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Background

As the title suggests, the objective of this particular paper is to investigate how investment bankers use indications of interest from their client investors to price and allocate new issues. It models the process as an auction constructed to induce asymmetrically informed investors to reveal what they know to the underwriter.

This paper begins with two contrary information frictions that affect IPO pricing. One arises because issuing firms are likely to be asymmetrically well-informed about their own business situation. On the other hand, Rock (1986) has suggested another potentially important  informational friction, that is: investors are likely to asymmetrically well-informed about factors outside the issuing firm.

Well, the problem here lies on the fact that it is difficult for underwriter who wish to collect information useful to pricing an issue to obtain information from investors, because investors have no incentive to reveal positive information before the stock is sold. By keeping such information to themselves until the offering, investors can expect to benefit.

To study this, the authors model the pre-market as an auction. The model consists of two stages. In the first stage, they identify sets of rules for translating the indications of interest into an offer price and allocation schedule that will induce investors to disclose positive information by indicating strong interest. Next, they determine the set of rules that yields the best-expected outcome for the issuing firm. In conducting the analysis, they also faced with agency problem between the underwriter and issuing firm. Underwriters tend to prefer maximum presales, whereas issuing firms want to maximise proceeds. To counter this agency problem, they introduce two types of underwriter contract that is, the Firm-Commitment and Best-Efforts. This will be discussed later.

The Model

Benveniste and Spindt proposed a model that the quality of private information gathered and allocations of shares during the pre-market period to determine the offer price. The strength of the model is the assumptions which makes the model more easily understood and more practical. The pre-market, where only regular investors participate, the expected price would be Ph = A – (H – h) (. 

The after-market expected price fully reflects the private and public information gathered from the regular and occasional investors. The expected after-market price is shown to be 


The limitation of the after-market price is (. ( is the effect of occasional investors, this is assumed to have a zero mean. By having a zero mean, occasional investors do not affect the after-market price hence the pre-market price equals to the after-market price hence impractical.

The model, the Offer Price and Allocation schedule, have certain conditions that makes the model fit to reality. These conditions include that the investor speaks truthfully about their revealed information and investors are always rewarded non-negative profits. By disclosing information truthfully investors are compensated with larger portion of a smaller return from the issue. As long as the allocations increase at a rate faster than the rate at which returns decrease, truth tellers will always be better off than liars. If investors lie about giving their information this would reduce their allocations.

The model is empirically tested with two theorems by holding the level of presales constant. The first theorem tests that the underpricing is directly related to the underpricing would occur in states where demand by investors indicating good information exceeds the number shares pre-sold. The empirical evidence from theorem suggests that underpricing: 

1. is directly related to ex  ante marginal value of private information

2. is directly related to the level of presales

3. is minimised if priority is given to orders from investors who indicate good information

4. is directly related to the level of interest in the pre-market.

The authors mentioned that 3 and 4 have not been directly tested yet. The weaknesses of theorem 1 is how private information is valued hence how ( is determined. 

The second theorem suggests that issuing firms have unconditionally higher proceeds by giving priority to regular investors because of underwriters leverage. Investors who take a badly received IPO off the underwriters hand will be rewarded with returns from future underpriced issues. This would improve customer-agent relationship for future issuance of debt or equity.

Firm-Commitment and Best-Efforts contracts

Under the firm-commitment offers, the underwriter purchases all shares not pre-sold at the offer price. This gives investment bankers incentives to sell the entire issue in the pre-market, which they do much of the time. The underwriter’s propensity to pre-sell the whole issue is strongest for firms facing the greatest  ex-ante price uncertainty. Green Shoe provision is introduced to counter this problem.

Another means to counter underwriters’ incentive to wholly pre-sell IPOs is for issuing firms to elect best-efforts underwriting contracts. Unlike the firm-commitment offering, in best-efforts offering, underwriter is not bound to purchase any share unsold. While best-efforts contract contains less incentive for underwriters to pre-sell the whole issues, they also entails greater uncertainty than firm-commitment contracts. Again, to counter this problem, they include what they called minimum-sales-constraint clause, which specifies a threshold quantity of stock that must be sold during the offering period.

There are factors that induce the choice of the contract. First, because underpricing is directly related to the parameter (, which measures the value of investors’ information, firms with high ( will be most adversely affected by underwriters’ incentives under firm-commitment contracts to wholly pre-sell issues.

The second factor influencing the choice of underwriting contract is the risk aversion of the owners of the firm going public. Under a firm-commitment contract, the proceeds of an IPO are guaranteed by the investment banker. Less risk-averse owners are less likely to sell under a firm-commitment contract.

The third factor has to do with the issuer’s financial needs. Some firms go public to raise new funds for expansion. Such firms may require certain minimum levels of proceeds to meet their needs. Firm-commitment contracts can guarantee adequate funds.

Conclusion

The analysis yield a number empirical implications, including that new issues will be underpriced and that distributional priority will be given to an underwriter’s regular investors. They also find that tension between an underwriter’s propensity to presell an issue and an issuing firm’s desire to obtain maximum proceeds affects the type of underwriting contract chosen.
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