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I . Introduction

Using data regarding the stock markets of advanced nations such as US, the UK, France and
Canada, many authors have documented that three anomalies, i.e., underpricing, underperfor-
mance and hot issue market, appear in the new issues markets. Of them, some authors® have re-
cently investigated the underpricing phenomenon of initial public offerings in emerging markets
and then attempted to test empirically theories concerning pricing of initial public offerings using
the data of the developing markets such as Korea, Hong Kong, Malaysia and Singapore. In general,
the extent of underpricing of new issues in emerging markets appears greater than that of the de-
veloped markets.

In fact, most of the existing studies have attempted to examine the underpricing problem of new
issues. But there are a few of studies on the long-term performance of initial public offerings (IPOs).
Using the US IPO data, Ritter (1991) firstly explored the long-run performance of IPOs. And then
Levis (1993) examined the stock price movement of the UK IPOs. Both of them found that the IPOs

were overpriced over the long-term horizon.

* G n o ¢ H g
1) See Dawson(1987) on Hong Kong, Malaysia and Singapore ; Kim, Krinsky and Lee(1993) on Korea ; Koh and
Walter(1989) and Lam(1991) on Singapore ; and McGuinness(1992 and 1993) on Hong Kong.
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Considering this evidence, in this paper we will first focus on investigating the long-run perfor-
mance of initial public offerings in the Korean new issues market. Then we will also examine the
short-run underpricing phenomenon of the Korean IPOs. In comparison with the UK IPOs and the
US IPOs, whether the Korean IPOs exhibit great differences in the magnitude of the short-run
underpricing and show quite different patterns in the price behaviour of IPOs over the long-term
horizon or not will be explored. In particular, the long-run performance of new issues will be exam-
ined through the cross-section and time-series analyses.

The organisation of this paper is as follows. Following the introduction, Section 2 discusses
briefly the previous studies on the aftermarket performance of IPOs in the new issues market. Sec-
tion 3 describes the data and methodology to be used in this paper. Section 4 deals with the empiri-
cal results on the short-run performance of IPOs. Section 5 presents the long-run performance of

new issues through the cross-section and time-series analysis and Section 6 concludes the paper.
I . A Review of Previous Studies on the Long — Term Performance of IPOs

As summarised in Table 1, many studies found that in the short-run the initial public offerings
show the positive excess returns in all the new issue markets. Observing the extent of underpricing
of new issues by country, the advanced countries such as the UK, the USA, France, Canada exhibit
relatively small abnormal return. However in Japan the excess returns realised at the first trading
day show 53.3% and therefore the Japanese new issues are greatly underpriced compared to other
industrialised markets. France which is using tender offers shows little underpricing of new issues.

On the other hand, the magnitude of underpricing of IPOs in the emerging markets, including
Korea, Brazil and Singapore, is greater. Of the developing markets, in Hong Kong the initial public
offerings are offered at less discount price, showing relatively small excess returns of 16.59%. In the
Malaysian stock market displaying the average market adjusted return of around 167%, the shares
of initial public offerings were priced very low relative to the expected market price.

The phenomenon of underpricing of new issues is well documented in numerous studies and then
many authors put forward several theories to explain the underpricing of initial public offerings®.

In the short-term, the shares of initial public offerings are found to be significantly underpriced,
but more recently some studies have focused on examining the long-run performance of the shares
of initial public offerings and have then documented that IPOs underform in the long-term relative
to the overall market or matched portfolio. The results in Table 1 show that IPOs in all markets

2) Winner’s curse by Rock(1986), certification hypothesis by Booth and Smith(1986), asymmetric information hypothe-
sis by Grinblatt and Hwang(1989) and Welch(1989), implicit insurance hypothesis by Tinic(1988).
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Table 1. Summary of Studies on Short-Run and Long-Run Performance of IPOs

Singapore

Study Sample Description Estimated Short — Run Estimated Long - Run
Period Size Underpricing (%) Performance (%)
Kim & Lee(1989) : Korea 1984 - 86 41 37.0 -
Kim, Krinsky & Lee 7/1988 -
(1993) : Korea 3/1990 177 57.54 h
Lim & Lee(1995) : Kore 1980 - 331 47.38 -248(3 )
: a 3/1990 . . years
Buck Land, Herbert & 1965 - 171 297 9.7 -
Yeomans(1981) : UK
Levis(1993) : UK 1980 - 88 712 14.30 ~11.38 (3 years)
Ibbostson(1975) : US 1960 - 69 120 114 -
1960 - 82 5,000 18.8
, B 1977 - 82 1,028 26.5
Ritter(1984) : US 1977 - 82 703 16.3 (Cold Issue) B
1980 - 81 325 48.4 (Hot Issue)
Ibbotson, Sindelar &
Ritter(1988) : US 1960 - 87 8,668 16.37 -
Aggarwal & Rivoii _ _
(1990) : US 1977 - 87 1,598 10.67 13.73 (1 year)
Ritter (1991) : US 1975 - 84 1,526 14.32 - 29.13 (3 years)
Aggarwal, Leal & _
Hernandez(1993) : Brazil 1980 - 90 62 785 47.0 (3 years)
Jog & Riding(1987) : 1971 - 83 100 110 i
Canada
Husson & Jacquillat B i
(1989) : France 1983 - 86 131 4.0
Uhlir(1989) : Germany 1977 -87 97 21.5 - 7.41(1 year)
McGuinness(1993) : 1980 - 90 92 16.59 - 18.26 (2 years)
Hong Kong I
Hiraki(1985) : Japan 1979 - 84 { 108 ‘ 53.33 -2.33(1 year)
Dawson(1987) : Malaysia 1978 - 83 1 21 | 166.6 18.2 (1 year)
e ! j e ]
Koh & Walter(1989) : 107387 66 o7 B
i

Note : OS : offer for sales
PL : placings.

except Malaysia were overpriced in the context of the long-term performance.

In recent years Lim and Lee(1995) examined the long-run performance of [POs in the Korean

stock market using data of 331 firms going public between 1980 and 1990. They found that Korean

IPOs also exhibited the underperformance in the long-term with the disappearance of the over-

optimism as the time goes by. That is, the Korean IPOs which showed positive excess return in the

short-run underferformed presenting CAR of - 2.48% by the end of the third anniversary.
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Il . Data and Methodology

1. Sample Design

Since the mid-1980s, a large number of firms have been newly admitted to list on the Korean
stock market. In particular, over the sample period from 1986 to 1990, 343 companies have gone
public through offering new issues or selling their outstanding shares to the public. As presented in
Table 2, we selected initial public offerings of 308 firms as our sample of these new issues. This rep-
resents around 90 per cent of the totality of firms which went public during the same period.

We confirmed our sample companies from Monthly Bulletin of Securities Supervisory Board and
Stock of Korea Stock Exchange. Basic data for empirical analyses were collected from these two
sources, Securities Finance of Korea Securities Finance Corporation and IPO related statistics pro-
vided by the research department of Shin Young Securities Co. Ltd. and the underwriting depart-
ment of SSangyong Investment & Securities Co. Ltd. The share price for each issue was collected
from ‘Stock Price Database’ of Coryo Securities Co. Ltd. Daily share prices were collected over the
first 50 days after listing in order to examine the short-term performance of IPOs and also monthly

prices were collected over 2 years so as to investigate the long-term performance of IPOs.

Table 2. Summary of the Korean IPOs Sample

Year Sample IPOs Mean Paid - in Capital(100mil. won) Mean Subscription Times

1986 10 131.45 57.46

1987 32 140.02 114.00

1988 107 96.06 64.00 o
1989 119 149.97 32.53

1990 40 74.77 39.55

Total 308 119.84 ‘ 53.64

2. Estimation of Excess Returns

In order to examine the evidence of market discount of new issues we computed the underpricing
of shares of initial public offerings in the following way. That is, the underpricing of initial public
offerings was estimated by computing the post-issue abnormal returns®. Using the market adjusted
returns approaéh“’, the ex post abnormal returns of individual new issues, ARi, are estimated in the

following way :

3) The abnormal return for a given security in any time period t is defined as the difference between its realised ex post
return and that which is predicted under the assumed return - generating process.

4) There are three general models in measuring abnormal performance : mean return approach, market - adjusted
return approach, and market and risk - adjusted return model(Brown and Warner(1980), pp. 207 - 208). In their
empirical study, the market - adjusted model is used and this model is the most common approach employed in many
studies.
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ARi=Rit — Rm: (1)

where, Ri is the realised rate of return of new issues of individual companies at time t and Rm: is
the realised rate of return of market at time t. We used Korea Composite Stock Price Index as the
proxy for the market index.

The market — adjusted returns of individual firms calculated by equation (1) are averaged across
firms to compute average abnormal returns(AAR:) (see equation (2)). The long — term performance
of IPOs in the Korean stock market is investigated through observing monthly cumulative abnor-
mal returns over two years. Cumulative abnormal returns (CAR) for each issuing firm and cumu-
lative average abnormal returns (CAAR:) across firms over time are calculated by equations (3) and
(4), respectively. This market adjusted model assumes that the beta of the portfolio of sample firms
is equal to that of the market portfolio. AAR: and CAAR: wil be used to examine the underpricing of
unseasoned new issues and to analyse the aftermarket performance of initial public offerings over

time. We compute and test abnormal returns with Lotus and SPSS/PCT.

AAR, = gl ;AR“‘ (2)
T
CARL-, = L:ET:‘IAEt &)

where, T1 is the beginning day(day 1 or month 1) and T is the ending day(day 50 or month 24) in
the calculation of CARi.

AR, 4)

1

CAAR, = zligcmt -1

n
t=1 =

V. Underpricing of IPOs in the Korean New Issues Market

The short-term underpricing of initial public offerings in the Korean IPOs market is shown in
Table 3. Underpricing of initial public offerings in Korea, measured on the basis of the first day
market adjusted excess return, shows 73.78%". This is statistically significant and nearly more
than five times the UK and US figures(see Table 1). But the large magnitude of underpricing of the
Korean IPOs is similar to that of 78.5% in Brazil. The underpricing extent of 73.8% of Korean IPOs
is less than that of Malaysian IPOs but larger than those of Hong Kong and Singapore IPOs. The
positive excess returns appear up to 24 days from listing and they are statistically significant at a

conventional level. This phenomenon might raise questions about the efficiency of stock market.

v 5) Hirzaki( 1985) estimated :; magnitude of underpricing of 53.3% for 108 Japanese unseasoned new issues listed on the
Tokyo, Osaka, and Nagoya Stock Exchanges between May 1979 and October 1984. This is much greater than that of
underpricing in the UK and ther US.
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Table 3. Changes of Abnormal Returns for the First 50 Days

DAY AAR HAAR) CAAR MEDN STD Q1 Q3
1 73.78 15.35 7378 48.09 84.33 22.02 88.93
2 2.39 12.09 76.17 3.40 3.48 0.10 4.93
3 1.75 8.55 77.92 2.32 3.59 ~0.55 4.75
4 157 8.26 79.49 1.45 3.33 ~0.60 4.44
5 125 6.61 80.74 0.89 3.31 ~1.09 4.25
6 1.04 6.21 81.78 0.67 2.95 ~0.92 3.31
g 0.92 5.390 82.70 0.62 3.03 ~0.90 3.46
8 0.71 3.80 83.41 0.33 3.28 -0.94 2.85
9 0.67 4.42 84.07 0.40 2.64 ~0.85 2.15
10 0.46 2.99 84.53 0.24 2.72 ~101 1.84
T 0.52 3.21 85.05 0.25 2.84 “111 2.35
12 0.55 3.99 85.60 0.15 2.43 0.88 1.96
13 0.43 279 86.04 0.15 2.74 “121 1.69
14 0.62 474 | 86.66 0.47 2.31 ~0.73 1.66
15 0.33 2.36 86.99 0.27 2.42 1.05 1.45
16 0.36 2.75 87.35 0.10 2.30 - 0.95 1.07
17 0.39 3.13 87.74 0.15 2.19 ~0.80 1.20
18 0.35 2.80 88.09 0.08 2.20 -0.89 1.02
T 0.39 250 | 8848 0.27 2.71 ~091 150 |
20 0.44 362 | 8892 0.31 2.14 -0.85 141 |
22 | 007 0.44 8935 012 | 2.73 102 120 |
24 0.41 3.27 89.98 0.24 2.20 ~0.87 1.48
2% 0.18 134 9051 030 2.38 ~089 | 129
| 2 005 039 9072 —008 | 222 138 | 0.96
jf:rgg . -om ~158 9050 0.01 :1_ 259 | 131 0.95
82 ‘T 0.08 072 90.68 0.10 j 201 116 ‘j___ 1.04
34| 0.09 0.81 90.98 0904 | 1.96 1.16 0.93
T3 | -019 ~161 9056 020 | 2.05 122 | 086 |
38 T To7r 1 122 T eom | ez | 24 0.74 103 |
TR T A N S B
12 0.21 2.05 91.23 022 | 180 | 004 1.05
44 003 | 0.25 9150 010 1t -087 | 079 |
6 015 1471 o137 | 021 | 182 ‘ 125 ' 083 |
48 008 | 082 o119 | ool . 114 . -115 08
50 010 | 113 9100 T 0.09 | T e 100 ‘77 081
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The Long - Run Performance of Initial Public Offerings in the Korean Stock Market — 7

However, from day 24 onwards, most average excess returns appear not to be significant. In com-
parison with US and UK, the excess returns of IPOs in Korean stock market last over the longer
time horizon. This phenomenon would be influenced by the existence of daily price limit in the sec-
ondary market and by the information asymmetry.

In addition, Figure 1 shows that the average abnormal returns decreased greatly and adjusted to
the market price following listing on the market. This adjusted phenomenon appears pronounced
since 1988 in which the limit of fluctuation of market prices of IPOs of equity had been changed®.
Such regulation change might considerably affect the extent of underpricing and aftermarket per-
formance of initial public offerings.

Figure 2 displays the distribution of the first day market adjusted returns of initial public offer-
ings in Korea. Compared with the distribution of underpricing of UK IPOs, the distribution of first
day abnormal returns of Korean IPOs is more positively skewed. This evidence could be confirmed

through looking at the number of issues showing negative returns on the first day. According to
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Fig. 1. Change of AAR and CAAR for the First 50 Days after Listing

6) Until the end of 1987, the market price of the first day of listing of new issues is established on the basis of the offer-
ing price. On the other hand, from January 1988 on, the market price of first trading day of IPOs is established by
the opening price.
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Fig. 2. Distribution of First Day Excess Returns

Table 4. Analysis of [IPOs which Experienced Positive or Negative Return on Listing Day

- l 1POs with Positive Initial Returns | IPOs with Negative Initial Returns Total
ear
IF No. of Issues AAR No. of Issues AAR No. of Issues AAR
1986 L 5 8.45 5 -4.70 10 1.88
1 i
1987 g 23 7.52 9 -17.59 32 3.27
L I I
1988 1 105 136.27 2 - 0.90 107 33.71
1989 | 119 ! 55.35 - - 119 55.35
1990 | 38 45.60 2 -13.09 40 42.66
| | I e
Total | 290 | 78.77 18 - 6.65 ‘ 308 73.78

Table 4, only 18 firms experienced negative first day return by overpricing of 6.65% and this corre-
sponds to 5.8% of the entire sample™. This implies that the investors who received successfully the

share of IPOs could enjoy the positive excess returns in the short-term.

7) In contrast to the UK new issues of which 88 issues(17.2%) of the entire sample companies of 512 experienced nega-
tive initial excess returns going public between 1985 and 1990(see Lee(1995)). In Germany only 8 issues(8.2%) of all
sample initial public offerings of 97 between 1977 and 1987 were overpriced as measured by the first day market
adjusted excess return.(Uhlir(1989)).
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V. The Long-Term Performance of the Korean IPOs

Unlike the US and the UK, the long-term performance of the Korean initial public offerings
showed substantial positive excess returns(measured as CAAR) until the second anniversary after
initial quotation. However the magnitude of cumulative excess returns of initial public offerings

excluding the initial returns decreases over the long-term horizon.
1. Aftermarket Performance

An examination of abnormal returns over 24 month(2 years) after listing on the Korean stock
market was conducted, using the market-adjusted returns computed on the basis of prices of issu-
ing firms at the end of the listing month. The abnormal return of month one was calculated by the
difference between share price at the end of the listing month and share price at the end of second
month after listing.

As reported in Table 5, the extent of average abnormal returns in month 1 after listing is 14.55%

Table 5. Changes of AAR and CAAR over 24 Months

MON N AAR HAAR) CAAR MEDIAN STD Q1 Q3

1 308 14.55 5.48 1455 1.23 46.62 -6.87 1154

2 | 308 ~0.30 ~0.39 14.25 ~1.26 13.45 -8.78 6.34

3 | 308 ~0.84 - 138 13.42 -0.29 10.66 -5.89 3.38

4 308 046 ~0.73 12.96 ~0.43 11.04 -6.61 5.46

5 308 | 1.97 3.14 14.92 1.90 11.00 485 8.07

6 308 0.47 0.68 15.39 ~0.37 12.07 - 5.42 5.15

7 | 308 | 0.43 0.79 15.82 -0.25 9.44 474 4.86

s 308 | 0.70 1.25 16.51 0.22 9.75 - 4.60 5.95

9 | 308 0.33 0.66 16.84 0.56 8.81 - 4.89 5.10

10 306 | _om -~ 152 15.94 - 1.99 10.46 - 6.20 485

11 306 177 ~3.73 14.18 ~2.08 8.28 -6.92 2.79

12 o T Tiu | 2ss 14.14 -1.03 8.30 6.11 3.69

13 30 | o | o028 14.27 0.22 8.54 476 472

””” 4 26 | o021 | o4l 14.79 ~0.11 8.80 -4.88 462

15 . 290 0.49 0.91 16.06 ~0.22 9.08 -4.83 5.86
16 ' 200 o3 | o 16.38 0.44 8.54 464 | 545

17 281 | o0 o013 17.00 0.19 769 476 5.12
18 219 | 900 0.00 1857 -0.34 809 511 . 511 |

19 0 28 | 039 o8 18.32 ~0.12 8.45 529 5.19
20 268 096  -170 19.19 ~0.49 9.30 5.96 398 |
21 254 | oo L 13 19.86 - 0.82 698 494 456 |
2w i am mwe | ew T am T em T ee
o2’ % -250 | 423 18.19 225 8.94 Tl 290

24 210 0.88 1.29 19.56 -0.35 9.94 7.7 417
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with a statistical significance at 1%. The following 3 months present negative average abnormal
returns but they are not statistically significant. Of the whole 24 months, 14 months show negative
average market-adjusted returns. Of these 14 months, the mean excess returns of 5 months are sta-
tistically significant at a conventional level and the rest of them do not have statistical significance.
Furthermore, monthly average returns are positive for 10 months and only two months show statis-
tically significant returns.

On the other hand, as in Figure 3, over 24 months the positive cumulative returns do not disap-
pear. These persistent positive returns imply that those investors who are successful applicants for
initial public offers or bought new issues on the first trading day or at least within one month after
listing could obtain posivite excess returns. However taking into account the fact that average mar-
ket — adjusted returns show negative excess returns over several months, the investors who bought
new issues in the secondary market after the passage of two months after listing could not obtain

positive rate of returns.

22.00

20.00
18.00 -
16.00 |-
14.00 +—
1?.00 I~

10.00 |-

AAR, CAARC KD

4.00 |
2.00 |-
0.00 [ eBg =0 = o < U
[} & \E\E/E/\( =
-2.00 -

-4.00

Fig. 3. Changes of AAR and CAAR for 24 Months after Listing
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2. Cross - Sectional and Time - Series Analysis of the Long ~ Term Performance

In the following sections, we will focus on analysing cross — sectional and time-series characteris-
tics of the long-run performance of the Korean IPOs according to each category such as method of

issue, industry, proceeds, offer price, age of firms.

1) Aftermarket Performance by Method of Issue

Table 6 reports the result of investigation of the short-run underpricing and the long-run perfor-
mance of initial public offerings by the method of issue. As can be seen from Table 6, the method of
issuing new shares is dominant in the Korean IPOs market and the magnitude of underpricing of
IPOs by this method is 81.3% and this figure is greater than that of IPOs by other methods. IPOs of
firms issuing new and founder shares(combination of two methods) showed their average market-
adjusted returns of around 60% on the first trading day. In contrast, firms going public through
selling only old shares are rare and they show least underpricing of 32.8%.

The differences in underpricing among these three methods could be explained from the following
viewpoints. First, it is suggested that the firms issuing existing(founder) shares do not signal they
have promising new investment opportunities. Therefore these issuing firms might not attract
investors' interest and -corresponding demand in the market. As a result, share prices might not
rise in the secondary market. Secondly, this evidence might shed light on signalling theory in which
the fraction of shared retained by the entrepreneur is positively related with the value of firm®. The
selling of shares by the existing share holder would negatively affect the aftermarket performance

of new issues.

Table 6. Long ~ Term Performance by Method of Issue

AAR (%) CAAR (%) Sample Size
Method —- |
] First Day First Month Year 1 Year 2 AAR Yri | Yr 2
Offerings of new shares 81.33 121.25 16.37 25.20 210 203 ! 146
oo
Sales of old shares 32.79 64.74 25.68 5.36 6 6 5
Combination of both 59.21 69.75 8.45 6.81 92 92 59
Total 73.78 104.70 ’ 14.14 19.56 308 301 } 210

2) Aftermarket Performance by Industry
Table 7 presents the initial return and the long-run performance for each industry. In the short-
run, the finance industry shows the greatest excess returns, following finance the construction and

fabricated metal manufacture exhibit large returns while fishing, mining and non-metallic mineral
8) See Grinblatt and Hwang(1989).
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Table 7. Long - Term Performance by Industry

Industry AAR (%) CAAR (%) Sample Size

First Day First Month | Yearl Year 2 AAR Yr1l Yr2
Fishing & Mining 34.74 36.89 -0.45 -16.14 4 4 3
Foods & beverages 65.69 95.28 8.84 0.20 10 10 9
Textiles 63.89 73.18 3.82 -8.87 32 31 18
Wood & wood products 63.33 71.04 18.46 35.33 5 5 4
Paper & paper products 50.99 82.78 0.41 13.07 14 14 9
Chemicals 54.78 77.79 9.47 10.83 45 44 32
Non - metallic minerals 27.19 30.54 -18.74 -50.51 5 4 2
Basic — metal manufacture 50.88 90.50 8.75 9.91 17 17 10
Fabricated — metal manufacture 78.11 131.88 29.08 41.18 87 84 64
Other manufacture 24.43 68.56 43.63 12.93 3 3 3
Construction 99.99 125.16 23.20 39.93 12 12 4
Wholesale Trade 61.82 68.08 -541 5.70 34 33 21
Transport & storage 51.18 62.61 7.99 0.55 4 4 2
Finance 139.19 176.44 21.00 26.07 36 36 29
Total 73.78 104.70 14.14 19.56 308 301 210

Note : The industry classification is based on the classification of the Korea Stock Exchange.

sectors show relatively low returns. The construction and metal manufacture show persistent posi-
tive cumulative returns in the long-run, although the size is not greater. The long-run abnormal
returns of the finance industry are small after high initial excess returns. Fishing, textiles, and
non-metallic sectors underperformed, exhibiting negative abnormal returns. Thus, the difference
between the pattern of initial returns and the long-term performance in each industry implies

inconsistent and over-reactive behaviour on the part of investors in the Korean IPOs market.

3) Long-Term Performance by Offer Size and Offer Price
An negaﬁve relationship between the size of issues and the extent of underpricing has been docu-
mented by many studies®. As can be seen from Table 8, our findings of a negative association
between gross proceeds and the short-run underpricing of IPOs in Korea is consistent with
Ritter(1991) on the US new issues market. Several authors!® also found that in the secondary mar-
ket smaller firms tend to yield higher return than large firms. It is argued that this evidence
reflects the limited information available on small - sized firm, compared to the disclosed data on

large firms. This fact could lead to the wide asymmetry in information between the public investing

9) See Ritter(1991).
10) See Banz(1981), Keim(1983), Hess and Bhagat(1986), etc.
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Table 8. Long - Term Performance by Proceeds

Proceeds(100 mil. won) AAR (%) CAAR (%) Sample Size
First Day First Month Year 1 Year 2 AAR Yri Yr2
under 15 104.09 172.83 41.39 43.07 53 53 48
15-24.9 83.35 110.88 4.33 -0.35 59 57 44
25 -34.9 68.07 80.07 -4.61 4.94 33 31 17
35-50 64.21 81.98 17.57 28.77 52 50 32
51-99 67.12 84.88 7.14 19.59 54 53 33
100 - 200 59.76 104.09 21.53 21.23 34 34 25
over 200 45.51 65.92 -2.81 -11.47 23 23 11
Total 73.78 104.70 14.14 19.56 308 301 210

group and the inside investor of the firm. Small firms therefore are riskier than large companies
and hence outperform as uncertainty is resolved.

In order to attract the investors, small firms have to leave enough money on the table to provide
higher returns for the investor. However in the long-term, it is difficult to find a certain relation
between the performance and issue size.

Until the mid-1980s the offer prices of almost all IPOs in Korea were set at the par value without
considering the expected market price. Such rigid pricing produced high excess returns with few
negative returns. The result of Table 9 shows that there is a negative association between under-
pricing and the level of premium rates of offer price over par value. This evidence is similar to the
results of Young and Zaima(1986) and Chalk and Peavy(1987).

Companies realising high initial excess returns also tend to offer positive long term excess returns

even though these are small by the end of year 2.

Table 9. Long — Term Performance by Premium Rate of Offer price

_ AAR (%) CAAR (%) | Sample Size
Range of premium rates(%) I——- ; -
First Day . First Month Year 1 Year 2 AAR Yri Yr 2
| E 0 146.49 22.09 45.87 45.25 41 41 41
10 - 50 - 119.23 ; 171.24 21.90 20.62 47 47 -46
60 - 100 7 74.47 o 109.98 15.33 21.68 72 71 ; 58
—-110 - 150 46.93 ' 59.88 2.04 0.83 E 37 34 ‘ 19 |
N ;160 - 200 - 40.13 47.54 6.50 7.56 71 69 i 27
over 200 e 3956 | -668 : -912 40 39 19 |
Total 73.78 ‘ 77? - 104.70 7 14.14 ; 19.56 ; 308 X 301 | 210
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4) Long-Term Performance by Initial Return Extent and Standard Deviation

Table 10 exhibits the history of seasoning of first day market-adjusted returns of IPOs in the sec-
ondary market. A negative relationship between the initial returns and the long-term performance
was revealed from this table. The group with the lowest initial returns shows the highest market-
adjusted return in the long-run. In contrast, issues with the highest initial returns exhibit negative
returns by the end of the second anniversary. This result is similar to the findings of Ritter(1991)
on the US market and this implies that the investors who are applying for new issues in the stock
market are over-optimistic. This over-optimistic phenomenon disappears as the length of time after
trading passes and therefore the overreaction hypothesis could be employed in explaining the differ-

ence between initial return and the long-run performance.

Table 10. Long - Term Performance by Size of Initial Returns

Initial Returns AAR (%) CAAR (%) Sample Size
(%) (First Day) Year 1 Year 2 AAR Yri Yr2
less than 0.0 -6.65 79.24 82.12 18 17 16
0.02 - 18.70 9.91 36.40 54.93 54 54 40
20.82 - 39.79 30.63 2.00 - 8.00 48 46 17 |
40.10 - 59.46 48.45 3.12 12.62 67 66 32
60.28 — 98.59 76.54 7.41 1.50 52 51 421
100.84 - 184.29 130.86 10.37 11.48 41 39 36
over 200.00 294.49 -4.89 -5.22 28 28 28
Total ; 73.78 14.14 19.56 308 301 lr 210

The standard deviation' of the daily market-adjusted returns is employed as a surrogate of risk
in exploring the association between risk and return. As expected, in the short-term, the greater

the standard deviation, the higher the market adjusted returns(See Table 11). This finding is simi-

Table 11. Long - Term Performance by Standard Deviation

Standard Deviation AR CAAR (%)  SempleSie
| First Day | First Month Year 1 Year 2 AAR Yr1 I Yr2
1.49-4.98 1 1061 | 87.99 37.07 5379 | 94 92 e
| soteer  wts2 588 302 | sar w9 106 | w2 |
- 10.03 - 14.93 - 85.05 103.70 ‘ 5.52 i 1.33 ; 43 ‘ 41 35
16.20 - 23.86 - ? N 1335;8 o 7147.53 { 12.é6 L 12.&’)7 11 o 32 * 32 B 30
U oss2 szss | ssmas 28086 | 855 | 452 | 30 . 30 | 30
T qea . 7a1s | toaro | aa1a | 1956 | a0s | so1 | 210

11) We calculate standard deviation of market adjusted returns over 50 days after listing.
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lar to that of Ritter(1984). However this relation appears to be just the opposite in the long-term, that

is, there seems to be a weak reverse association between standard deviations and cumulative returns.
To summarise, the evidence both on the relation between initial returns and cumulative returns

and on the association between uncertainty and returns may shed light on the implication of the

overreaction hypothesis for Korean IPOs market.

5) Long-Term Performance by Age of Firm

One explanation advanced for underpricing of initial public offerings is uncertainty, proxied by
the age of issuing firms. The longer the business history the more information is available to mar-
ket participants. In general, uncertainty for older firms would be reduced and the more accurate
valuations can be made. The extent of initial returns of the older firms should therefore be smaller
than that of new issues of young firms.

Table 12 presents the relation between age of companies going public and the initial excess
returns and cumulative market-adjusted returns over 2 years since listing on the secondary mar-
ket. In the short-term, the magnitude of underpricing of initial public offerings is inversely associ-
ated with the passage of time from incorporation. This evidence is similar to the findings of Young
and Zaima(1986), Muscarella and Vetsuypens(1990), and Ritter(1991). However Keasey and Short
(1992) found no significant age effect in the UK IPOs market.

By the end of year 2 though, the initial effects are reversed with young firms presenting the high-

est initial abnormal return and showing the worst long-term performance.

6) Long-Term Performance by Year of Issuance
In Korea from the mid - 1980s many privately-owned companies began to go public with the
beginning of the bull market. Between 1980 and 1984, only 20 firms went to the new issues market.
In contrast, from 1985 to 1990 around 340 new firms were listed on the Korean stock market.
Table 13 reports the patterns of initial returns and cumulative excess returns over 24 months by

year of issuance. Based on the first month returns, the extent of initial abnormal returns in 1987 is

Table 12. Long - Term Performance by Age

: AAR (%) ’ CAAR (%) Sample Size
Age (years) o T '
First Day ‘ First Month Year 1 Year 2 AAR Yr1l Yr2
- 77777‘-‘1;;7(17(3‘1‘16777‘ o +‘7 VKIKS.QG UTi 128.51 13.03 7.41 55 51 . 36
- 77170——157 - ; . v(;g.QS o 108.69 ©20.21 25.09 105 : 103 - ;; 7
Sem L ws [ weam | wa | w s w
21-30 i 67.44 ; 101.40 1478 | 2923 52 52 39
overso 662 8889 8471 1003 3 36w
77'I:ot”ai7 } 73.78 k 104.70 ‘ 14.14 19.56 f 308 ' 301 210
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Table 13. Initial Returns and Long - Run Performance by Year of Issuance

Year ARR CAAR Sample Size Total Firms Newly
First Day First Month Year 1 Year 2 AAR Yri Yr2 Listed on Market

1986 1.88 129.54 93.86 70.16 10 10 10 17

1987 3.27 166.12 66.81 78.67 32 32 32 35

1988 133.71 139.59 6.94 10.32 107 107 107 115

1989 55.35 71.95 7.48 -3.53 119 119 61 124

1990 42,66 53.43 -13.77 - 40 33 - 43

Total 73.78 104.70 14.14 19.56 308 301 210 334

the highest and that of 1988 comes next with 1986 also reaching nearly 130%. 1986 and 1987 show
relatively high cumulative returns over 2 years even though the magnitude is reduced to nearly
half of the initial excess returns. However the cumulative excess returns in 1988, 1989 and 1990
show small positive or negative returns. This is caused by the overreaction of investors and the

declining of the Korean stock market.
VI. Conclusions

The investigation of pricing and aftermarket performance of Korean IPOs provides different
result from the findings on IPOs market of the industrialised countries. First of all, the magnitude
of underpricing of initial public offerings in Korea is much greater than in the UK, the US, and
Singapore. This great underpricing of IPOs originates from inefficient pricing caused by rigid regu-
lation. The large initial returns decrease with the passage of time following first listing. The aver-
age abnormal returns begin to disappear from day 26 after listing, although the cumulative returns
are significant. The evidence is that even by the end of the second anniversary after first trading,
positive cumulative returns persist in direct contrast with the patterns of the UK and the US IPOs.

The sizé of initial returns and cumulative excess returns over 24 months show differences accord-
ing to method of issue, industry, issue size, offer price and age of the issuing firms. The different
pattern between the short — run return and the long-run teturn could be explained from the per-
spective of overreaction hypothesis. That is, the investors who bought shares in the IPOs market
would tend to be willing to pay much money when they apply for new issues in the market. This
implies that the investors are inclined to be over-optimistic about new issues. This could be proved
by observing higher subscription times on the shares of IPOs. On the other hand they would quickly
tend to sell their shares in the secondary market in order to realise returns on their investment in

short — run.
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