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Meas ing Th' Costs Of IPA Underyricing The kslt t's vitu

despite the alisaalvantages for issuers (Ibbotson, Sindelar, and Ritter 1988, and Ismail, Abidin,

and Zainudin 1993). Perhaps the most important reasons given for Mderpricing are various

pricing restraints applieal by the then Capital lssues Committee and uncertainty about the

value of the new shar€s. Without an existing market pdce to refer to, the issuer must

estimate, giventhe constraints apptied by the issuing authorities, what the shares are worih'

andthis can be difficultto do.Ifthe issuer sets too higl an offer price, investors mightnot

subscribe. The issuer, its advisors, and those interested inthe development of the KLSE as

a way to raise funds would incur the public embarassment of a failed issue Bett€r to be

safe, most issuers appear to decide based on studies ofunderpdcing around the world, and

to elr on the side of setting the off€r price pdce too low rather than too high

Other explanations are also offered for IPo underpricing For €xample Rock (1986)

aleveloped the"winners curse" argument which suggests that new issues must be mderpriced

on averageto get investors, especially uninformed investors who areworried aboutpaying

too much, to tum in bids. Koh and Walter(1989) found €vidence in a study of Singapore

IPOS to support this view. lnvestment bankers have an incentive to underprice to make it

easier to sell the issue, and to develop a good reputation among investors Law suits by

unhappy investors arc less tikely when issues are underpriced An underpriced issue may

make it easierto market a subsequent sale of shares Most lik€ly all the available exPlanations

for unalerpricing have some validity, and their inlluence will vary by time' issuer' and th€

marketwhere the IPOS are made

2. HOW UI\'DERPRICING IS MEASURED

In general underpricing compares the offer pric€ to what the shar€s are wo(h The

traditional measure of IPO underpricing reported in the financial press and in studies of

IPOS by issuers seeking a listing on the KLSE ( for instance Dawson 1987b' Hassan 1992'

Hassan 1993, lsmail, Abidin, and Zainudin 1993, Tay 1993' Wong and Chiang 1986' and

Yong 1991) is the percentage difference between the price at which the shares are offered

to the public (Po) and the price atwhich they begin to lrade on the market(Pm) calculated

UPinvestor = (Pm - Po)/Po (100)
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two measues give diffetent results. For new jnv€stors underyricing is 67 percent and for

the issuer it is 100 percent.

The alert observerwill notethatinthe example the three values, the off€rprice (Po),

the subsequent market price (Pm), and the share value withoul IPO underpricing (P*), are

all known while in an actual offer only the first two values are known and the value ofthe

shares without IPO underyricing is not observable since the companylaas not listed on the

KLSE before the IPO was made. Indeed, ifit was known what the shares w€re wofh, then

pricing of the new shares would be a lot €asier and IPO underpricing would not be the

factor it is today.

Fortunately the share value without underpricing (P*) can be derived once trading

begins by finding the total value ofthe issuer after the IPO is mado' then subtracting the

funds added by the IPO to get ihe value of the issuer wilhout the new firnds, and then

dividingthis value by the numbet of shares outstanding before the IPO wasmade, as follows:

Melsuting The Casts OJ IPO hndriciflg The ks er's Vitw
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value ofa share without IPO underpricing

total number ofshares afier the IPO

marketpdce ofthe shares when trading begins

number ofnew shares issued in the IPO

offer price forthe new shares

origjnal nunber of shares outstanding.

Using the previous example, the value ofthe original shares before underpricing of

the new issue diluted iheir value is

p* : (75,000,000x$2.50) - (25,000,000x$1.50))/50'000,000 =$3.00

This is the same $3.00 value we assumed at the start ofthe example, but now we have

den\ed il from ilformarion available for dny lPO. name\ the offer price Lhe opening

market Drice. the number ofshares issued, and the total shares outstanding

L:r.:r

,5:. P



'eler lsor€lur aql sl spunJ.s.qrJo rsor oql puE uEol Iu€q ? qlr^{ spunJ pesr?r .,{\ 8ur,(Bs o}

rBIrunssrn PssrEr spunlpn1." rqt or Bursrrdrepun Jo slsor eql selqer tI uorleins tEc l€trd! t
Jo lsoi e ol ruep^tnh sl pu€ Sur.udrepun runo.sP s.rsnssr eql uro4 pe^urp sr Elnuuol srqJ

(00rXodXuSr(od- *dXuS)

pesr"r spunJ 
^{eu 

eqtJo e8€ruesrod e se lsor Surcrrdrspun (l)

(9)

'j

Suruodo eql 'e.

00

:sMollol s€ s,(Erl\ !!rw ur SurcudrspunJo slso3 rql
orElnrl?. or'lellj?e z uollres sr psdole^ep s? rpanssl serqs 6qtJo enp^ eqtlnoq" stqSrsrr

^\eu 
rno esn uer o/A odl ue 9unssr lo slso. eqt Jo ouo sr .nlE^Jo relsu"{ srqJ .dnorn_

e sE sr.ploqsr"qs Pur8uo sir pu?ronssr sqr roJ srn.tro l?ql enle^ ur rs?erc:p Surpuodssrol

rqr :uorrlE(ullt eqt Jo eprs rrqlo :qt ot uonu: E \ {rrp Fur)|ldrrpu.l Jo $rr1 p)spq r:n +

eqJ a.rrd FIr?Lu Suruado 6ql ot €.gd reJJo eql ruorJ sntE^ ur esrr s5&qs osoq^\ srots!^ur

,(q peu"e ur€8 oql sauruex. Bur.udI.pun Jo aer^ pas?q rorse^ puortrp"{ aqt

CNI]IUdUSONN JO SISOJ XHI 'I

-Sul'udlopunJo slso qr gull?tn.p. ur lnJosn eq III^{ feqr puE 'eroJeq s?

outPs aqt are sdiqsuorlEl.r preua8 aqt 8u!ru apun slEIn.Fr ol {e/{ ruararrrp 
",ttarar.u 

:rp
suoD?lnrle. Surrudrpun lunorsrd luarrod 0 9 ro 0 s t $ Jo runocsrp ? '! 09 1 $ Jo e.ud r:Jl o

u€LoJ ptos uesq o^?q ptno,{! tg quo^\ s5l"qs 'srenssr iol luerred 0} ro 00.IS Jo }unoosrp

" 
'0s i$ roJ rqBnoq ueeq a^eq pFo^r 0s z$ Jo 5nt?^ }o{rplq E r ra se$qs lsrolso^ur roj

lo Surr|ldrrpur

(9)

(r)
(00tx*dr(od - +d) = ranssrdnc

(001)(udr(od - rud) = rorso^urdno

,661 L aN Z taA tluU sliltow 1.4tnt)

(r)

:s,{\olloJ se 'epE

ueql pu? _spun

5ql SuDre4qns

Sulper ocuo p

aqr 6q tou plnr

oql ro pelsrtro

etDJo entE^ 0q

elg'(*d) 8ul.r

'(od) oeud raJ

:ol Sur.udrepun Jo suoD"tn.teo o,{! eql se8ueq. sqt (od) e.ud r.JJo .qr or

'ronssleqlroJ *d pu? srolse^ul ,!ler erlt roJ rud'quo,!\ o.re sorqs eqt lEq,{ uo{} lunorsrp aql

emsPolu IIr^lrenssrdnc PL'" rols3^ur dnc sr e.rro rsllo e a ssel q3nur Moq s? porElnrlp:r :q
{la^ll?uretJ€ pJnor senseou €qt 'SuriudropunJo SuruEetu oql ot.{lesot. erou urroruor 01

elq?rs3psrlrurqld,crrdroJJooqrueqlsronle^oqi3rolrq.nu^!oqJoserns".luqtoqars
Ilsnor^erd or pe €lor eurilrdr.punlo sems"au iqrial'quo^\ aft Xoqr upql ssot roJ plos

ar? s3r?rls l?ql serldurr 'l€^o,.!\oq ,,'3urcudrapun,, urol eqJ Sur.udropun peluerro roFe^ur

IEuo4rp?! 5ql or ?tqErEduro) sr qrq^\ ,(pa e ur ruJ os pelEln.t€3 sr 8ur.d$pun llnssl



Nleosunng The Costs ol IPO U deryricing Thz Issud s Vie.a

(2) Underpricing costas apercentage oftheequity beforethelPOwas underpriced:

(/)

This m€asur€ is also derived from the issuer's discount underpricing and it tells the issuer

whatpiopotion oftheoriginal valu€ ofthe firm is transferred from the existing shareholders

ro the new shar€holders as a result ofIPO underDricine.

(sn)(P* - Po)/(so)(P*Xi 00)

(3) Undepricing cost as

underpriced IPOl

(so)(P* - Pm)
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the dollar value transferred to the new jnveslors by the

This is merely the dollar value lost by the issuer and transferred to the n€w investors.,To

provide persp€ctive it will usually be advisabie to conpare this dollar value to either the

new funds raised, as in the first measure above. or to th€ value of ihe issuer, as in the

second measure above.

Using the previous exanple, if an issuer with 50 million original shares offers 25

nillion new shares worth $3 before tbe diluiion ofunderpricing for $ 1.50 io lhe public and

trading subsequently begins at $2.50, then the cost ofunderpricjng cost as a percentage of
the n€w €quity raised is 100 percent calculated as:

(2s,000.000x$3.00 - s1.50)/(25,000,000x$1.50)(100) : 100%

As a percentage ofthe issuer's equity before the underpriced IPO the cost is 25 percent

(2s.000,000x$3.00 - $1.50)/(50,000,000x$3.00)(t 00) = 25%

As dollars transfened to the new investors the cosl is $25 million calculated as:

(50,000,000x$3.00 - s2.50) = $25,000,000

Ofcourse the cost ro the issuer, 525 million, is equal to the 525 million gain handed to the

new investors when their 25 million new shares go fron the $ 1.50 offer price ro lh€ 52-50
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Measdng The Costs Af IPa undattning The kster's Viel!

Fifth, it is commonly b€lievedthat new shares would not be underpriced ifthey wer€

offered at the obse ed market price (Pm.) rather than the offer price (Po). This analysis

shows that an IPO would stitl be underpriced if offered at Pm- Tbe correct offer price to

completely avoid underpricing is P*, which is higher than Pm.

And afinalpoint: future IPO issuers can use these fomulas to calculate the potential

cost of underpricing. The first step is to estimaie the value ofrhe shares (P*), then given the

amount of funds to be raised, or the number of new shares to be issued, the cost of
underpricing can b€ estimated for various polential offet pric€s.

4. IPO UNDERPRICING: 1979-1992

So much for formulas and theory. We can now apply the measures for issuer and

investor based undepricing to 93 IPOS ofnew shares made between 1979 and the end of
1992. Offers for saie were excluded. Some lPOs combine new issues ofshares with offers

for sale ofexisting shares and only the new shares are jncluded in the study. One additional

issue was also dropped from th€ study. The offer of 134,999,000 shares by Arab Malaysian

First Property Trust jn 1989 represented virtually all ofthe i35 million iolal shares

outstanding after the issue and the underpric ing results distort the calculations ofavemges.?

The offer price (Po) in the study is the price al wbich shares are offered to the public. The

market price (Pm) is the closing price on the first day ofmarket trading. No adjustment is

made for market changes b€tween the offer date and the start of trading since it can be

assumed the offer price is set by the issuer, and viewed by the investor, in anticipation of

the market price when irading begins.

The widely repoted traditional measure ofinvestor based underprjcing and the related

m€asure ofissuer based underpricing are presented in Table I for ihe entire 19'19 ro 1992

period and forvarious subperiods. Wlrile investor base d underpricing averaged 98.2 percent

over the entire period, issuer based underpricing was a considerably larger 132.5 percent.

As noted in th€ introduction, issuer underpricing of 132.5 percent means ihat shares wofth

$3.00 are offered for $1.29. A simiiar relationship between investof and issuer underpricing

heldforeachyear,andforrhel9T9-l9SSperiodcomparedtothemorerccentl989-1992

and 1991-1992 periods. Ofparticular note is the sharp decline in IPO underpricing dufjng

the last four years following the 1989 revision in pricing guidelines by the Capilal Issues

' The thoEt ||re firA o $1@ ur.l the tnlrket Pnc. tt tht tnl .f the lir"1 da! wax $t 39 tnv?int h6ea
m.l.ryti.ihg ||t! tltus Jq petrcnt, while the nsur hdted underyticing \|6 nore thu 5 nrlltuh pt."l
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10 Meastnng The Costs af IPO Ullddlticing The ksui's viel

investors. As we have seen, this transfer canbemeasured in conparison toth€ funds raised

(Table 2), orto the total value ofthe issuer (Table 3). In both cases rhe transfer ofvalue
associated with the hjgh level ofunderpricing for KLSE IPOS can be unexpectedly large.

As shown in table 2, ther€ were four lPOs which caused the original sharehold€rs to lose

more than 3 times the amount ofnew funds raised. In 37 lPOs the original sharebolders as

a group lost at least as much value as was raised with the new issue. As incredible as it
sounds, this is equivalentto sayingthe original shareholders forthese 37IPOS would have

been b€tter off if they raised the same amount of funds with new shares priced at their

actual value, had paid for these new shares from their own pockets, and then gave away

these shares to rhe new investors free ofcharge. Moving turther down Table 2, only 20

issuers had iess than 25 percent underpricing costs. Only one IPO led to an increase in

value forthe original shareholders and this was the IPO by Econ states that was overpriced.

The average IPO in lhe study transferred value equal to 98.2 percenr of the new funds

raised. The mediantransfer ofvalue was 77.9 percent, which means halftbe IPOS transferred

more, and haiftransfefied less value.

Table 2

Value Lost by the Orisinal Shareholders

As a Percent OfNew Funds Raised

Valu€ Lost as %
OfNew Funds

Greater lhan 300%

200 s 340%

100 < 200Yd

50 < 100%

25 < 50%

0 s 25Yo

Less than 0%

Number of
IPOs

4

l1

22

2l
t5

19

I

93

s- sf1f\f{

Total
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72 lt4eosunng |-he Cnsts OJ IPO unnryfting Th. ks o s Vitu

Underpricing means value is transfefed from the issuer's original shareholdersto the

new investors andthis transfer can be quite large, and hence costly. On average issu€rs in

the study Fansferredvalue equal to 98.2 percent ofth€ new funds raised, and 11.7 percent

of the total fiIm value. There are several sieps that can be taken to reduce this high cost.

First, less underpricing is an obvious choice, and the data show that 46 IPOS on the

KLSE during the 1989-1992 period had less issuer based underpricing (75.6%) than the 47

earlierlPOsfrom i9T9through 1988(188.2%). Thisisamove intherightdirectionwhich

accelerated in 1991-1992. lPOs in other markets have remain€d attractive to potential

investors with an €ven low€r level ofunderpricing, so further improvement can presumably

be achieved.

A second step is to reduce the number ofnew shares issued in an IPO relative to the

exisling shares already outstanding. For example, ifonly one n€w share is issued at a Iow

price ther€ is very little valuetransfen€d andnotmuch ofaprice decline caused by dilution.

lfmany shares are issued at a low price, then rhe value hansferred is larger. The 52 IPOS

fron 1979 through 1989 increased the shares ourstanding by 43.4 percent on average. The

4l IPOS from 1990through 1992reduced this to 33.4 percent. Again, this is a move inthe

right direction ifan objective is to reduce the transfer ofvalue. Ofcours€, the KLSE listing

requirements for most companies of25 percent ofthe issued and paid up capital being in

the hands ofth€ public must be kept jn mind. Should additional funds be needed it will
make more s€nse ro issue few€r shares in the IPO when the price is uncertain, and to raise

additional firnds laterwhen amarketprice is available. A siniiar result can be achieved by

offering part ofthe issue at an offer pric€ and the rest at a tender price. Altematively the

entire issu€ could be offered on a lenderbasis with the expectation that th€ probable price

wili be closer to the opening mark€t price yet €qual to what new investors are willing to

pav.

A third step is for existing shareholders to subscribe for new shares. If ihey are

allocated new shares, the hcrease in value for their new investment can offset, in part or

totally, the decrease in value for the original shares held.
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