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Not for quotation; comments welcome

Underwriting Profit, IPO pricing and Initial return

Lee, Jong-Ryong and Sung Wook Joh

Abstract

This paper examines how the underwriter’s pricing strategy affects an IPO
stock’s offer price and initial return. High offer price often leads to higher fee to
underwriters. As an underwriter is often required to support the IPO stock when it is
traded below its offer price, the underwriter has an incentive to lower the IPO price to
reduce the risk of the price falling. An underwriter tries to maximize its profit, namely
its underwriting fee net of expected costs associated with the downside risk. The cost is
measured through the value of the put back option that individual investors can exercise
when the price falls below a certain level. We estimate a possible optimal price as
follows. The underwriter fee schedules are based on the number of shares to be issued
and investors’ demand information. Following Lee and Joh (2007), the put back option
values are calculated from the stocks’ price risks based on the portfolio variance of
matching firms in the same industry. Compared with the price that maximizes the
underwriter’s profit based on the above procedure, we estimate whether an offer price is
set at a discount or a premium. We also examine whether this discount or premium
affects the initial returns of the IPO stocks. Empirical results using Korean IPO stocks
show that on average IPO stocks are offered at a discount and that initial rates of return
are positively related with discounts.

Keywords. Initial public offering (IPO); Underwriting profit; Risk avoidance; Put back option; IPO

pricing
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Bid 207 4.470 0.881 6.700 0.000
BidIN 207 5.653 1278 7975 0117
uSize 207 13.046 1198  15.087 9.154
REPUTATION 207 7.908 5.797 28 1

PBR 207 24.721 35.324 89.762 0.178
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X 42 BEAA G FR/EFEA ] gt 3 FRA Aifojrt, RES FUFSAAIG(H A,
T8 2003 1085-H 2006 12974 AGtFEF FolA SARFITETFE AL
TET 2070|th Al Fadk S wek Aol BEeA] T]EeTh K wx wkxis
Z}7} o) 90%, 95%, 99% A o EAI A f-o]AS o sttt

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7

Intercept 25233  -34950  19.036  27.910  36.404  39.080  33.631
(-1.560)  (-1.610)  (0.580)  (0.910)  (1.110)  (1.270)  (1.360)
LOGPRO 3711%*  4.392%* 1.086 0.164 -0.140 -0.652 -0.312
(2.400)  (2.350)  (0.470)  (0.070)  (-0.060)  (-0.280)  (-0.160)
IPOAge -1.865 -1.329 -1.700 -0.927 -1.143 -0.677
(-0.740)  (-0500)  (-0.640)  (-0.350)  (-0.430)  (-0.260)
IPONUM -0.540 -0.687 -0.924 -1.019 -1.191 -1.240
(-0.450)  (-0560)  (-0.760)  (-0.850)  (-0.990)  (-1.040)
ROA 22860 18706 12116  11.960  12.966  13.064
(1560)  (1.200)  (0.770)  (0.770)  (0.840)  (0.860)
BS 1.252 1.143 0.799 1.043 0.462 0.662
(0.590)  (0.530)  (0.380)  (0.500)  (0.220)  (0.320)
MKT 27.778 -8.802 7621  -33.452  -20.894
(0.260)  (-0.090)  (0.070)  (-0.330)  (-0.200)
Ex 3.075 1.777 1.931 -0.444 -0.133
(0.540)  (0.320)  (0.350)  (-0.080)  (-0.020)
VF 1.044 1.430 1.085 1.741 1515
(0.310)  (0.440)  (0.330)  (0.540)  (0.470)
Bid -4.975%%  -4.710%* -5225%%*  _5044%* -4,.899%**
(-2.520)  (-2.390)  (-2.690)  (-2.590  (-2.600)
uSize -0.006 -0.136
(0.000) (-0.110)
REPUTATION -0.392 -0.234 -0.271
(-1.510) (-0.880)  (-1.070)
PBR 0.097**  0.093**  0.086**  0.084**  0.089**
(2.470)  (2.360)  (2.200)  (2.170)  (2.440)
FIXED -10.586%**  -9.699%*  -9.564**

(-2.720)  (-2.420)  (-2.490)

1 FaavaY o aa g FaaYaYal oa0a oa0c PN WY

o o~
auy. TNTOY V. UJJ V.UZT V.UTJ V. UUJ U. ITUZ U. LUV U.LZU




32
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BEoA 71E3th, «, wx, wxxs 212 5T 90%, 95%, 99% A Y] FTAA

Model1  Model2 Model3  Model4 Model 5 Model 6  Model 7
Intercent 33.441 -9.183** -82.739* -107.188** -85.501*-106.631**  -23.735
(0.870)  (-0.190) (-1.660)  (-2.300) (-1.680) (-2.260) (-1.630)
LOGPRO 1.491 3.870 5441  7.733** 5.636 7.691*
(0.410) (0.950) (1.370) (1.950) (1.400)  (1.930)
IPOAge -0.204 4.239 4.450 2.833 4.317 2.861
(-0.030) (0.720) (0.820) (0.530) (0.790)  (0.530)
IPONUM -1.111 -0.901 -0.877 -0.637 -0.800 -0.661
(-0.390)  (-0.340) (-0.360)  (-0.260)  (-0.330)  (-0.270)
ROA 18.297 -5.713 -0.450 -1.023 -0.537 -0.979
(0.530) (-0.170) (-0.010)  (-0.030)  (-0.020)  (-0.030)
BS -0.862 -3.709 -2.017 -2.591 -1.948 -2.620
(-0.170)  (-0.790)  (-0.470)  (-0.610) (-0.450) (-0.610)
Mb1 2.511%**  2274%** D 316*** 2.267*** 2.318*** 2.269***
(5.790) (5.610) (5.750) (5.570)  (5.730)  (5.680)
Ex 17.568 14.353 14.070 14.762 13.930
(1.410) (1.260) (1.250) (1.280)  (1.220)
VF -2.261 -2.890 -2.296 -2.948 -2.268
(-0.310)  (-0.440)  (-0.350) (-0.450) (-0.340)
BidIN 10.803*** 11.049*** 10.810*** 11.048*** 11.535***
(4.500) (4.680) 4.490)  (4.670)  (5.020)
uSize 0.137 0.157
(0.050) (0.060)
REPUTATION 0.863 0.874 0.579
(1.640) (1.620)  (1.190)
Discount/Premium -0.412***  -0.376** -0.404** -0.379** -0.330**
(-2.620)  (-2.390) (-2.520) (-2.370) (-2.130)
FIXED 2.211 -0.755 -1.959
(0.270)  (-0.090) (-0.240)
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