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cantly related to initial rctum This study also documents the significant relationship between ttre

oversubscription ratio and the initial return' ie 
' 

lhe lsrger the oversubscription ratio' ihe largeris

the initial retum.

1. INTRODUCTION

The existence of underyricing for initial public offerings (IPOS) of stocks is well documented in

literature. Acomprehensive review can be found in lbbotson and Riner (1993) Sludies such as

those by Reilly and Halfield (1969). Neuberget and Hanmond (1974), Beaf and Curlev (1975)'

Ibbotson (1975). Reilly (1977), Block and Sianlev (1980). Bdron (1982)' Rock (1986)' Chalk and

Pervy (198?). Miller and Reilly (198?),Allen and Faulhaber (1989)' Grinblatt and Hwang (1989)'

Welch (1989), and Chenrmanur (1993) all indicate the existence of underpricing phenomeno

with IPOS. A nunber of explanations have been developed to trv to explain this phenomenon'

Baron (1982). Rock (1986). Beatty md Ritter (i986), Beattv (1989) andLevis (1990) sugsest that

undeericing is the resull ofa winneis curse to uninfomed investors caused bv asvmmetric infbr-

mation between groups of jnformed and uninformed investoN The informed inv€stors arc as

sumed rc have access to infornation .egafding the rrue value of IPOS and so thev will onlv

subscribe to an IPO if the expected afteHnarket price exceeds the offe'ing prjcc- On the other

hand, the lninfomed investon are assumed to subscribeto alL IPos jndiscriminately' and so the'

$,ill end up purchasnrgthe overpriced offerings as well: lhis is referred to as the winner's curse or

the Rock's (1986) winner's Curse model Therefore. realising that rhev will be receiving the

overpriced offerings. the unilformed invesrors will stav out of the new islue market ln order to

ensure thal the offering is fully subscribed. the IPO has to be underpiced to entice the Lrnintbnned

invesiors into the markel.

Allen rnd Faulhaber (1989). GrinbLatt and Hwang (1989), welch (1989) and Chemmanu (1993)

suggest that asymmetric information causes qualjtv firms to signal lhei qualitv bv underpricjng'

and in doing so. they expect to raise capital under better terms in the fulure lbbotson ( I 975) and

Tinic (1988) argue thai underyricing results because the issuing firms lvant to avoid lawsut!!

because lawsuits bv unhappy investors are less likellr when issues are underpriced

The explanatioDs of underpricing, in a uay' suggest that the market is likely lo imnediatelv

recognise and thus corect the unde+ricing situation upon the start oftrading We' theretbre' can

expecr ihe large initial retums to be realised at the opening of the market as a "bonus" io the

.:::'!::
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The remainaler of lhis paper is organised as follows section 2 presents the daia and methodology

used. Seclion 3 presents the empirical resuits Finally' Section 4 concludes the paper

2. DATA AND METHODOLOGY

The sanple usedin ihis study comprises 224 initial public offerings listed on the Main Board ano

theSecondBoaJdoftheKualaLumpurslockExchange(KLSE),theonlyactivestockexchange

in Malaysia. Two stocks were excluded lion the sample because lhey were listed on the KLSF

wiihout the offer p ce These stocks are Syarikat Kurnia Setia (listed on November 6' 1991) and

Ekan Berhad (listed on October L2' 1992) The primarv souice of lhe data is the various January

issues of the ltr'erro.r Dig€rr, a publication of the KLSE Pdces at the end of each trading perjod

were obtained from various dailv newspape$'

For each iritiai public offering, the following measures are calculated:

( 1) The initial rerum or the offer to-open retum is defined as the percentage change in price lion

the offering date 1o the opening price on the first day ot' trading'

(2) The day one retun or the open-to_close renrm is defined as the percentage change 
'n 

pnce

from the opening on the first day of trading to the closing price on rhe first day of trading

(2) The day two retum is lhe percentage change in price from the closing on the firsr dav of trading

to rhe ctosing on the second day oftrading

(3) The day2 to'day7 return is the percentage change in price from the cbsing on the second day

of trading to the closing on the seventh dav of trading

(,1) The initial adjusted return is defined as the percentage change in price from the offering daie to

the closing on ihe fi$t dav of trading less the equivalent change in the KLSE Conposire lndex

(KLSE CD,

(5) The day two adjusted return is defined as the percentage change inprice from the fie clostng

on tbe first day of trading to tle closing on the second day of lrading less the equiv'lent change ln

the KLSE Conposite lndex (KLSE CI)

(6) The day2-to dayT adjusted return is defined as the percentage change in price from the closing

on the second day to the closing on the seventh day of trading tess the equivaleni ctunge in the

KLSE ComPosite Index (KLSE CI).

Incaseswheretiereisnotradingonthesecondday,ortheseconddayisanonmarketday'the

next available rrading day ;s taken as the second day lf the seventh day of trading falls on S atur_

day, the previous Fridav'sprice is used, and if ir falls on Sundav the next dav Mondav s price is used

: FT\T|[\C!
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attributed to the bulish market thai year, it is not clear why the average is still high in 1994 when

the markei is bearish. It is wodrwhile to note here that there is no significant difference between

the values for average initial retum and the a\,erage iniiial adjusied return

TABLtr I

CHARACTERISTICS OF NEW ISSUES ACCORDING TO YEAR

l0

No. of Average over' Average

subscription offer
ratio (timet Pnce

opening
Average initial
rerum (offer
to open)@

lr! :-:
:,:<::*:,

..--.:=-;r-i
:!.. r-:..

1990

1991

r992

1993

t994

t990 94

30.816

28.8 i 1

14.536

39.231

42.588

32.318

RM2.240

2.031

2.369

2.374

2.553

2.349

RM3.478

2.865

3.382

4.424

5.192

4.043

30

39

66

224

59.1241o (59.560ca)**

42.086 (42.402) **

40.010 (39.347) **

9O.t26 (85.244) 4+

108.140 (110.732) +*

72.849 (72.634)**

Notes: * Significantly differeni from zero at the 57o level.
*+ Significantly different lrom zero at the 17, level.

@ Average initial adjusted retums are shown in the parentheses.

b.h.

l. :r:

b:-r:--}r.
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3.2. Mean Returns after Opering Price

Table 2 presents mean retums and standard deviation of retums for Day I, Day 2. and Day2'to-Day7,

fof each year, and lor the entire 1990'94 period. Adjusted mean retums and standard deviations

are shown in Panel B ofTable 2. The open to close return for Day I averages 1.469 percent

(adjusted mean rctLlm of 1.141 perceno for the entire period 1990-94 This value is not signifi

canlly different from zero at the 5 percent level. This resuh implies that the secondary market

traders do not benefit from the undepricing of lPOs, i e . the benefits of underpricing accrue

entirely to the subscribers. This is in line with the results of a study by Batry and Jennings ( 1993)

on the US stock mdkets (NYSE. AMEX and OTC firms) which concluded that the benefits of

underpricing accrue alnostentircly to lhe subscribers.

In general. mean retums lor Day 2 decline from the the open-to-close retums on Day l The

declines are significant in 1992 and 1994, at the 5 percen! Iev€I. In fact, the decline is significant

for the enrire 1990 94 period. at the I percentlevel. However.lhe mean reiurns fof Day2 to DayT

in all the years. are not significantly different from zero at th€ 5 percenl level

Overall. both mean returns and adjusted mean retums indicate that benefits of underpricing do not

accrue ro the secondary market traders, either on the first day or 7 days later. In fact, even though

not significant enough, the evidence suggests a decline in retum accruing io secondary market

taders after the opening price on the first day of trading

3.3,lnitial Return and Size of Company

In Table 3. initial retums ofIPOs are categorised according to the size of the company. as meas-

uredby the company's paid up capital. He.e, initial return is defined as lhe percenlage change in

price from the offer date to the closing price on the first day oftrading. This new measure ofinitial

relum is used because of the following rcason. The lact that open_to close retums on Day I are

noi significanrly different from zero as showninTable 2, implies lhat offer'to'close returns are not

significantly different from offer to open retums, and allows us to use offer'to'close rehrms as

proxy fbr initial retums. This measure of initial retum is consistent with previous studies (either

on the Malaysian or US markets) which use similar neasure.

h should b€ noted here that companies with paid-up capital of RMs rnillion bui less than RM20

million are considered small companies, and according io the listing requirements of $e KLSE,
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independent t-test is run. The rcsults ofthe t_test ale shown inTable 5. Group 4 (oversubscription

rario more than 40 times) always outp€rfoms all other groups. Group 3 outpefom$ Group I' and

Group 2 outperforms Grcup L Or y Group 2 and Ctoup 3 are not significandy alifferent in terms

of their mean retums.

TA3LE 3

CIIARACTERISTICS OF INTTIAL RETIJRN AND ADJUSTED INTflAL RETURN AC.

CORDING TO SIZE OF THE COMPANY, AS MEASURED BY TIIE PATD.UP CAPITAL

Size of company Mean Std. Dev.

cf,all

(b*

-r(-

Panel A: lnitial Return@

Less than RM20m

RM20m lo < RM100m

More than RMl00m

Overall

F-value=0.5312
P-Prob value = 0.5887

129

64

3l

224

72.3932%

81.3657

12.8926

15.0259

45.918'17o

69.7964

76.0878

58.1511

larbl

lr<20

l-<,i

b-,

cd

l*=t
lr{

Panel B: Adjuskd Initial Retum@ @

l--r

F<:D
Irss than RM20m

RM20m to < RM100m

More than RM100m

Overall

F-value = 0.4202

P-hob value = 0.6574

129

64

31

2:24

'72.1509%

80.0612

12.7222

14.4901

45.',lA3qo

69.3074

73.717',7

5',7.4573

d

€

e€Notes: @ lnitial retum is defined as percentage change in pdce fton the closing on the offer-

ing date to the closing on the frst day of trading.

@@ Initial adjusted rctum is defmed as p€rcentage cha4e in price hom the ofiedng date

to the closing on the flrst day of tading ]ess lhe equivalent change in lhe KLSE

ComDosite lfidex (KIJE CD.
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TABLE 5

RFfI]I]TS (t-STATISTICS) OF INDEPENDENT t.TEST BETWDEN GROI]PS

Group#

Panel A: Initial Retum+#

-2.5',7*@

(0.012)

-3;79+*
(0.000)

-o.47 @

(0.641)

-5.20**
(0.000)

-2.41*
(0.018)

-2.1',7+*

(0.006)

are
lE!.e
b
r-l!

-E
-t-L*
ll,r

--ltlr

-tPan€l B: Adjusted Inidal Retum+Hi#

-2.',76*4@

(0.007)

,3.90**
(0.000)

,0.50@

(0.619)

-5.3'.7't
(0.0oo)

(0.018)

(0.009)

Notes: #

@

{#

Croups are based on the ovenubscription ratios. Group I : oversubscription mtlo of

less than 10 !mes. Group 2: oversubscription ratio of 10 times to less than 20 times

Group 3: oversubscription ratio of 20 times to less than 40 times. Group 4: oversub-

scription ratio of more than ztO times.

Initial retum is defined as percentage charye in price fiom the closing on the offer-

ing ddre !o the closing on the frst day oftradjDg

Adjusted initial rctum is defined as percentage change in price ftom the offering date

to the ctosing on the first day of trading less the equivalent change in the KLSE

Composite Index (KLSE CI)
Significa at the 59o level.

Signficant at the 1% level-

Using sepamte variance estimate. The rest, using pooled variance estirnate.
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