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Ritter looks at returns investors would receive using a three years buy and hold strategy for Initial Public Offerings (IPO's) released in the USA during 1975-1984 after the initial return (IR). This will be compared to other performance measures. Times series analyses was used to further segment the findings.

Previous articles have documented two anomalies of IPO's: (1) the short run underpricing phenomenon, and (2) the 'hot issue' market phenomenon. These returns were studied during the IR of the IPO. Ritter claims a third anomaly, IPO's in the long run (3 years) are overpriced.

These findings are important for investors using investment strategies for superior returns. The findings bring into question:

(1) The informational effeciency of the IPO market. Existing equity holders are maximising their returns at the expense of the new equity holders.
(2) IPO's running as fads.

(3) Bull markets induce larger volumes of IPO's

(4) Low returns to the new equity holders reduce the WACC to the firm.

METHODOLOGY
Sample of 1526 IPO's between 1975 - 1984.

Price set for purchase after the first days trade.

Studied for 36 periods of 21 trading days = Approx 3 years.

Matched to and compared with stocks using comparative industries and size that were not IPO's in the previous 3 years.

DISCOVERY
Long run, IPO's under perform various comparative measures.

WHAT CAUSED THIS?
(1) Risk mismeasurement of the matched stock / comparative measure.

Solution. Explore alternative benchmarks.

(2) Bad luck for new equity holders.

No solution offered

(3) Fads or over optimism.

Solution:  Explore by use of cross sectional and time series data.

SAMPLE

(1) Offer price per share > $1.

(2) Gross proceeds > $1 million (1984 dollars).

(3) Common stock.

(4) Listed on NASDAQ or AMEX - NYSE.

(5) Underwritten by investment banker.

Sample captured 85.1 % of possible IPO's gross proceeds.

FINDINGS
Raw return for IPO's 34.47% / 3 years.

Raw return for matched firms 61.86% / 3 years.

This gave a terminal wealth ratio of 0.831. In the long run IPO's under performed. There is great difficulty in correctly matching pairs, risk, and resolving survivorship bias. Therefore compare IPO returns to other benchmarks. All comparitive measures used out performed the IPO's. The risk measures of IPO's were not adjusted even though new IPO's are inherently more risky than established stocks. The bias was considered economically insignificant, realising a smaller under performance measure of the IPO's. 

To explore the under performance, cross sectional and times series data is used.

'There is some tendency for firms with high adjusted initial returns to have the worst after-market performance. The evidence is mildly supportive of the overreaction hypothesis'(Ritter 1991).

'The negative relationship between annual volume and after-market performance...is consistent with...firms choose(ing) to go public when investors are willing to pay high multiples reflecting optimistic assessments of the NPV of growth opportunities' (Ritter 1991). The subsequent poor performance is consistent with both bad luck, and over optimism.

CONCLUSION
The IPO's investment strategy produced inferior results to other performance measures. Investors were over optimistic with projected IPO's returns. This is not the only security market to experience this phenomena.

'The finding that IPO's under perform, on average, implies that the costs of raising external capital are not inordinately high for these firms' (Ritter 1991). The high transaction costs of IPO's are more than offset by the low subsequent equity costs. Issuers take the window of opportunity available to profit from investors over optimism.

FURTHER STUDY
(1) The under performance shows persistence for at least 3 years. Ritter says from past studies he does not expect the under performance to extend much past 3 years.

(2) A longer study would be able to explore to relationship between returns and high volume years.

(3) What is over priced, the IPO's price or first days trading price? This paper indicates the after market price is too high.

(4) Has survivorship bias been fairly delt with?

(5) Have the correct matched frims been used? Should matched firms be restricted to the same industry? 
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