1.0 DATA ON NEW ISSUES

A sample of 4753 operating companies going public and a sample of 3702 seasoned equity offerings during 1970 to 1990 were used. In comparing the performance of issuing and non- issuing firms, matching firms were used as a benchmark. Firms with the closest market capitalisation to the issuing firms and had not issued stock for at least 5 years were chosen as the matching firms.

2.0 TIME SERIES EVIDENCE ON IPOs AND SEOs

In this section, various procedures were used to test on the statistical significance of long run under-performance and in most cases the high degrees of under-performance of issued stocks are significant.

Table 1 and 2 reports the equally weighted buy and hold return and wealth relatives for firms going public and firms undertaking seasoned issuing respectively.
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R(,T - is the average equally weighted holding-period returns for both the firms issuing in calendar year ( (cohort) or the return in the sizes matched non-issuing firms.

Ri,T- the holding period return for firm i.

1/n - where n is the number of firms implies that equal weight are put on each firm

The wealth relative is the return of issuing firms as compared to the returns of its matching firms, the fomula is given by:

 W.R= [( (1+ Ri,T)]/ [((1+Rm,T)]    

 W.R > 1 issuing firm outperforms the matching firms

 W.R < 1 issuing firm underperforms the matching firms

TABLE 1: The Long-Run Performance of IPOs by Cohort Year, 1970 to 1990. 

The average 3 years return of the IPO is 8.4% as compared to the return of matching firms of 35.3%. The mean wealth relative is 0.8.

The average 5 years return of the IPO is 15.7% as compared to the matching firms of 66.4%. The mean wealth relative is 0.7, which is lower than that of the mean relative of the 3 years return. This may imply that the continued poor performance of the IPO in the fourth and fifth year lead to this difference.

In addition, an investor buying IPO would have to invest 43.8% more for a holding period of 5 years and 24.8% more for a holding period of 3 years than if non-issuers of the same size were purchased. 

TABLE 2: The Long-Run Performance of SEOs by Cohort Year, 1970 to 1990. 

The mean wealth relative of SEOs for the 3 years holding period and the 5 years holding period are 0.78 and 0.69 respectively, similar to wealth relative for the IPOs.

An investor buying SEO will have to invest 44.5% more for a holding period of 5 years and 28.7% more for holding period of 3 years to gain the same terminal wealth if non-issuers of the same size were purchased.

Concluding form table 1 and 2, we can see that the degree of underperformance of the IPO and SEO are pretty similar.

TABLE 3: Average Annual Percentage Returns during the 5 Years after Issuing for firms conducting IPOs and SEOs during 1970 to 1990, and Their Matching Firms.

FIRST 6 months after the IPO, no under performance were noted. The return of the IPO firm is 3.1% and the IPO for the matching firms is 3%. The t-statistic for the difference in the return is 0.13, which implies no rejection of the null hypothesis that the difference in return is zero. Similarly, the t statistic for the difference in return between the SEO firms and matching firms is –0.22, there is no under performance after the first 6 months for SEO.

For IPOs in the 1st year to 4th year, the null hypothesis is rejected, implying the difference in the return of the IPOs firms and the matching firms is significantly different form zero. 

For SEOs in the first to fifth years, the null hypothesis is rejected. There is under performance during that period.

In both cases (IPOS and SEOs), under-performance is less significant in the fifth year as compared to the 1st to 4th year.

TABLE 4: Average 5 Year Returns and Wealth Relatives for New Issues from 1970 to 1990 Computed Using Alternative Benchmarks.  

Main purpose: To determine whether different benchmarks will affect the long- term abnormal performance.

Apart from the size-matched firms, other benchmarks included the CRSP and the S&P 500. Although for all alternative benchmarks, the wealth relative is higher than that of the size-matched firm wealth relative, but under-performance is still noticeable as the wealth relative are less than 1.

Therefore, the benchmark is not sensitive in measuring the performance.

TABLE 5: The Aggregate Total Dollar Returns on New Issues in 1970 to 1990 During the 5 Years after Issuing.

Table 5 - the portfolio strategy is different from the previous tables. The value- weighted buy-and-hold strategy is used instead of the equally-weighted buy and hold strategy. The main difference is that the amount invested in each firm is proportionate to the size of offerings. Another difference from the previous table is that the nominal amounts are all converted to the dollars of 1991 purchasing power.

Although the performance of the SEO firms and the IPO firms may show some slight improvement in the wealth relatives as compared to table 1 and 2, this implies that smaller offerings firms under-performed more than larger offering firms. It still gives the same conclusion that issuing firms under-performed.

TABLE 6: The Long-Run Performance of SEOs Categorized by Whether the Issuing Firm Went Public within the Prior 5 Years.

Main purpose: Whether the long-run poor performance of SEOs is a result of the low returns on IPO, also how seasoned firms are that may lead to a different conclusion.

Results indicated that for the length of time (less than or more than 5 years) since IPO was issued at the date of SEO, the degree of under-performance is almost similar. Therefore, IPO is not the issue here, 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. 

TABLE 7: The Long-Run Performance of Extreme Winners from 1969 to 1989 Categorized by Whether or Not They Issued Equity.

Based on the overreaction hypothesis mentioned by De Bondt and Thaler (1987), performance of extreme winners and extreme losers tend to show a reversal pattern in earnings. 

The mean 5 year buy-and-hold return of issuers is 26.4% and the return for non- issuers is 98.3%. Therefore, we can see that non-issuers performed better than issuers and the low returns is due to the hypothesis that the reversal of earnings does not hold. Hence, future returns depend on equity offerings and not prior year’s return.

SECTION 3: STATISTICAL TESTS CONTROLLING FOR SIZE AND BOOK-TO-MARKET EFFECTS 

TABLE 8: Average Parameter Values from Monthly Cross-sectional Regressions of Percentage Stock Returns on Size, Book-to-Market, and a New Issues Dummy Variable, 1973 to 1992.

Rit = a0 + a1lnMVit + a2ln(BV/MV)it + a3ISSUEit + eit 

lnMVit – the natural logarithm of the market value of equity.

ln(BV/MV)it – the natural logarithm of the book-to-market ratio.

ISSUEit – a dummy variable taking on the value of 1 if a firm conducted one or more public equity issues within the previous 5 years.

Results:

Row 1: Average coefficient of –0.05 (t-stats: -0.91) on size is not statistically significant, hence size is not a proxy and does not capture the performance of IPOs. The coefficient of 0.30 (t-stats: 4.57) on book-to-market ratio is statistically significant, hence a higher BV/MV ratio, the higher the return. The coefficient of –0.38 (t-stats: -3.68) implies that issuing firms did under-perform.

Row 2 & 3: 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 new issue effect are significant. 

Rows 4 & 5: Less than 25% of the under-performance of new issues (coeff: -0.49, t-stats: -3.98) is due to size and book-to-market effects. Since size is not a proxy, this means that under-performance is partly due to firms with low book-to-market ratios (growth firms). 

Rows 6 & 7: During light issuance activity, the new issue effect is not statistically significant (coeff: -0.17, t-stats: -1.19) but it is significant during heavy issuance activity (coeff: -0.60, t-stats: -3.98). 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. 

TABLE 9: Time-series Regressions of Equally Weighted and Value-Weighted Monthly Percentage Returns on Fama and French’s Market, Size, and Book-to-Market Return Realizations, for Portfolios of Large and Small Firms, Categorized by Whether the Firm Issued Equity during the Prior 5 Years, January 1973 to December 1992.
Rpt-Rft = a + b[Rmt-Rft] + sSMBt + hHMLt + eit

Rmt - Return on the value-weighted index in month t.

Rft – Three-month T-bill rate in month t.

SMBt - Return on small firms minus the return on large firms in month t.

HMLt - Return on high book-to-market stocks minus the return on low book-to-market stocks in month t.

The results are basically similar to table 8, except that for the case of b coefficients, issuers have betas slightly above non-issuers, implying that issuers should have higher returns than non-issuers. By this, CAPM is significant, and 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. 

SECTION 4: SUMMARY AND CONCLUSIONS

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 (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-performed. 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 by 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 lower issuing volume that may result in wealth relatives close to 1.0.  

