Summary of Article #10

1.0 INTRODUCTION

The main purpose of Loughran and Ritter's (1995) article is to investigate the magnitude of the under performance of issuing firms relative to non- issuing firms. In addition, they attempt to explain the relative low return of issuing firms by including the book to market equity ratio, size effect and the CAPM.

2.0 THE UNDERPERFORMANCE OF ISSUING FIRMS
In section 2 of Loughran and Ritter's article, various procedures were used to test the statistical significance of the long run under performance of issuing firms.

The average equally-weighted buy and hold returns of firms that carry out IPOs or SEOs are significantly lower than their respective matching firms for both 3 and 5 year holding period.  The mean wealth relative of IPO firms to that of matching firms is 0.8 (3 year holding period) and 0.7 (5 year holding period). The mean wealth relative of firms conducting SEOs for a 3 year holding period and 5 year holding period is 0.78 and 0.69 respectively. Therefore, the degree of underperformance of IPO firms and SEO firms are very similar. The value-weighted buy-and-hold strategy was also applied and yielded similar results - issuing firms perform poorly relative to non-issuing firms.

Based on the annualised returns during the 5 years after firms issue stocks (SEOs and IPOs), for the first six months after issuing, there is no sign of under-performance. For the 1st to 4th year after issuing, significant under performance is noted.

When alternative benchmarks (S&P 500 and CRSP) are used in addition to the matching firms, there is still evidence that issuing firms perform poorly as compared to non-issuing firms. In addition, testing is done on whether the long run performance of SEOs is affected by how seasoned firms are or merely a reflection of the poor performance of IPO. Results showed that IPO is not the issue here, instead the poor long-run performance of SEO may indicate that firms generating its funds externally for financing activities generally under-perform as compared to firms that generate funds internally. 

Finally, it is testing is done for the low return due to the overreaction hypothesis, which states that extreme winners and extreme losers tend to show reversal pattern in earnings. The results showed that poor performance is not due to the 'extreme winners hypothesis' but it is because firms issue stocks.
3.0 CONTROLLING FOR SIZE AND BOOK-TO-MARKET EFFECTS

Size is not a proxy and does not capture the performance of IPOs, but book-to-market ratio is statistically significant, hence the higher the BV/MV ratio, the higher the return. However, the size effect (coeff: -1.46, t-stats: -6.12) is significant due to the January effect (consistent with other literature), whilst it is not significant for the BV/MV and new issue effect. However, in other months, the BV/MV ratio and issue effect is significant. 

Only 25% of the underperformance of new issues can be explained by these variables. Since size is not a proxy, this means that under-performance is partly due to firms with low book-to-market ratios (growth firms). 

During light issuance activity, the new issue effect is not statistically significant but it is significant during heavy issuance activity. However, during these 2 periods, size effect is significant, implying that bigger-sized firms seemed to under-perform during light issuance activity and produce a higher return during heavy issuance activity. Also, a higher BV/MV ratio would produce a higher return. Particularly in high volume season, this may mean an increase in the trading volume of blue-chip shares.

CAPM is significant, beta seems to explain the returns of issuing and non-issuing firms. This is in contrast to Fama and French’s (1992) study, which found that beta is not a proxy and does not help to explain average stock returns for 1963 to 1990. 

4.0 CONCLUSION

Holding size and the book-to-market ratio constant, issuers have lower returns than non-issuers. The poor performance of firms conducting SEOs is not due to long-term return reversals and differences in betas. The reason may lie in equity effects, that is generating funds externally will probably result in lower returns, whilst generating funds internally will probably not. Reasons that generating external funds may result in lower returns: (1) issuing cost is incurred and/or (2) investors may perceive that issuing stocks is a bad news and worry that the decision for equity offerings signals lower future profits or higher risk.

There is empirical evidence that there is a positive correlation between the annual volume of IPOs and the level of the stock market. Annual IPO volume is negatively related to the market return during the following year. NYSE firms that increase the number of shares outstanding subsequently under-perform relative to those that reduce the number of shares outstanding. Hence, firms that repurchase shares in the open market subsequently over-perform. Under-performance does not occur in the first six months of issue, it happens when the transitory nature of the operating performance becomes apparent.

Further Studies:

As suggested, similar studies could be done on issuing firms in the high-volume period of 1992 to 1993 and the time frame for these studies could be a replicate of the 5 years as conducted in Loughran and Ritter (1995). This could determine the performance of the issuers and non-issuers. However, the Asian Economic Crisis in 1998 may result in low issuing volume that may result in wealth relatives close to 1.0.
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