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Ilassatr 1992, Hassan 1993, Ismail, Abidin, and Zaimddin 1993, Tay 1;'93, Wong and Chiang

1986, Wu 1993, Yong 1991, ard Yong 1992.) A previous srudy in Capital Merk€ts Rer,tew

examined the cost to the is6uer ofunderpricing and found that it is geater than previously realised

(Dawson 1994). This study analyses the effect of IPO underpricing upotr th€ tlird, previously

unstudied gmup of padicipants in an IPO, the original shareholders of the issuitrg company.

2. TYPES OF INIIIAL PUBLIC OFf,'ERS

There are rwo types of initial public offffs. Tbe firsr, ?Jglliqi$ut, is a sale of lew shaies

to the public by the issuer. New funds are raised for the company atrd the numlrer of slEres

outst nding is iocreased. The se€ond, an offer for sale, is a sale of previously issu€d shares

.bdheir owneIs, mther thatr the issuer. No Dew firnds are rcceived by the compatry, and the

number of sharcs outstanding rcmains the same. Occasionally these two ttpes of IpOs arc

combined as when 3,875,000 shares of Pede€t Food Indusrries Bhd. were offer€d for RM2.lO

a share in 1993. One million, eight hundred thousand shates wfle a pubjic issue of n€w sharcs

and 2,075,000 sharcs were an offer for sale by iheir owners. Thq_p!S99edC_ft.!q_eE!9-_!ler!$

urg!E!!

3. TEts EIiI'TCT oF iJ.NDERPRICING

Moat IPOS in Malaisia are underpriced and this creates a quick profit for the fortunate

new itrvestors who rcceive an allocation of sharcs. Out of 223 IpOs sold between 1979 and

the end of 1993, only 4 were rct underpriced. Unde4'ricing ftom the viewpoint of investors

{UPu".,bn) is baditioDaily measured as rhe percenhge difference b€rween rbe price at whlcb

the shar€s are offered td tlrc public (Po) alrd the closing ma*et price on the frst day of o-ading

(P-), calculated as fo ows:

/P -P r

Dio"*' = f----a ttoor (l)

ff sharcs, for example, begin to tmde at RM3.00 aft€r a public sale at RM2.00, underpricing

is 50 percent, measued as follows:

(RM3.00 _ RM2.00)
(100) = 50 perc€nt

RM2.00
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The calculation of toss for rhe originat shareholders is iess srraight foNard in a public
issue ofnew shares. Usually it is believed rhat there are two prices in an IpO, rhe offer price
(PJ and the marker price when aading begins (pJ. Actuatly rhere is a rhird Fice, (p*). which
is the value of the shares if there is no diluaion caused by underpdcing rhe new shares (Dawson

1994)- The marker price (p-) usually used in most measures of underpricing occuN after rhe

value of the original shares (p*) is diluted by issuing new shares at a p.ice below what they
are worth. P*. the predilution pice. can be calculared as foltows:

P*
(srxP,) - (s"xP")

(4)

where (SJ equals rhe total number of shares after the IpO, (Sn) is the number of new shares l

ssued, and (S") equals the original number of shares outstanding. Reruming to our previous
example, if there were 4 milion shares outsranding when the company issued 2 million neq,

sbares at an offer price of RM2.00. and &e marker price rose to RM3.0O per share, then the

value of.he issuer's shares before the IpO was undeq,riced was RM3.50, calcutated as follows:

16.000.000) rRMl.00) - i2,000.000, rRM2.00l

4,000.000 = RMr.50

Now thar we can calculate the value ofthe shares before rhe dilution causedby underpricin€.
we can (l) calculate the loss of wealrh incuned by the originat shareholders in a public offer
IPO and (2) revise rhe measure of underyricing from an invesror orientarion ro an issuer

onentation. The original shareholders, loss of wealrh will be the difference berween the valuE

of the original shares withour underpdcing (p*) and the shares, marker pdce when arading

begins (Pn). In oul exampte the RM2 miltion of wealrh tost by the originai sharehotders is
thus the decrease in the value of one share from its pre issue value (p+ p.) or (RM3.50 -
RM3.00) muldplied by the number of originat shares (S") or 4 million shares. Similarty p*
can be used to measure underpricing from the issuer,s perspective by reptacing p- with p*
in equation (1) as follows:

btr{ ::r:

(Pi - P-l
UP,.."", = -------l (1001 (5)
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The way to calculate the toss of wealth caused by IpO underpdcjng varjes for the three

groups. In a public issue of new shares. lhe rotal loss of weatth experienced by the original

shareholders is equal to the totai gain for the new invesrors. and for an individual investor this

loss is proponional to the shares hetd.In an offer for sale. in contrast, the eniire loss is incuned

by the selling shareholders and there is no loss for the remaining non selling shareholders.

Measured as a percent of rhe original value of the shares held. the toss of value caused by

underpdcing of IPOS is rherefore as follows for rhe tbree groups of shareholders:

1. Originat shareholders for a public offer of new shares:

Crpital ilnArtt Rev.h Vol 3, No. l, 1995

(P* P-)

- 

(100)
(P*)

where (SJ equals the number of shares held before the IpO by alt the original

shfieholders.

2. Selting shareholders in an offer for sale:

(P_ P")
--::-' I t00) t9)

l-

(8)

where (Ss) equals the number oforiginal shares soid in the IpO. Ifthe selling shareholders

own more shares than they sell, the loss as a percentage of rheir original invesrment

will be:

(Pm P") (Ss)

where (Ss) equals the rurnber of originat shares sold and (Sh) is the torat shares held

by the selling shareholders before rhe IpO.

(P.) (Sh)

Non selling sbareholders in an offer for satel

(P* - P-)
(100)

(P.)

(100) ( 10)

( 11)

3.

which will be equal to zero or no loss in an offer for sate since (p*) is equal to (p_).
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IPO. they will be able io offset pan of rheir loss on their original shares with the gain frorn

their new shafts. Similarly, selling shareholders in an offer for sate can offser losses with the

gain ftom allocated shares. Non selling shareholders receiving allocared sharcs in an offer for

saie will aclually come oul aiead in an underpriced IPO since they will receive only the gain

from their underpriced new shares and rhey will have none ot rhe losses from underpdcing.

The practice of reserving a propotion of IPO shares for various groups, inctuding eligible

directors and employees, increases ihe chance that some shareholdeis will be on borh sides of

the transaction and thus be able to offset some of the underpricing losses with gains on the

4. LOSSES INCIJRRED BY ORIGINAL INVESTORS: 1979-1993

The next step is to measure the losses incuned by rhe originat shareholders when IpOs

in Malaysia are underpriced. Beginning in 1979 and continuing for 15 years rhrough I993, there

were 223 IPOS. One IPO, that of Arab Malaysian First Property Trust in 1989. was excluded

because the 134,999,000 new shares sold to rhe public represented almosr all the 135 million

shares outstanding after the issue and this distons the calculations ofpercenrage underpricing

costs. Table I shows that the remaining 222 IPOS in this study consis! of 72 pubtic offers of

new shares. 122 offers for sale of existing shares, and an addirional 28 IpOs cornbined a pubtic

issue and an offer for sale. The number of IPOS rose sharply beginning in 1990 as both rhe

number of offers for sale and the combjned issues of offers for sale with public issues increased

dramatically. The rise in offers for sale means the IPO market was used increasingty by original

mvestors to distribute pal1 of their investmenr rarher than to raise new funds for the issuing
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TABLE 2

AVERAGE UNDERPRICING BY TYPE OF IPO
1978 - 1993

of lhe small nunber of IPOS in some years it is difficuh to disringuish fends in the annual

data but the figures correspord !o rhe resulrs expected if underpricing is lower for offers for

sale than for public issues as hypothesized earlier. Firsr. in all but one year for which under

Period Public Offer Offer for Sale

Conbined ofYicers

Public offer Offer for Total

1979 5l7o

1980 60 50qa

1981 59

1982 42

1983 13 '73Io 7l

1984 60 -t9 59 52

1985 63 3l 2',7

1986

r987 66

1988 51 26

1989 40

1990 20 38 35

1991 20 26 28

r992 I 22 l4 32

1993 62 4-l 38

t919 89 5'lVo 12Ia 55{a 51E

t990-93 389c 3\Ea 36lo 33Va

1919-93 5OIa 33Vo 39Eo 35Sa
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underpricing much more costly for the selling sharehotders in offers fbr sale. The average public

offer cost the original shareholders over RM68 million, or 13.6 perceni of rhe RM643 million

pre-offer value. in losi value because of IPO unde4'ricing. For ihe original shareholders who

sell in an offer for sale the pre-offer value of the shares sold is subsrituted for ihe value of

the pre issue company. civen a loss in value of RM19.7 million on average! compared to a

pre-issue value ofRM48.4 rnillion, rhe avemge ofter for sale's cosr ofunderpricing as a percentage

of the original value of the shares sold is much higher at 32.5 percenr.

While the selling shareholders in offels for saie were relarively hard hir, the non sellers

had a free ride: iheir loss from the IPO underpicing was zero. Since the offer for sale did not

diluie the value ofthe shares, because no new shares were sold at a cheap price by rhe issuer,

shareholders who did not sell any of rheir holdings in the offer for sale were not affected by

the IPO underpricing.

Table 4 also contains tbe 28 conbinarion lPOs with both public offers of new shares and

offers for sale of existing shares. The average size of $e public offer porrion of the IpO is

RM307-8 million.less than half the size ofthe IPOS involving only apublic issue. The average

size of the offer for srle portion. measured as the value of the shares sold, is RM63.5 million.

TABLE 4

AVERAGE COST OF IPO UNDERPRICING FOR ORIGINAL SHAREHOLDERS
BY TYPE OF ISSUE, 1979-1993

(RM MILLION)

=
Type ol Issue

Number of
Ringgit Cost

Average Cosi

Public Offer 12 RM68,3 RM643.0 13.61o

Offer for Sale:

Sellers
Non Sellers

t22
122

19.1

0.0
48.4

2r2.2
32.5

0.0

Combined IPos:
Public Ofter 28 t2.9 307.8 6.3

Offer for Sale:
Sellers
Non Sellers

28
28

2t.6
0.0

63.5
330.1

35_5

0.0



foql pFoqs Suosrr roJ,{J\enb janssr aql e^rq ltqs puE atqnsod s? soilqs.,(a} s" r.lr. ::

ral13q sr lr srsles aql roc odl pa.udrapun u" uI rslles E uEqr rallss uou E 3q ol reneq s: :

ssoi srrtua eql Surqrosqe fq siaploqarqs l"ul8uo raqlo aB rol erl^res alqlnP^ ! ap'..:::

sreptoqal€rls Suntes aql puE patnqursrp ftpnbaun ,fta^ sI ssol !q'r ielPs roJ qjo uE uI ploi :,-

saDqs IBurBuo puE '3S-DI ee uo Brqst roJ ,{JnEnb ol d-nssorau sr OdI ue Jr 
lpuo.es

^\eu Jo reJJo rllqnd € ruo{ saruoi Surrrrtuapun Jo lson ollr Jo uounqrl]srp lEnba lsotl- :::

'ser€qs :ulfles roJ etqEIr€^E st a]ud tr{rDrr{ ? puE pelsn erE s.rEqs eqr eroleq odl uE :E
or f,rpsrrlu .r r Jl trrudrrpJn \(t$P rsour p rr \Odl suo(P:r lo (rrue^ r rol r\r'l

apEur eq uEr suolEdesqo IE::>

'€66t q8nory 6/6I roJ sllnser pe^rosqo aql puE',{pnrs slql uI srs.{tEu€ oql uodn peslg

'raJo rrrqnd € ul sreplo!::--1.

I?ur8uo eql roJ u"A eIPs roJ r3JJo lll ur sralas al! roJ rlr!3r8 sr rsot 3^Ir.aJJ. aql elrs ror::l
u? ur srones eqr ,{q ,ttuo pu€ 'reJo rrrqnd 

" 
ur sraploqar"qs IeuIBuo eql IIE ,{q parqs sI r r

Sul]udllpun Jo lso. aql 3smr3q lsolaqle^aN -t661 q8no4l 61.6I pouod oqr roJ er?p :: .:

peuoddns sr'parnpar eq aroJoroql fil^d puE srallas oql roJ Illsor arour sI Eul.Irftepun:.:trr

\o&qs reaal o^io^ur puE'8urrs&.pun ssal o^?q III^! sodl eIEs rol r.Io lEql srseqlodIq.L-:

'sodl Surrudepun Jo srsoJ eqr pro^e aPs roJ rello :! :
soreqs IIas rou op oq^\ sraptoqarEqs lEul8uo aqJ seDqs 

^\eu 
Jo reJo rnqnd E uI srspio';:,-r

IeurSuo :ql roJ 1sE3t prrE stEs roJ reJJo u" uI s?r?qs lles oqa sraploqor?qs l€uriro .]' /
lsaleol8 sr Bur.utuapun Jo tso. aqJ sraptoqarqs pulBuo aqr Iq pteq selsqs aql Jo enlEr:!: - -
seuroJ sar"qs ,t{au pesudrepun petE.o ? el? oq.{^ sraploqrrqs 

^'\3u 
3ql roJ.nle,\ uI -\-:-r::

3rI :Itso. eq uE. Sur.udrapun OdI 'ueptoqal9qs l"ulSuo oqt roJ llateunuojun 351 .:

Jo u?d rEindod ,fta^ e lolr?ui enssl .aau eql !)'?Lu pu! srolsa^ul roJ sul€3 pesru8or.r ': :{ i
el€er.'€66I rlBnora 6t6I SuunpErslet?N uI sraJJorsour rpntcul q.Iq^\'sOdI Fcudr3pj ^

sNorsn'rJNol (INv rxYl{]! s i

'uoDrod raJJo rnqnd 3ql roJ lur.rxj j : r:

uErI tso. laqBrq qrntu E 'luerl?d S 9€ sI anlB^ Odt-trd eqt Jo aBeluacrod e se Burru&:::_ i

lso. s,olrs roJ reJlo aSeia^e eql pu€ ruonlltrl 9 Iztr^tru eB"ra^E uo lsol sDploqatqs ;ur''s ::_

SUEC'IOHTIIVHi

uolrru s.tgr^{d sr .pr(

e8Era^? aql .anssr rrrqr

$ OdI eqt Jo uouod I
puE sacqs 

^\au 
Jo sraJJ

{q par:Jr rou ere,n aI

'ranssr eqt ,{q ecud de.r

rou prp al?s rol raJro aq

s€flas uor aq] .lrq pJrL

'lu:

o34ue.r.desEEur.utue

E ol p Eduor 'a8pra^p

lo rnp^ 3qt roJ polnlDr

oqa sraptoqerqs JBU6L

uorlrur tfgl d aqlJo ]u

crrqnd a8da^E eqJ at€s.

9661 I .oN t .1oA tBl^a)! , t21A .!)n.4 tqs tDrlSuO aqt Sulrudlztun Oat lO !$J )U i.,- - a

00
99t

E9

00
9ZE

%9 EI

tsoJ aBe€^V



Capital Markets Reyiev Vol, 3, Na. l, 1995

IETRE\Cdesire to sell more ftan the minimum shares, because IPOS are almost always underpriced.

it appears to be better to wait until a market price is available than to sell them in an offer

for sale.

Third, the losses can be reduced by getting on both sides of the transaction. Original

shareholders who are allocaled shares in an IPO can offset some of the losses ftom underpdcing

with gains on the allocated shares.

Fourth. the decline reported in IPO underpricing in recent years (Hassan 1993) may be

at least partly a resutt of the increased use of offers for sale in IPOS seen in Table I and the

grealer incentives in offers for sale IPOS to the selling shareholders to reduce underpicing.
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