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ver the last decade, an average of two firms have gone public in
the U.S. each business day, and thousands of additional firms have
done the same in other countries. Most companies start out by
raising equity capital from a small number of investors, with no

: liquid market to accommodate those investors who wish to sell
their stock later. If a company prospers and needs additional equity capital, at
some point it generally finds it desirable to go public by selling stock to a large
number of diversified investors. Publicly traded stock has greater liquidiry,
which allows the company to raise capital on more favorable terms than if it were
privately held.

The pricing of inital public offerings (IPOs) is difficult, both because there
is no observable market price prior to the offering and because many of the
issuing firms have little or no operating history. If the price is set too low, the
issuer does not get the full advantage of its ability to raise capital. If it is priced
too high, then the investor would get an inferior return and consequently might
reject the offering. Investors, moreover, would be unwilling to purchase
offerings from an investment banker with a record of overpriced offerings.
Without accurate pricing, the market could wither as one side or the other is
unsatisfied. Without a healthy market for IPOs, young growth companies would
have only limited access to the public in raising capital.

This article describes recent evidence that indicates that the market has a
great deal of difficulty in valuing these firms appropriately. In particular, there
are three anomalies associated with IPOs: (1) first-day returns that average 10-
15%, (2) cycles in both the volume of new issues and the magnitude of first-day
returns, and (3) long-run underperformance. The empirical evidence on the
pricing of IPOs provides a puzzle to those who otherwise believe in efficient
capital markets. We argue that these anomalies are interrelated in the following
sense: periodic overoptimism by investors creates “windows of opportunity”
during which many firms rush to market, which results in disappointing returns
to long-term investors when the issuers fail to live up to overly optimistic
expectations. In contrast, firms that issue during low-volume periods typically
experience neither high initial price run-ups nor subsequent long-run
underperformance. ,

The above patterns, moreover, are much more pronounced for smaller,
younger companies going public than for their older, more established
counterparts. This finding is consistent with other evidence suggesting ineffi-
ciencies in markets for smaller-cap stocks.

“This article updates our “Initial Public Offerings,” in the Summer 1988 journal of Applied Corporate Finance. It draws
heavily on “Initial Public Offerings™ by Roger G. Ibbotson and Jay R. Ritter in North-Holland Handbooks of Managemenr
Science: Finance and “Going Public,” by Kathleen Weiss Hanley and Jay R. Rinter. in The New: Paigrave Dictionary of Money
and Finance. We thank Prof. Hanley for permission to draw on material from this related work.
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