabl€

Intercept

PERIOD

szE
ACE

EJ ST

AT]DITOR

I.EVER

F sradstic =

Rr = 0.1?l

II
I
I

TABLE 4

SIIMMARY STATISTICS OF SAMPLE FIRMS

R': sutistic

i6c tatfivr

iil€ had a D

Lrtr3ge ale

lkir low€r

Thispmv

Mean Standard Deviation

SIZE ($ minion)

PERIOD (months)

AGE

LEVER

155.66

9.07

10.93

0.1'7

452.63

14.45

8.07

o.2a

SZE variab

ks slscep

(h possil

d utilisi

c-EinSs I
Itis eryI
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Although the coefficient on PERIOD had the expecled positive sign, indicating thar longer

forecast horizons are associated with higher forecast errols, it is not statistically sigrificant a!

the 0.05 leve1. One possible reason for the lack ol a significant relationship is that the longer

the period to the year end, the more time management has to utilise the proceeds from dre new

issueto generate emnings. This offsets the seeming disadvanlage ofalongerforecasling horizon.

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

The AGE and EXIST variables had the expected negative sign, indicating greater forecasiing

accuracy for companies with longer operating histories. but neither was stalislically significant

Apparendy, forecasting the earnings of a hand new company was no harder than forecasting

for an existing company wilh a track record ol performance. ln many cases, the size of the

company after the ne\{i issue more than doubled its original size and so its historical kack record

(based on its original size) was perhaps, oflimitedrclevance: this operates against the hypothesis

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

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

suggested by hypothesis 4, but was not siatistically significant

Table 6 shows the predicied sign of expected relalionship and the sign of actual/obse ed

relationship of various explanatory variables

The leverage vari

Ln forccasting pr

$ jih only level (

{UDITOR and f

The profit foreca

lispersion. The ir

:onectly priced, 
1

Lnout 1357. in M

=rkets 1411, for

:6.361. civen the

]! equivalently, !

:;idence shows th

llr differences in

r depan significa

r. unduly pessim

TABLE 6

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

Expected
Relaiionship Relationship Significant

PERIOD

SIZE

AGE

EXIST

AUDITOR

LEVER

* Significant at 0.05 level.

Not

Not

Not

Not

Not
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tlrcn the initial listing price could be below the issue price. Based on this reasoning the following

hypothesis is tested:

In panicular, a positive relationship is postulated between the i-orecast error metnc (forecast

error) and the level of the Femium. A high posilive forecasl erfor (actual profits greater fian

predicted) is associated with a high positjve share price prenium (listing pice substantially

Logue's study, (1973), using U.S. data. showed a negaiive relationship between premiums and

the size of the issue, and premiurn and percentage of common stock held by outsiders. Both

Neuberger and Lachappelle ( 1983) and Neuberger and Hanrmond ( 1974) found that the prestige

of the underwriter had an impact on the premium. Ritter (1984) rePorted higher premiums the

smaler the size of the company prior to the issue. Other researcheff. however' have found no

significant variables to explain the level of premiums, and the evidence on the determinants

of the premiums is inconclusive.

In testrng H6 il was necessary to control for the potential influence of compary size after the

jssue, the finance raised by the issue, the age of the company, and the percentage ownership

of stock by company management-6 Therefore the following regression was constructed to test

He:

LISTPREM = Bo + 81 SIZE + B, AGE + B3 INSIDE + Ba FE

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

INSIDE is the percentage of cornmon stock owned by nanagers after the new issue- LISTPREM

is the premiun or the percentage change between ihe offer price and the initial listing price:

Inirial Ljstrng Pnce Offer Price

The level of the prernium is related to the tbrecast accuracy

Aliemarive hypothesis.

^ 100

The SIZE variz

LISTPRE]!

The results of l

related to the p

REGRI

Panel A: Usinf

Variable

SIZE

AGE

INSIDE

FORECAST ER

(FE)

F statistic: 0.29

R'? = 0.020

Panel B: Using

Intercept

RAISED

AGE

NSIDE

FORECAST ER
(FE)

F statistic: 0-384

Rr = 0.02?

Offer Price

6 Consistent with Finh and Snith's obsewation that no usejul measurcment couu be attributed

to the under',rriter rcputation, so this vaiable was not use.l in the resrcssion.
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7. CONCLUSION

The Listing Requircments of Kuala Lumpur Stock Exchange and the Companies Act 1965

require companies seeking a ne\t listing on the Kuala Lumpur Stock Exchange to estimate and

report a profit forecast in their prospectus. This study obseved that for sone companies, profit

forecasts were difficult and when projected it was subject to comparatively lalger erors. The

rcsults showed that compafles seeking new listilg had a low level of forecasting error in contrast

to those observed in the developed countdes. The mean error was 9.347. higher than expectations

but was rcduced to 5.257. afte{ deleting the outlying compani€s. These errors are within the

acceptable limits.

The small forccast erors in prospectuses observed in this study compared to the fhdings in

the U.K. [13, 17] and New Z€aland [19] might be due to close vigilance of the relevant agencies

in Malaysia. It is hoped that the situation would be turther improved with the fomation of

the Securities Conmission eff€ctive March, 1993, to enforce the requirement that companies

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

During the period ofthe study, coryomte profits in Malaysia were increasing and there appeared

to be no undue variability in profitability consistent with the New Zealand study 1191. The ratio

of IPOS to already listed companies in Malaysia was far higher dlan in Australia, Canada, U.K.

and the U.S.A. This large mtio might be indicative of companies coming to the newly established

stock market ever though their operating plans had no. be€n carefully thouglt through; in such

a situation it would not be surpdsing that some forecast errors occur. The above scenado rcquires

company sponsor to acquiesce in the new issues: perhaps the buoyant stock market and large

issue fees made company sponsors (stockbrokers, investrnent banlGrs) less circumspect in

sde€ning IPOS.

Based on the literatue from other countries, attempts were made to model the degee of

forecasting errors ir an effort to explain the eriors. In pafiicular, the PERIOD of the foreca.$

provided some help in explaining the erors; although the variable had the hypothesised positive

sign, it was not statistically significant. The only significant variable ir explaining absolut€

forecast errors was LEVER, bua lhis had a negative sign contary to expectation. This could

be due to the close and regular scrutiny of the company by creditors. thercfore the higher tlc

levemge, the lower the forecast enors.

The company's forec:

The AUDnOR varia

forecast accuracy. Lik

new lssue) were not :

It was observed rhat I

suppo(ed by evidence

of the companies con{

perfonnance of new i

Most variables suggest

ro explain the forecasr

and inco4'orate other ir
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