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Thisaritcleinvestigatestheimpact of fundamentals of initial public offering
(IPO) firms on two categories of investors, large and small investors. In the
decision to purchase IPOs, the demand by large investors is positively
associated with earnings yield, firm size and underpricing, and negatively
associated with book-to-market ratio. Large investor demand is higher for
issues denominated in the local currency (Singapore dollars) than issues
denominated in foreign currencies. In contrast, the demand by small investors
is negatively associated with earnings yield, firm size and underpricing. Small
investor demand is aso lower for issues denominated in Singapore dollars than
issues denominated in foreign currencies (JEL: G14, G32, M41).
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|. Introduction

This article examines whether investors demand for initia public
offerings (1POs) isdetermined by thefundamental sof thefirm. During
timesof IPOfervor, itisoften questioned whether retail investorstake
thecompanies fundamental sinto account before participatingininitial
publicofferings. For instance, optimistic market sentimentin Singapore
at theend of 1996 droveinvestorsto pumpin $1.83billion of application
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moneysfor only $82.52 millionworth of sharesavailablein 1997’ sfirst
fivepublicoffers(The Straits Times, January 27, 1997). ThisIPOfever
isin stark contrast to the situation six months earlier where several
issueswere undersubscribed and closed at discountstotheir offer price
at the close of the first trading day.

Theearningsnumber hasbeen shown to possessinformati on content
by articlesthat examineinvestor reaction viathe share price (example,
Ball and Brown, 1968), and via volume of trading (example, Beaver,
1968). Thepricetest reflectschangesin the expectations of the market
asawholewhilethevolumetest reflects changesin the expectations of
individual investors(Beaver, 1968). Recent articlesusing thepricetest
show that valuation of initial public offeringsispositively associated with
theearningssignal (Feltham, Hughes, and Simunic, 1991; Clarksonand
Simunic, 1994). The price test is one approach to examining the
information content of the earnings number in the prospectus of new
issues. The alternative approach to examining information content of
earningsof companiesapplyingfor listingisthesharevolumetest. This
article adopts this approach in examining the impact of earnings and
other fundamentals on demand for new shares by investors.

Unlike other markets, most of the application schedules for new
issues by various categories of investors are publicly available for
companies applying for listing on the Stock Exchange of Singapore
(SES). The demand for new issues can be constructed from these
application schedules. Usingthesedata, thisarticleexaminesthefactors
that influence the demand for new share issues in Singapore with
reference to two broad categories of share applications — the
applications for small lots, and the applications for large lots. These
application sizes proxy for small and large investor demands,
respectively.  Specifically, this article investigates whether the
relationship between fundamentals and small investors' demand is
different than that between fundamentalsand largeinvestors’ demand.

The results indicate that the demand for 1PO shares by small
investors is negatively associated with earnings yield, firm size and
underpricing. Small investors also have a lower demand for issues
denominated in the local currency (Singapore dollars) than issues
denominated in foreign currencies. In contrast, the demand for PO
sharesby largeinvestorsispositively associated with earningsyidld, firm
size and underpricing, and negatively associated with book-to-market
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ratio. Largeinvestorshave ahigher demand for issuesdenominatedin
Singapore dollars than issues denominated in foreign currencies.

Thisarticleisorganized asfollows:. section |1 discussesthelisting
requirements and institutional features of the Singapore I1PO market.
Section |11 reviews theoretical models of initial public offerings and
factors related to valuation. The hypotheses are in section 1V and a
detail ed description of the dataand methodol ogy iscontained in section
V. Section VI presents the test results and findings. Section VII
contains the conclusion.

Il. Institutional Features

This section presents some of the key features of the listing
requirements and institutional features of the Singapore PO market.
Thesearedescribedin considerabledetail in Kohand Walter (1989) and
Lee, Taylor and Walter (1996). Public companiesin Singaporearelisted
on one of two boards: the Main Board or Sesdaq (Stock Exchange of
Singapore Dealing and A utomated Quotation). Firmsseekinglistingon
theMain Board of the SES must fulfil certain criteria. They must have
been in operation for at |least five years, show profitsin the last three
years, disclose past and futuredividends, show healthy working capital,
debt-equity ratio and asset backing. Thelisting requirementsfor Sesdaqg
arelessstringent thanthosefor theMain Board. Sesdag consistsmainly
of small and medium-sized companies that do not have the requisite
record to qualify for the Main Board. A Sesdag company can apply to
be upgraded to the Main Board after two years if it meets the
requirements for the Main Board.

Thefirm commitment method isusedinunderwritingin Singapore.t
Thefirmthat invitesthe publicto apply for itssharesmust statethe offer
priceintheprospectus. Asof 1991, firmsmay chooseto offer aportion
of their shares under the Dutch auction system.? This alows
professional investorsto pricetheir applicationsfor therequired number
of sharesaccordingtotheir valuation. However, thesefirmsthat choose
the Dutch auction systemmust still set asideasignificant proportion of

1. The other underwriting method is the best efforts method.

2. SeeAsian Finance, October 15, 1991, pp. 46, 48.
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the issue based on a predetermined price for subscription by small
investors.

In the event that the share issueis oversubscribed, the underwriter
will alocatethe sharesin an even-handed manner to al shareapplicants.
Underwritersdo not allocate sharesto preferred clientsaspractised in
the United States, whereoffer pricesarebased onindicationsof interest
madeprior totheissue (Hanley and Wilhelm, 1995). In Singapore, share
applications are grouped in ranges according to the number of shares
applied for. For each range, the underwriter then designates the
balloting ratio, and the number of shares to be allotted for each
successful application. The balloting ratio for each range is the
probability of successthat each application will be allotted the shares.
All applicants for a particular number of sharesin an initial public
offeringhavean equal probability of receivinganallocation. New rules
set by the SESin 1990 require at |east 30 percent of the sharesinanew
issueto bealocated to “ small” applicants, that is, those who apply for
500 to 10,000 shares.®> This rule creates a bias in favour of small
investors as evident in Koh and Walter (1989) and Lee, Taylor and
Walter (1999). Koh and Walter (1989) show that the probability of
receiving an all ocation of sharesfor a1,000-share application (0.35) is
morethantwicethe probability of success(0.16) when 1 million shares
areappliedfor. Lee, Taylor and Walter (1999) find that application and
allocation proportionsdiffer acrossthefour classesof investors. Based
on their sample, large investors who applied for 250,000 shares and
above, on average, account for approximately half the applications
though they are allocated only 28 percent. In contrast, small investors
who applied for 1,000 shares constitute an average of 12 percent of the
applications, but they receive an average of 32 percent. Their results
show that inferencesdrawn from an analysisof theall ocation decisions
are in stark contrast to those arising from the application patterns.
Therefore, total underlying demand may not be evident from the
alocationdata. Theimplication isthat theunderlying demandismore
accurately reflected intheinvestors' application strategiesrather than
in the allocation patterns determined by the underwriters and issuers.

Details of the rationing process, which is conducted by way of a
publicballot, arepublicly disclosed for mostinitia publicofferings. This

3. SeeBusiness Times, February 22, 1990.
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disclosureallowsfor the estimation of thedemand schedule, andfor the
researcher to observe the application pool for an issue. This article
employs 63 initial public offerings with sufficient disclosure to
reconstruct the application proportions based on the estimated demand
for two groups of investors classified as small and large according to
share application size.

[11. Literature Review

Aninitial public offering involves four groups — the issuing firm, the
underwriter/investment bank, the initial buyers and the larger set of
investorsinthesecondary market. Thesegroupshavevaryingamounts
of information regarding the issuing firm. It may be the case that the
issuer has better information on the value of the security than do the
investorsor underwriters (example, Downesand Heinkel, 1982; Ritter,
1984; Hwang, 1988). Alternatively, it may be the case that the
underwriters possess information superior to the issuer and investors
(example, Baron, 1982; Rees, 1987). It may also be the case that the
most important informational asymmetry may arise within a market
group rather than between different groups (example, Rock, 1986).
Thatis, investorsaredifferentiated by their level sof information about
the true value of theissueinto “informed investors’ and “ uninformed
investors’, with the former having perfect information. Asaresult of
thisasymmetry, informedinvestors competewith uninformedinvestors
only for “good” issues, creating adverse selection in which the
probability of obtaining sharesin®bad” issuesishigher for uninformed
investors. Thisadverse selection proposed by Rock (1986) isanayzed
by Ritter (1984), Beatty and Ritter (1986), Koh and Walter (1989),
Carter and Manaster (1990), McStay (1992), Keloharju (1993) and Lee,
Taylor and Walter (1996; 1999).

Thisinformation asymmetry createsuncertainty intheinvestor who
will then tend to underpricetheissue. Baron (1982), Rock (1986) and
Grinblatt and Hwang (1989) present models that suggest a positive
relation betweenthe degree of investor uncertainty over issuevalueand
the extent of underpricing. Empirical evidence between value
uncertainty and underpricingisprovidedin Ederington (1974), Bear and
Curley (1975), Beatty and Ritter (1986), Miller and Reilly (1987),



138 Multinational Finance Journal

Johnson and Miller (1988), and Carter (1992). Firms may also use
underpricingasasignal of quality (Welch, 1989). However, Garfinkel
(1993) does not find evidence to support the signaling hypothesis.

Whileunderpricing of anissueisrelated to uncertainty, thevaluation
of the security is also related to the fundamentals of the firm. Since
Graham and Dodd's (1934) seminal work on determining the
fundamental worth of acompany, various articles have examined the
link between accounting numbersand valuation. For example, Ball and
Brown (1968) demonstrate the usefulness of accounting income by
showing the association between the accounting income number and
stock price. Ou and Penman (1989) show that current accounting
numbers can be used to predict the probability of thedirection of future
earnings, and thisprediction of future earningsisassociated with future
returns. Chan, Hamao and L akonishok (1993) examinetherel ationship
between four fundamental variables and expected returns in the
Japanesestock market. Thefour variablesareearningsyield, cashflow
yield, size (market capitalization of equity) and book-to-market ratio.
They find that the book-to-market ratio and cash flow yield are
associated with expected returns.

Prior research examinesthelink between thevalue of securitiesand
fundamentals of the firm (the price test). This article extends prior
research by usingthevolumetest oninitial publicofferings. Thatis, this
article examines the link between demand for new issues and
fundamentals of the firm.

V. Hypotheses

To test the effect of fundamentals on the demand for new issues, this
articleemploysthreevariablesin Chan, Hamao and L akonishok (1993),
namely, earningsyield, firm size and book-to-market ratio.* If certain
fundamental sexhibit greater power in explaining stock (initial) returns,
it is expected that there would be the same directional relationships
between ‘fundamental's and expected return’ and ‘ fundamentals and

4. The test for cash flow yield is omitted as cash flow per share is highly correlated
with earnings per share (correlation coefficient of .97). The high correlation is predictable
as cash flow per share is defined simply in the company prospectuses as earnings per share
add depreciation (per share).
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demandfor new issues'. It isexpected that informed demandfor initial
public offeringswould be stronger for firmswith higher earningsyield
and book-to-market ratio, and weaker for larger firms. This
understanding of the fundamentals is expected of the institutiona
investors. Institutional investor demand isnot observablein Singapore,
and in this article large investor demand is used as a proxy for this
variable.

While it might be expected that institutional investors would base
their investment decisions on analysis of the fundamentals of thefirm,
itisoftenreported inthe Singapore pressthat retail (or small) investors
donot pay enough attentionto thefundamentals. Thisarticleexamines
theobservation of market analystswho suggest that fundamental sdo not
influencethe demand of retail (or small) investors. Investor identity is
not observable, and hence retail investor demand is proxied by small
investors. If small investors are not aware of the fundamentals of the
IPOfirms, their demand for sharesinthe PO firmswill not be affected
by earnings yield, book-to-market ratio, and firm size.

One other factor that may influence the demand for the shareissue
isunderpricing. Rock (1986) arguesthatinaninitial public offering, the
well-informed investorsparticipatein thegood (underpriced) i ssuesbut
withdraw fromthe bad (overpriced) issues. Consequently, uninformed
investors are disadvantaged in that they get asmaller proportion of the
good issues, but alarger proportion of the bad issues. Rock showsthat
initial public offerings must be underpriced to attract uninformed
investors to the issue. In the analysis, underpricing is included as a
control variable.

Following the discussion presented earlier, it is hypothesized that
large investors engage in some sort of fundamental analysis as huge
capital isrequired upfront whenthey apply for largeamountsof shares.
Incontrast, small investors pay littleattention to fundamentalswhen they
apply for shares. Thisis especially true when the market for initial
public offeringsishbullish, and everyone hopesto make quick profitsout
of this "IPO fever". This article next compares the extent to which
fundamentals impact the purchasing decisions of large and small
investors. Thus, itishypothesized that the associati on between demand
andthefundamental variables (earningsyield, book-to-market ratio and
firm size) is different between large and small investors.
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V. Data and Resear ch M ethodology

A. Sample

Thesampleconsistsof 63initial public offeringslistedonthe SESMain
Board and Sesdag from January 1993 through January 1997. During
this period, there were 111 initial public offerings. Forty-eight initial
public offeringsareexcluded fromthe samplefor thefollowing reasons:

Six initial public offerings were undersubscribed and they did not
provide sufficient details to allow for the demand schedule to be
reconstructed.

A further 14 initia public offerings were oversubscribed but there
wereinsufficient detail s disclosed to estimate the demand from the
application patterns.

Theremaining 28initial public offeringseither offered 1000 or 5000
sharesfor subscriptioninthe Fixed Price category which prohibited
the reconstruction of the demand schedule for the two classes of
investors used in this article.

There were 12 issuesin foreign currencies. Out of these 12, 11 of the
issues were priced in US dollars and one was denominated in HK
dollars. Forthe63initial publicofferingsincluded inthesample, there
wassufficientinformationto estimate thetotal demand schedulefor the
issue, according to the size of applications.

The data sourcesinclude company prospectus, company files, SES
Journals and The Straits Times. The company files are manually
searched to extract detail s pertaining to application patterns and actual
number of sharesthat areavailablefor the public, after excludingthose
shares that are reserved for the employees and business associates of
theissuing companies.® Detailsregarding each firm’ sfundamentalsare
obtained from the company prospectus. These include historical
earnings per share (EPS), book value of assets, book value of equity,
offer price and issue size (in number of shares) of the initial public
offering. Thefirst day’sclosing price and the SESAll-shareindex are
obtained from SES Journals and The Straits Times.

5. Typically, approximately ten percent of the shares offered are reserved for priority
allocation.
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B. Regression Models

The following regression models are used to examine the factors
affecting large and small investors' demand for initial public offerings:

di,y=ﬁ0+ﬁlE/Pi + 3,109 SIZE, + B, B/Mi

(1)
BUNDPRC, + B,OFFTYPE, +¢,
and
di,y =B+ B E/P| + 3,109 SIZE; + B, B/Mi )
2
B,LTGAIN, + B.OFFTYPE, +¢
where
d, Application proportion for company i’s initial public
offering by each defined category of investorsexpressed
as a percentage of the total demand; y = small, or large
investors respectively.
E/P, Earningsyield of company i measured by itsearnings per

share divided by issue price per share.

logS ZE; Size of company i measured by the logarithm of itstotal
assets.

B/M, Book-to-market ratio of company i measured by the book
valueof itsequity (including paid-in capital and reserve
accounts) per share divided by itsissue price per share.

UNDPRC, Underpricing of company i given by the closing price on
thefirst day of listing minustheissuepricedivided by the
issue price.®

OFFTYPE; Issuetypeof companyi’sinitia publicoffering; indicator
variablewiththeva ue onerepresenting aSingaporedollar
denominated issue and zero for a foreign currency
denominated issue.

LTGAIN,  Cumulative abnormal returns over 36 months from the

6. Expectation of underpricing is not observable at the time investors apply for
shares. For the purpose of this article, investors expectation of underpricing is measured
by realized underpricing.
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first month of listing.

This article examines two classes of investors according to their
application sizes, namely small andlarge. A small investor isdefined as
one who applies for less than 10,000 shares (or 10 lots), and alarge
investor isonewho appliesfor 100,000 shares(100lots) or more. This
article does not make any hypothesis about the class of investors who
apply for 10,000 sharesand above but lessthan 100,000 shares(10t0 99
lots), that is, the medium investors. The demand by the two classes of
investors is estimated from the application schedule provided. Lee,
Taylor and Walter (1999) describe the method of estimating investor
demand intheir appendix. Theformulation for demand obtained from
Lee, Taylor and Walter (1999) is given below:’

_ AP xASxIB xLR

Di
NA
where
D, the demand for shares within the rangei,
AP, the percentage of total shares allocated to investors with

applications within the rangei,

AS the number of shares available to the public for subscription,

IB, the inverse of the balloting ratio for applications within the
rangei,

LR the low point of the application rangei, and

NA thenumber of sharesallotted per successful applicationwithin
therangei.

The share allocation for a sample firm, Jade Technologies Singapore
Limited sinitia public offering is given in the Appendix.
VI. Resultsand Findings

A. Descriptive Satistics
Panel A of table 1 presents descriptive statistics of the 63 initial public

7. The notation and definition for the formulation for demand follow those in Lee,
Taylor and Walter (1999).
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TABLE 1. Descriptive Statistics of Fundamentals of the Sample Firms
Variables Mean Std. Dev. Median Min Max

A. All Firms (observations = 63)

Earningsyield .085 .033 .090 .014 244
Total assets (S$' 000) 74,983 92,120 48,322 6,812 489,532
Shareholders’ equity 30,102 46,465 16,555 2,816 336,590

(S$'000)

Book-to-market .347 .183 312 .094 1.152
Underpricing .3665 .3491 .2525 -.0882 1.3123
Issue size (in millions) 35.962 29.808 23.900 2.640 135.000
Issue price (S3$) .79 .76 .60 .25 4.16

B. Singapore $-denominated Firms (observations = 51)

Earningsyield .078 .026 .079 .014 129
Total assets (S$ 000) 51,495 52,475 29,797 6,812 241,190
Shareholders’ equity 17,913 13,424 14,097 2,816 57,695

(S$'000)

Book-to-market .350 179 .315 .094 1.152
Underpricing .3841 .3434 .29 -.0882 1.2133
Issue size (in millions) 32.692 26.825 22 2.640 120.545
Issue price (S3$) .55 17 .55 .25 .90

C. Foreign Currency-denominated Firms (observations = 12)

Earningsyield 112 .045 101 .065 244
Total assets (S'000) 174,810 147,940 103,880 45,905 489,532
Shareholders’ equity 81,902 87,942 52,455 16,555 336,590

(S$'000)

Book-to-market .333 .207 291 .140 .900
Underpricing .2848 .3807 2124 -.0645 1.3123
Issuesize (in millions) 51.121 38.919 43 75 135.000
Issue price (S$) 1.80 131 117 54 4.16

Note: Earnings yield= Earnings per share divided by issue price; Total assets = Fixed
assets + Current assets;Shareholders’ equity = Shareholders' Capital + Reserves + Retained
Earnings; Book-to-market = Book value of equity per share divided by issue price per share;
Underpricing = (First day closing price — Issue price)/ Issue price, Issue size = Number of
shares offered in initial public offering.

offeringsusedinthisarticle. Tablel, panelsB and C present descriptive
statistics for the sub-samples of Singapore $-denominated firms and
foreign currency-denominated firms, respectively.
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TABLE 2. Descriptive Statistics of Application Proportionsby Typeof Investor
Categories for the Sample of 63 Initial Public Offerings That Were
Listed on the SESMain Board and Sesdaq between January 1993 and
January 1997

Investor Mean Std. Dev. Median Min Max

A. All Firms (number of observations = 63)

Small 17.50 12.28 13.04 2.99 52.59
Medium 21.40 9.17 21.57 3.59 59.80
Large 61.10 17.07 64.10 19.24 91.76

B. Singapore $-denominated Firms (number of observations = 51)

Small 16.32 11.80 11.66 2.99 52.59
Medium 21.74 9.25 21.57 3.59 59.80
Large 61.94 16.53 65.99 25.19 91.76

C. Foreign Currency-denominated Firms (number of observations = 12)

Small 22.51 13.53 21.98 248 47.92
Medium 19.95 9.06 19.47 .048 32.84
Large 57.54 19.59 61.97 19.24 80.65

Note: All statistics are represented as percentages. Small investors are defined as those
who apply for 1,000 to 9,000 shares. Medium investors are defined as those who apply for
10,000 to 99,000 shares. Large investors are defined as those who apply for 100,000 shares
or more. Proportion for investor group

_ Estimated number of shares applied by group y* 100%
Total number of shares applied for in initial public offering

y being small, medium or large investors.

Table 2 presents the descriptive statistics of the share proportions
applied for by the three categories of investors (small, medium and
large) based on application size. It isobserved that on average, small
investorsrepresent 17.5 percent of thetotal applicationsalthough they
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would beallotted at |east 30 percent® of thetotal sharesavailabletothe
public. Mediuminvestorsaccount for 21.4 percent of theapplications,
and large investors 61.1 percent. The substantial differences in
application and all ocation proportionsmay giveriseto afal se picture of
therea demandfor initial public offerings. Henceinthisarticle, demand
ismeasured by application proportionsinstead of alocation proportions.
Onaverage, thedemand by small investorsismorevolatileascompared
tothelargeinvestors. Thecoefficient of variationis.686 for demand by
small investors(standard deviation of 12 percent, mean of 17.5 percent)
and .278 for demand by large investors (standard deviation of 17
percent, mean of 61.1 percent). Table 2, panels B and C present the
descriptivestatistics of the share proportion applied for by small, medium
and large investors for the sub-samples of Singapore $-denominated
firmsand foreign currency-denominated firms, respectively. Thedata
also showsthat small investorsexhibit agreater preferencefor foreign
currency-denominated issues than large investors.

B. Impact of Fundamentals and Underpricing on Investor Demand

First, thefactorsthat explain largeinvestor demand are analyzed. The
resultsof themultipleregression analysisof the application proportions
for large investors on earnings yield, firm size, book-to-market ratio,
underpricing, andissuetypeare presentedintable 3. Thecoefficienton
earningsyield, p;,is1.7485 (t-statistic=2.18). Thecoefficientonfirm
size, f3,,,1s.053 (t-statistic = 2.39). The coefficient onbook-to-market
ratio, f;,, 1Is—0.2467 (t-statistic = —2.02). Underpricing is positively
related with large investor demand; §,, = 0.2917 (t-statistic = 5.51).
Largeinvestor demandispositively and significantly associated with the
currency denominator; S5, =.1369 (t-statistic = 2.30). Tosummarize,
largeinvestors applicationfor PO sharesispositively associated with
earnings yield, and negatively associated with book-to-market ratio.
Largeinvestor demand for IPO sharesishigher for bigger firms, when
there is underpricing, and for local denominated issues.

Next, the model for small investor demand is examined. Table 3
showsthat the coefficient on earningsyieldissignificantly negative; 5,

8. The revised alocation/balloting ratio that came into force in February 1990 is in
line with SES's move to diversify share ownership in favor of small investors. See Business
Times, February 22, 1990.
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TABLE 3. Multiple Regression of Investor Demand on Fundamentals of Firm
and Underpricing

Variables Large Investors Small Investors
Intercept —-6024 1.0035***
(-1.4) (3.55)
E/P 1.7485** —1.6627***
(2.18) (-3.17)
logSZE .053** —.0312**
(2.39) (-2.14)
B/M —.2467** 0.1013
(-2.02) (1.27)
UNDPRC 2917 ** —1571***
(5.51) (—4.49)
OFFTYPE .1369** —1477***
(2.3) (-3.77)
Adjusted R? 373 4017
F-statistic 8.259 9.058
number of observations 62 61

Note: *Significant at the 10% level in a two-tailed test. **Significant at the 5% level
in atwo-tailed test. ***Significant at the 1% level in a two-tailed test. The regressions are
based on remaining observations after deleting observations that have missing values and
outliers (those with an absolute value for the studentised residual greater than three or Cook’s
distance measure greater than one). The model estimated is:

d;,=Bo+f,E/P+f,109S ZE+5:B/M;+5,UNDPRC+5OF FTYPE +¢

=-1.6627 (t-statistic= —3.17). Thecoefficientonfirmsizeisnegative
and significant; f, sis—0312 (t-statistic = —2.14). The coefficient on
book-to-market ratio isnot significant; f;5is.1013 (t-statistic = 1.27).
Thenegative coefficientson earningsyield and firm size suggest that the
small investors are utilizing the information differently than large
investors. The non-significant coefficient on book-to-market ratio
suggeststhat small investorsdo not pay attentionto thisfundamental of
the PO firms when applying for IPO shares. Theresultsindicate that
underpricingisnegatively associated with small investor demand. The
underpricing coefficient, §, s=—1571 (t-statistic=—4.49) issignificant
at the 1 percent level. The coefficient on currency denominator is
significantly negative; f; s=—1477 (t-statistic=—-3.77). Small investor
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demand is associated with less underpriced issues, consistent with
Rock’s (1986) model of winners' curse. Empirically, Michaely and
Shaw (1994) show that underpricingissignificantly lessinthe | POs of
Master Limited Partnerships because they draw few institutional
investors, and hence are perceived to be subjected less to the adverse
selection problem. Finally, small investors' application for sharesis
lower for local denominated issues than foreign denominated issues.

Theearningsyield coefficientsfor largeand small investor demand
areoppositeinsigns. New issueswith high earningsyield attract large
shareholders. Theoppositeistruefor thesmall investorswhosedemand
is directed toward issues with lower earnings yield.

Thefirm size coefficients for large and small investor demand are
also oppositein signs. Largeinvestorsapply for more sharesin larger
firms. Small investors' applicationsarehigher for sharesinsmall firms.

Thecoefficientsfor underpricingin both regressionresultsfor large
and small investorsarestatistically significant but of oppositesigns. This
is consistent with past empirical results that arelation exists between
demand responsiveness and expected underpricing (example, Rock,
1986; Koh and Walter, 1989; Lee, Taylor and Walter, 1996; 1999).
Demand by largeinvestorsispositively and significantly associated with
underpricing. On the contrary, the evidence suggests that small
(uninformed) investors appear to concentrate more of their demand on
issues that have less underpricing.

The offer type coefficient is also opposite in signs for the two
categories of investors. Large investor demand is higher for local
denominatedissues, but small investor demandisproportionately higher
for foreign denominatedissues. It appearsthat earningsyield, firmsize,
underpricing and offer type are maj or determinantsof demand for new
issues.

C. Impact of Fundamentals and Long-term Gains on Investor
Demand

Inthisspecification, underpricing (UNDPRC) isreplaced by long-term
gains (LTGAIN) asin equation 2. Table 4 shows that the demand of
largeinvestorsisnegatively and significantly associated with long-term
returns, f,, = —0593 (t-statistic = —2.31). The demand of small
investorsfor IPO sharesispositively and significantly associated with
36-month cumulativereturns, 5, s=.0315 (t-statistic=2.13). Theresults
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TABLE 4. Multiple Regression of Investor Demand on Fundamentals of Firm

and Long Term Performance

Variables Large Investors Small Investors
Intercept —.0428 .7205**
(—.08) (2.38)
E/P 1.1821 —1.3162***
(1.38) (-2.68)
logSIZE .028 -.0187
(1.02) (-1.17)
B/M —-.0821 —-.0102
(—.56) (-12)
LTGAIN —.0593** .0315**
(-2.31) (2.13)
OFFTYPE .1375* —.1496***
(1.85) (-3.48)
Adjusted R? .0814 2746
F-statistic 2.010 5.240
number of observations 58 57

Note: *Significant at the 10% level in a two-tailed test. **Significant at the 5% level
in atwo-tailed test. ***Significant at the 1% level in a two-tailed test. The regressions are
based on remaining observations after deleting observations that have missing values and
outliers (those with an absolute value for the studentised residual greater than three or Cook’s
distance measure greater than one).The model estimated is:

d;y=Bo+p:E/P+f,10g9 ZE+5:B/M+5,L TGAIN+5;OFFTYPE +¢£

are interestingly different to the results for underpricing. It would
appear that demand for PO shares by small investors is impacted
negatively by the degree of initial underpricing but positively by long-
term gains, whiledemand by largeinvestorsisaffected in the opposite
way. These contrasting results may be explained by the negative
correlation between underpricing and long-term gains (r = —.1459). If
large investors are primarily interested in earning high initial returns,
then, giventhe negative correlation of underpricingandlong-termgains,
their demand would be negatively associated with issues that have
higher long-term gains.

D. Z-Testsfor Difference Between Population Parameters
It is postulated that, on average, large investors rely more on
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fundamentalsintheir purchasing decisionsof initial public offeringsas
compared to the small investors. This article tests whether the
coefficients on earnings yield, firm size and book-to-market ratio are
different between thelargeand small investors,i.e., fy| # fis B #

Pos and fs) 2 B

The test statistic,
- IBX,L _IBX,S
X 1/2 !
s, Wn+ym)
and
, _Nx§ +mxs
S, =————,
n+rm-2
where

Px.  thebetacoefficientsfor theregression of largeinvestor demand;
x =1, 2, and 3 as defined in equation 1,

Pxs  thebetacoefficientsfor theregression of small investor demand,
x=1, 2, and 3 asdefined in equation 1,

S§*>  theunbiased pooled estimator of the common variance s*

S the standard error of the beta coefficient for the regression of
large investor demand;

S the standard error of the beta coefficient for the regression of
small investor demand;

n the sample size for regression of large investor demand;

m the sample size for regression of small investor demand.

The Z-stetistics for the test of differencesin the coefficientsin table 3
are obtained. The Z-statistic for the test of differences in the
coefficients on earnings yield is 27.592, significant at the 1 percent
level.° Largeinvestors pay more attention to earningsyield than small
investors. The Z-statistic for the test of differencesin the coefficients
onfirmsizeis24.616, significant at the 1 percent level. TheZ-statistic
for thetest of differencesinthe coefficients on book-to-market ratiois

9. At the 1 percent significance level, the null hypothesis is rejected if |Z] > 2.33.
Similarly, at the 5 percent and 10 percent significance level, the null hypothesis is rejected
if |Z] > 1.645 and |Z| > 1.28, respectively.
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—18.570, significant at the 1 percent level. It is expected that large
investors demand would be more positively associated with book-to-
market ratio than small investors demand, but the results show
otherwise.

VI1I. Conclusion

Companies applying for listing on the Stock Exchange of Singapore
(SES) routinely providedetailsof how the sharesareallocated whenthe
issues are oversubscribed. This disclosure is sufficiently detailed to
allow the application schedule for an initial public offering to be
reconstructed. For asample of 63 initial public offeringslisted onthe
SES between January 1993 and January 1997, thisarticleinvestigates
the factors that may determine the demand for new issues. In
particular, this article is interested in determining whether there are
differencesinthefactorsthat influencethe share application decisions
of small and large investors.

Theresultsof thisarticleprovide someinsightsinto the determinants
that contribute to new issues demand across the different investor
classes. Small investors are defined as those individuals who apply
between 1,000 and 9,000 shares, and largeinvestorsare defined asthose
who apply for 100,000 sharesor more. Theresultsindicate that small
investor demand is negatively associated with earningsyield and firm
size. Theother fundamental, book-to-market ratio, does not influence
thedemand of small investors. Onthecontrary, largeinvestor demand
ispositively associated with earningsyield and firm size, and negatively
associated with book-to-market ratio.

Further, small investor demandishigher for lessunderpricedissues
and issues denominated in foreign currency. The negative relation
between underpricing and uninformed demand (small investor demand)
is consistent with the winners' curse (Rock, 1986). However, small
investor demand ishigher for issuesthat perform well inthelong-run.
The effects of underpricing, offer type and long-term performance on
large investor demand are again in contrast to the results for small
investor demand. The demand of large investors is higher for more
underpriced issues and issues denominated in the local currency.
However, thedemand of largeinvestorsisnegatively related with long-
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term performance of the IPOs.

Tosummarize, thefindingsbear twointerestingimplications. First,
large investor demand is higher for issues that have higher earnings
yield, higher underpricing, but performlesswell inthelong-run. Small
investors take the opposite view on earnings yield, and they apply for
stocks that are underpriced less but do better in the long-run. It is
expected that earnings performancewoul d be positively related withthe
long-term equilibrium pricesof stocks, but anintriguing observationisa
relation in the opposite direction.

Second, the negative relation between underpricing and small
investor demand corroborates Rock’s (1986) model, and thefindingsin
Koh and Walter (1989). This implies subsequent allocation of
underpriced shares is lower to small investors as shown in Koh and
Walter.

APPENDIX. Share Allocation for a Sample Firm

Range of offer Shares alloted Percent of total
shares applied Balloting per successful shares available
for(* 000) ratio application (* 000) to the public
1 2:50 1 21.50
2t09 3:50 1 38.95
10to 49 4:50 1 23.80
50to 99 5:50 1 3.60
100 to 499 5:50 2 7.05
500 to 999 6:50 4 2.10
1,000 to 4,999 6:50 6 2.70
5,000 and above 10:50 12 0.30

100
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