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Introduction

Beatty and Ritter suggest that there will be a correlation between the expected return on an IPO and the expected uncertainty surrounding its issue.  Furthermore it is suggested that if this relationship is not observed by any underwriter, then market forces will ensure that the underwriter loses market share.  The paper is developed around testing these two propositions to see whether there is evidence to support this intuitive suggestion.

Proposition 1
 

Ritter's (1984) paper found for the 1960-82 period, the average trading price for IPOs was 18.8% above the offer price just after listing. However these figures disguise the "winner's curse" problem which suggests that investors that free ride or do not research their investment will suffer from under allotment.  While not express, it is implied by the paper that free-riders will earn a risk adjusted return while  active researchers will earn an abnormal return. This abnormal return will be offset by research costs.  However the risk adjustment process is not based on the CAPM, but rather the relationship between ex ante uncertainty and return identified by the authors.  

Beatty and Ritter use two proxies for ex ante uncertainty, the first of these is prospectus disclosure.  This proxy is calculated as the log of one plus the number of uses of the proceeds.  This is slightly troubling because it can not take into account the quality or accuracy of these disclosures. Additionally as Beatty and Ritter note, the SEC in the US imposes disclosure requirements on speculative (inherently more risky issues) which has the tendency to imply greater than actual certainty biasing the proxy.
 The second proxy is the inverse of the gross proceeds of the offering.  This proxy is used because Ritter and Beatty feel that there is an empirical regularity that smaller offerings are less speculative, on average, than large offerings - Ritter (1985).

Empirical Evidence and Interpretation

In testing proposition one, the two proxies for uncertainty were regressed against initial returns. The authors used a weighted least squares (WLS) regression process to reduce the errors to a homoskedastic variety and preserve the efficiency of the estimated parameters. This heteroskedasticity was expected due to the effects of linearly increasing uncertainty (deviation). Beatty and Ritter use log[1000+sales] with sales being the average annual revenues of the firm in the 12 months prior to listing.  Hence firms without operating histories, which would be expected to have greater ex ante uncertainty are given less weight in the regression. Use of such a scaling factor is troubling because the results are obviously biased from its inclusion in the design. 

Both explanatory variables are significant at the 5% level and while generally low R-squared values undermine the credibility of any given model, in this study this is not the case. The regression itself plots the expected value and it is with this plotted expected value that a high degree of explanatory power will exist.  The problem with Beatty and Ritter’s analysis is that the power of ex ante uncertainty in explaining expected return is largely a construct of the regression.  Whether or not the regression plots the markets’ expected return is unascertainable.  Furthermore, it seems to me that in weighting the data to overcome the problem of heteroskedasticity, the degree of correlation between the actual market expected return and the regression estimate of expected value is further reduced.  It is perhaps for this reason that the authors observe that a low R-squared is consistent with, rather than evidence of, their hypothesis.

Proposition 2
 

An investor requires some insurance that the issuer will not cheat.  While the issuer cannot provide this assurance, the underwriter can.  It would be irrational for an underwriter to cheat unless the gain from cheating more than offset the present value of future quasi-rents.  As this is unlikely, the reputation capital of the underwriter is a credible threat and investors will come to the market.  They will remain in the market so long as underwriters price on the line - or so Beatty and Ritter suggest.  The test of proposition 2 involves looking at changes in market share over two periods relative to whether or not the underwriter "priced on the line."

Empirical Evidence and Interpretation

The process of determining whether or not “pricing off the line” results in a change in market share, will necessarily involve an examination of the regression residuals. However the authors recognise that the to the extent that mispricing continues over a number of issues there will be a greater chance for investors and issuers alike to interpret the performance of the investment bank. To this end the authors standardise the average residual with respect to the number of issues.  This is a superlative addition to the research design because it recognises the fact that the market does not interpret information with perfect efficiency.

Three Methods of comparison

The standardised variable was used to rank underwriters as either on or off the line.  Comparing the two subsets with reference to market share in each period seems to offer proof that proposition 2 holds and that mispricing does indeed lead to an erosion in market share.  However it should be noted that this method of analysis is rather crude in the sense that there is no framework within which to determine significance.  As a result it is entirely possible, though we would assume that Beatty and Ritter would draw our attention to this, that a clump of outliers contributed to this average effect and that the relationship is not necessarily continuous.  Some support for this opposition to Proposition 2 could be found in the work of Fama and others on market efficiency.
 

In any case Beatty and Ritter do not rely solely upon a qualitative analysis of table 3a.  A regression equation is also used to determine the extent of any relationship between market share and mispricing. The authors suggest that the slope coefficient of –10.83 maintains economic significance, however its statistical significance is somewhat inconclusive.  

As further evidence of proposition 2 the authors look at the proportion of underwriters pricing off the line that went out of business, relative to those pricing on the line.  While comparing the samples a hypergeometric probability is used as a reference point.  From Table 3a it would seem our expectations are verified given the much higher proportion of underwriters ceasing business from the “off the line” sample.  Indeed the authors suggest that given a 9% chance of a random sample of 24 having 5 or more closures, it is highly unlikely that the assumption of independence is valid.  From this comes the conclusion that going out business and pricing off the line are not independent events and that this evidence supports proposition 2.  

It is true that, given independence, the likelihood of 5 closures in any subset of 25 is low.   This in itself offers no conclusive evidence for or against proposition 2.  Testing one period and one small data sample in no way offers evidence of proposition 2.   To obtain more conclusive evidence a number of periods would need to be looked over a larger data sample than 49.

In defense of the authors, they in no way suggest that their evidence supporting proposition 2 is conclusive but rather that in total the evidence is convincing.  It seems that the paper is happy to present persuasive rather than authoritative support for proposition 2 because the intuitive appeal of the proposition is so great.  It is not too difficult to see how proposition 2 may be violated.  While it may be simple to classify an issue as off the line on the basis of its single day return, over a week or a month the process becomes more difficult.  Market participants are aware of the animal spirits that move the market and would be more likely to look at a stable market price for the issue beyond the day of issue in determining whether or not the issue was under or overpriced.  In this context it will be far more difficult for issuers and investors to determine whether a mispricing was market related or indeed firm related.  Proposition 2 assumes that investors and issuers are efficient market participators not subject to asymmetric information and this is a stretch. 

Conclusions & Extensions

While we have mentioned potential improvements to Beatty and Ritter's  research design in our summary, there was a suggestion in class that our proposed study of ex ante uncertainty and return in Internet stocks could be extended.  It was suggested that a better measure of ex ante uncertainty would be the volatility of previous IPOs just prior, say one year, to the issue in question.  An ARCH model could be used to test this hypothesis because of the implied autoregressive properties of ex ante uncertainty
.  This measure of ex ante uncertainty is more appealing than Beatty and Ritter's because of its intuitive appeal.  It is more likely that investors judge IPO uncertainty on the grounds of previous IPO uncertainty
 than financial statement information.  Indeed this measure of ex ante uncertainty could be further restricted to particular industries in order to capture industry effects so that the results were not significantly biased and the dataset could be extended
.  While this proposition sounds exciting our base flaw of Beatty and Ritter's paper remains.  That being, expected return remains a construct of the research design rather than an observation from a dataset. 










� The greater is the ex ante uncertainty about the value of an issue, the greater is the expected underpricing.


� See  conclusions for a suggestion of an alternative measure of ex ante uncertainty.


� Figure 1 evidences this bias in the sense that the data set lies mostly above the line.


� Underwriters whose offerings have average initial returns that are not commensurate with their ex ante uncertainty lose subsequent market share.





� It has been demonstrated all too often that markets do not readily disseminate all available information – take the Brieloff critiques for example, consequently it would seem optimistic to infer an innate sensitivity in the market to deviations from expected pricing despite the allowance made with the standardised residuals.


� The autoregressive properties of ex ante uncertainty are implied by the hypothesis and obviously would require testing.


� Hence the autoregressive properties and the justification for using an ARCH model as ARCH models imply autoregressive properties in volatility.


� Beatty and Ritter were restricted in the data they could use due to the "industry effects"  We suggest that these industry effects explain so much of the relationship between ex ante uncertainty and expected return that the framework should incorporate, rather than exclude these effects.
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