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CAN ACCOUNTING INFORMATION ACT ASA
PROXY FOR EX ANTE UNCERTAINTY IN
INITIAL PUBLIC OFFERINGS?*

Tatang Ary Gumanti

This paper reviews and summarizes previous works and the rationale
Jor the proposition that accounting information is in fact value relevant in
the determination of an initial public offering (IPO). Theoretical and
empirical evidence has indicated that certain accounting measures can be
used as proxies for total firm risk, that is, they could determine the riskiness
of acorporation. The literature also advocates that accounting information
is relevant in determining the value and thus the riskiness of a corporation
through the use of accounting unalysis. Since most of the information
available in the prospectus is accounting information, it is arguable that
this information represenis a potential source for assessing the issuing
firm. Sonte scholars have also advocated the possibiliry of using accounting
information in assessing the value of firm making an 1PO.

Numerous papers have provided analvtical and empirical evidence of
the association between accounting numbers and the value of 1POs. The
conclusion generally comes to show that information in the prospectus is
value relevant concerning the IPO. The paper shows that it is indeed an
arguable 10 use accounting information in the valuation of an 1PO.
Accordingly, it is an empirical issue whether accounting information has
the property in explaining the ex ante uncertainty of an 1PO.

Keywards: accounting information: ex ante uncertainty: initial public offering (IPO):
underpricing
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Introduction

This paper provides a summary of
previous works and the rationale for the
proposition that accounting information is
in fact valuc relevant in the value determi-
nation of an initial public oftering (IPO)
and thus the prediction of IPO ex ante
uncertainty. Analytical and empirical evi-
dence of the association between account-
ing numbers and the value of IPOs are
provided in numerous papers, forexample,
Downes and Heinkel (1982), Titman and
Trueman (1986), Krinsky and Rotenberg
(1989a; 1989b), Kim et al. (1994; 1995a;
1995b), and Klein (1996). Kim ect al.
(1995b) and Klein (1996), in particular,
show that accounting information in the
prospectus is value relevant concerning
the IPO.

Theoretical and empirical evidence
has indicated that certain accounting mea-
sures can be used as proxies for total firm
risk, that is, they could determine the riski-
ness of acorporation (Lev 1974; Bowman
1979; DeAngelo 1990). The literature also
suggests thal accounting information is
relevant in determining the value a corpo-
ration through the use of accounting analy-
sis (White et al. 1998). Since most of the
information available in the prospectus is
accounting information, it is arguable that
this information represents a potential
source for assessing the issuing firm. Ad-
vocates on the possibility of the use of
accounting information in assessing the
value of firm making an IPO are provided
in Beaveretal. (1970), Foster (1986), Lev
(1989), Ryan (1997), and Noland and
Pavlik (1998). The possibility of incorpo-
rating accounting information for measur-
ing the risk of a firm making an IPO in the
absence of ex post risk measures prior (o
the offering is.thus an empirical issue.

There is a considerable and growing
body of empirical evidence suggesting
that the IPOs of common stocks are. on
average, underpriced. This underpricing
is a widespread phenomenon and is evi-
denced across many capital markets
(Loughran et al. 1994). A number of theo-
retical models have been proposed to ex-
plain the phenomenon. Forexample, Baron
(1982) devclops an underpricing model
based on information asymmetry between
the issuing firm and underwriters, while
Rock (1986) models underpricing as a
result of information asymmetry between
investors. Others devclop underpricing
theories based on signaling hypothesis ar-
guing that the underpricing is a means of
conveying a good quality IPO (Grinblatt
and Hwang 1989; Welch 1989).!

The IPO underpricing theories assert
that the pre-trading or cx ante uncertainty
about the aftermarket price is the driving
factor for the extent of underpricing. Gen-
crally, the theories come Lo asimilarimpli-

. cation that underpricing is positively re-

lated to the ex ante uncertainty about the
aftermarket price of the issue. In other
words, the expected amount of under-
pricing increases as the uncertainty about
the aftermarket of the issue increases.
Empirical support for this positive asso-
ciation has been shown in many research
papers. This paper examines the associa-
tion between accounting measures of total
firmrisk and the degree of underpricing of
common stocks. Five accounting risk mea-
sures are reviewed, namely financial le-
verage, operating leverage, size, growth,
and profitability. The paper is able to draw
conclusion that the accounting informa-
tion risk measures are value relevant for
determining the IPO of common stocks.

! Ibbotson et al. (1988; 1994) provide the summary of theories explaining why IPOs on average are

underpriced.
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This paper proceeds as follows. Sec-
tion two provides the importance of ac-
counting numbers in an asset or company
valuation and IPO. Section three is con-
cerned with the theoretical analysis that
supports the view that accounting num-
bers are value relevant. Section four pro-
vides a summary of the empirical evi-
dence. Section five elaborates accounting
variables perccived to be related to IPO ex
ante uncertainty. The final section con-
cludes the paper followed by some impor-
tant recommendations.

Accounting Information and
IPO’s Value Determination

There have been a number of empiri-
cal studies suggesting the consistent and
significant role of accounting numbers as
a determinant ol stock returns (see for
example, Bernard 1995; Abarbanell and
Bushee 1998). Also, recent theorctical
explanation has shown that accounting
numbers indeed have value properties in
explaining the value of companies. i.e.,
their stocks (Ohlson 1995; Feltham and
Ohlson 1995). Moreover, an investor could
earn abnormal returns by performing fun-
damental analysis (Sce for example, Chan
etal. 1991; Chung and Kim 1994; Ballester
and Livnat 1997; Setionoand Strong 1998).

The literature suggests that account-
ing numbers are potentially useful in the
process of price determination of IPOs.
Beaver etal. (1970) argue that accounting
data offer superior forecasts of the market
determined risk measures and conclude
**... accounting risk mcasures can be ap-
plicd to decision-settings where market
determined risk measures are not avail-
able. Two such situations immediately
come to mind: privately held firms ‘going

public’ for the first time...” (p. 680. em-
phasize added). Foster (1986) describes
“there are many contexts in which esti-
mates necd to be placed on the value of
companies that are not traded on orga-
nized markets, for example ... (b) when
deternining the price at which a company
could go public...” (p. 422, emphasize
added). Lev (1989)challenges researchers
by asking “What is the role of financial
variablcs in unusual circumstances when
market variables are nonexistent or are of
limited usefulness. These include the role
of financial variables in the valuation of
new public firms (initial public offerings)
.7 {p. 179, cmphasize added). Berstein
and Wild (1998) also suggest the use of
financial fundamental ratios in estimating
equity values of companics whose stocks
arc not traded in active markets. Finally.
Noland and Pavlik (1998) also call for
accounting researchers to examine the
value relevance of accounting numbers as
the determinants of IPO offer price, as
they question “How are market prices de-
termined for private stock, and, in particu-
lar, what s the role of accounting numbers
in the valuation estimate?” (p. 94, empha-
size added).

Thus, there have been numerous sug-
gestions about the potential use of ac-
counting information in the price determi-
nation ol IPO of common stocks. Kim et
al. (1995b) and Klein (1996) provide evi-
dence on the importance of accounting
variables contained in the issue prospectus
in the pricing of Korean and US IPOs,
respectively. Many studies appear not (o
specifically examine the association be-
tween accounting information and the de-
grec of underpricing, although most of
them have included accounting numbers
in their models.
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Can Accounting Information
Act as a Proxy for IPO Ex Ante
Uncertainty

There seems to be an ongoing con-
tention whether accounting information is
value relevant in the determination of an
IPO. Empirical evidence provided in vari-
ous papers (Scc Table 1) seems to support,
implicitly and partially, that this assertion
is supported. Anderson et al. (1995) assert
that the success in testing ex ante uncer-
tainty of an IPO depends heavily on the
success in sclecting the variables. Thus, it
scems that whether accounting risk mea-
sures can be used in pricing an IPO s still
an empirical question. However, the fol-
lowing advocates suggested by numerous
scholars scem to support that accounting
risk measures arc indeed the potential
sources in valuing an [PO.

According to the Statement of Finan-
cial Accounting Concept (SFAC) No. | of
the Financial Accounting Standards Board
(1978: p. 5). the primary objective of ac-
counting is to provide information uscful
for investment decision-making, i.c., the
picture of a company, which later can be
used to make rational judgments. SFAC
No. I (p. 5-8) also postulates that account-
ing information can be useful in changing
or refining the beliefs and expectations of
investors or interested parties since ac-
counting data measures the economic fun-
damentals of a company (Sce also Beaver
1986).

The accounting literature suggests
that one of the major roles of accounting is
to provide information on the structure
and functional behaviour in performance
cvaluation of abusiness corporation that is
usclul for all types of users. For example,
cmpirical studics have shown thataccount-

ing information is used (o predict bank-
ruptcy, determine bond rating, evaluate
equity risk, and to evaluate the perfor-
mance of corporate contracts (Watts and
Zimmerman 1986; DeAngelo 1990; White
ctal. 1998). This suggests that accounting
information has becn widely used in cor-
porate valuation.

Furthermore, Kaplan (1978) and
Watts and Zimmerman (1986) conclude
thataccounting numbers do have informa-
tion content and are useful in determining
stock returns. Kaplan asserts that there arc
two important roles of accounting data:
they affect the unexpected security returns
and they affect the riskiness of a security.
Brennan (1995)also suggests that account-
ing information is considered as value
rclevant for determining stock prices. Thus.
at this stage, it appears that the uselulness
ol accounting information in determining
the riskiness of a sccurity has been widely
acknowledged.

Following Ball and Brown’s (1968)
seminal paper that finds a significant asso-
ciationbetween carnings and returns, there
has been a long debate concerning the role
of accounting variables for stock price
valuation. Lev (1989) argues that, although
there is a statistically significant relation-
ship between earnings and returns. the
explanatory power are still low, indicating
alack of cconomic significance. Equipped
with refined rescarch designs, accounting
researchers have further provided evidence
that some accounting variables, taken from
the firm’s financial statcments, are value
relevant and could be used to predict stock
prices (See for example, Ou and Penmann
1989; Holthausen and Larker 1992; Chung
and Kim 1994; Ballester and Livnat 1997;
Sctiono and Strong 1998). Black et al.
(1997) find strong evidence of the useful-
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ncss of financial statement information in
explaining future profitability for emerg-
ing-growth firms.?

Autempts o further refine the pos-
sible relation between accounting num-
bers and the valuc of a firm are proposed
by Ohlson (1995) and Feltham and Ohlson
(1995), and empirically tested by Bernard
(1995). They argue, theoretically, that ba-
sic accounting variables, such as earnings,
return on equity, and book valucs could be
used to express firm value and thus are
relevant for stock price valuation. This
theoretical analysis appears to underpin
the notion that some accounting variables
arc valuc relevant and accordingly are
regarded as important factors for deter-
mining the true value of a firm and, thus,
the riskiness of the firm. Bauman (1996)
and Ryan (1997) conclude that financial
statements contain information useful for
prediction of firm vaiue.

At this stage, it is clear that account-
ing information is value relevant for secu-
rities price determination. Thus, given that
there is support lor the usefulness of ac-
counting information as arisk determinant
in corporate valuation, it is therefore nec-
essary to identify which accounting infor-
mation is persistently related to risk.

Beaveretal. (1970)cxamine the rela-
tionship between accounting information
and total and systematic risk. They posit
that accounting information also has value
relevance given that the accounting sys-
tem generates information that could be
considered as a measure of risk. They
argue that accounting risk measures can be
employed as surrogates for total variabil-
ity of returns that reflect either the system-
atic or individual risk components. As
accounting information canreflectatirm’s

risk, it is reasonable to use them as surro-
gates for firms’ systematic risk. To test
their hypothesis, Beaver et al. ran regres-
sions between markets determincd sys-
tematic risk and selected accounting risk
measures and found that dividend payout
ratio, assct growth, financial leverage, li-
quidity, assct size, earnings variability,
and earnings covariability are related to
the market-based risk measure. Beaver et
al. goontoassert thataccounting informa-
tion implicitly supplies assistance for risk
assessment. Belkaoui (1978), Eskew
(1979) and Dhingra (1982) also found that
their selected accounting measures have
superior ability in predicting systematic
risk.

Other swdies have focused on the
examination of single or certain account-
ing variables. Lev (1974) finds an associa-
tion between total risk and operating le-
verage. Ben-Zion and Shalit (1975) also
find that firm size, financial leverage, and
the dividend record determine systematic
equity risk. Brealy and Myers (1996) ar-
gue that financial leverage is related to
sccurity returns because the introduction
of'ncw debl may cause investors to believe
that the firm is more risky leading them to
ask for higher returns. Further. Christie
(1982) posits that the variance of equity
returns is a function of financial leverage.

Myers (1977)identifies fouraccount-
ing measures, namely the covariance of
earnings, earnings variability, financial
leverage, and growth that arc related to the
measures of market systematic risk (beta)
(p. 60-64). Myers asserls that sizc is alsoa
measure of (otal risk, i.c. large firms will
have lower total risk. Ryan (1997) con-
cludes that the variables that consistently
relate to sysltematic equity risk are carn-

* Note thit as one of the basic characteristics of IPO firms is as growing company. Black’s et al. (1997)
findings could be representative and be gencralized to 1PO finms.
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ings variability, sources of operating risk,
financial leverage, and operating lever-
age.

Given that accounting risk measures
can act as a proxy for total firm risk and
given also that systematic risk and total
risk are correlated, accounting risk mea-
sures that are related to systematic risk
must alsorelate o unsystematic risk. Thus,
it can be argued that accounting informa-
tion, in particular accounting risk mea-
sures, are potential determinants for the
riskiness of a security, and thus a com-
pany.

In addition, it appears that financial
analysts in various countries regard ac-
counting information as potentially useful
in explaining the common stocks system-
atic risk. This evidence is found in the US
(Farrelly et al. 1985), New Zecaland (Mcar
and Firth 1988), Japan (Hall et al. 1994),
the UK (Capstaff 1992), and Hong Kong
(Selva 1995). .

Studiesin Indonesiaalso indicate that
some accounting variablcs are significantly
related to systematic risk. Tandelilin
(1997a, 1997b) finds an association be-
tween long-term debt to total assets, net
worth to total assets, the quick ratio, cur-
reht assets (o total assets, firm total assets,
and net profit margin and the systematic
risk of common stocks of Indonesian pub-
lic firms. This empirical finding appears to
confirm that accounting information is
regarded as value relevant to determine
the riskiness of Indonesian securities and
thus corporations.

There is also asuggestion thata num-
ber of selected financial ratios based on
the published financial statements of In-
donesian public firms can adequately be
uscd to predict future earnings (Machfoedz
1994). This finding, ceteris paribus, shows
that certain accounting variables are infor-
mative forinvestors in the Indonesian capi-

tal market and are useful for the valuation
of a security, suggesting that the system-
atic risk of Indonesian public corporations
is related to financial accounting informa-
tion.

In summary, it has been shown that
accounting information-is a potential de-
terminant of the riskiness of a corpora-
tion. Among accounting numbers that have
consistently been related to company risk
are financial leverage, operating leverage,
company size, earnings or profitability
ratios, and growth. Recent theorctical de-
velopment and empirical evidence has
shown that accounting numbers are re-
lated to market measures of risk. Many
studies have also provided evidence that
investors could earn abnormal returns by
performing fundamental analysis.

As noted earlier, the IPO literaturc
has suggested that accouting numbers,
such as carnings, sales, and book value are
useful in the pricing and valuation of an
IPO (Sutton and Benedetto 1988; Buck
1990). Ryan (1997) notes that in the ab-
sence of ex post measure of risk, such as in
the case of IPO, the firm’s risk is estimated
through the use of (mostly current) ac-
counting variables. This asserts the poten-
tial role of accounting information in the
risk estimation of an IPO. In addition to
this, Beaver et al. (1970), Foster (1986),
Lev (1989), Berstein and Wild (1998), and
Noland and Pavlik (1998) also suggest a
possible use of accounting information for
the valuation of privately held firms wish-
ing to go public.

Outside investors who do not ac-
tively engage in firm corporate gover-
nance may rely on the issuing firm’s finan-
cial statements, as in its prospectus in the
case of IPO, to value their claims because
accounting data potentially reflects issu-
ers’ propriclary business information.
However, the accuracy of accounting in-
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formation. in particular an PO, may be
subject to the issuers’ incentive Lo bias the
numbers in their best interest.* This prob-
lem eventually could be reduced by the
existing accounting regulations that re-
strict the issuers’ ability todistort financial
data. Auditors’ verification could also in-
crease the rcliability of financial state-
ments (Healy and Palepu 1993; Palepu et
al. 1996; Whitc et al. 1998). Thus, it is
likely that, the new issue market’s inves-
tors use their judgment by utilizing infor-
mation available in the issue prospectus.
The absence of publicly available infor-
mation about the issuing firms makes in-
formation available in the issue prospec-
tus one potential information source for
the valuation of the IPO. The available
accounting information, along with the
signals shown by the issuers, may scrve as
a key factor in determining the price and
thus the value of an IPO. It also appears
that certain accounting variables can be
used as a proxy for total firm risk and thus
can be used as a proxy for ex ante uncer-
tainty. which accordingly arc appropriate
for testing the IPOs underpricing equilib-
rium (See Tablc ).

In addition, it is widely understood
that the level of accuracy and quality of
accounting information has been a pri-
mary concern for investors in the IPO
market. Beatty (1989) provides strong
cvidence that the IPO firms audited by
prestigious auditors have relatively lower
¢x ante uncertainty (underpricing). Bealty
argues that high quality auditors provide
more precise audit services allowing mat-
ket participants Lo make more precise esti-
mates of the distribution of firm value.
Beatty's finding is supported by Alflcck-

Graves et al. (1993) and How (1996).
Michaely and Shaw (1998) also find that
the selection of underwriter and auditor is
related to the financial performance of the
IPO firms. Thus. cereris paribus. morc
prestigious auditors could reduce the ex
antc uncertainty. This implies that therc is
an inverse relationship between more pre-
cise accounting information and cx ante
uncertainly suggesting that accounting
numbers supply information about the ex
ante uncertainty of an IPO.

To summarize, certain accounting
numbers appear to be useful for the assess-
ment of the riskiness of a security. Finally,
because total risk is positively correlated
to ex ante uncertainty, and given account-
ing risk measurcs are potential proxics for
total firm risk, we can arguc that they can
be used as proxics for ex ante uncertainty.

The puzzling phenomenon of the [PO
has attracted significant intercst among
researchers. Most of the existing rescarch
on IPOs examines the cross-sectional dif-
ferences of initial returns and most are
designed to test the theories of
underpricing. Other TPO studies include
the valuation study, the short and long run
performance of 1POs study, and the IPO
pricing study.

Early studics on the valuation ol IPOs
generally depart from the signalling hy-
pothesis proposed by Lcland and Pyle
(1977) and examined empirically by
Downes and Heinkel (1982) and How and
Low (1993). The studies have gencrally
supported the notion that the accounting
variables are partly or jointly associated
with the value of IPOs (Downes and
Heinkel 1982; Ritter 1984; Krinsky and
Rotenberg 1989a, 1989b; Clarkson ct al.

3 Accounting information of the US IPOs of cominon stocks has been subject to earnings manipulation (Sce
for example. Fricdlan 1994: Magnan and Cormier 1997: Teoh et al 1998). Aharony ctal.. (1993). however. do
not support this evidence. There is also no evidence that issuers of Indonesian IPOs manage their accounting
carnings in the periods prior to the offering (Gumanti 1996).
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1991; McGuinness 1993; Kim et al. 1994;
Kim and Ritter 1999). Most of the studies
find that the value of the IPOs is signifi-
cantly related 1o the level of ownership
retention, the level of debt, the quality of
underwrilers or investment bankers, the
proposed use of the proceeds, firm size,
excess returns, and accounting carnings.

Other studies focus on the examina-
lion of the pricing of IPOs (Kim ct al.
1995b; Klein 1996). Kim et al. and Klein
arc probably the only studies that explic-
itly provide direct tests of the pricing of
IPOs using information available in the
issue prospectus, with reliance more on
accounting information. These studies
show that the IPO firms’ financial vari-
ables significantly affect the market price
of the issuc. This {inding supports the
notion suggested in the literature that ac-
counting information is used as an input
into the pricing of an IPO.

Summary of Empirical
Evidence

Recall that the underpricing theories
suggest the magnitude of underpricing is
positively related to the cx ante uncer-
tainty surrounding the issue. Taking the
raw or adjusted initial returns as the de-
pendent variable and regressing over vari-
ous proxies for ex ante uncertainty, the
studies find that some proxies are consis-
tently related tothe degree of underpricing.
Table 1 provides a summary of studies
relating initial IPO returns and various
proxics forex ante uncertainty. Many stud-
ics involve accounting variables in their
regressions. These accounting variables
include the level of debt (financial lever-
age), prolitlevel or prolitability, operating
leverage measured as the ratio of plant
assets (o lotal assets, and IPO or firm size.
The lindings however arc mixed. The is-

sue size appears 1o be consistently and
negatively related to the degree of
underpricing.

As shown in Table [, support for the
notion that certain accounting information
available in the issue prospectus could
explain the cross-sectional variation of the
level of underpricing is advanced. The
evidence clearly indicates that, to acertain
extent, accounting information is value
relevant for the determination of the price
of an IPO.

Accounting Variables as
Proxies for Ex Ante
Uncertainty of IPO

This section provides the theoretical
explanation and empirical evidence of the
rclationship between some accounting
variables and the ex ante uncertainty of an
IPO, and thus the degree of underpricing.
These accounting variables include finan-
cial leverage, opcrating leverage, asset
growth, firm size, and the level of profit-
ability. Each of these is discussed in fur-
ther detail below.

Financial Leverage

The finance literature suggests that
the variability of firm value is affected by
the introduction of debt into its capital
structure. When debt is introduced into a
firm’s capital structure, a more volatile
earnings strecam results. This will increase
therisk of common stocks, which leads the
shareholders to demand a higher return
(Brealy and Myers 1996). Early studies by
Hamada (1969) and Rubenstein (1973)
show that firm risk is a function of finan-
cial'leverage. Ben-Zion and Shalit (1975)
and Christie (1982) also confirm that such
a relationship does cxist. Dhingra (1982)
acknowledges that financial leverage is
regarded as onc of the predictors of firm
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Table 1. Summary of Studies Relating IPO Initial Returns to Various Proxies for Ex Ante Uncertainty

Offer Firm Owner-  Fim ¢ UW  Acditor Bankor  Debt Sample
Stady Size Size™  ship Age of Quality Quality  Debt Equity Profit" PA/TA* Country Size
Level Return Dummy Ratio“ (Years)
Buckland and Davies (1990) (+¥ “r UK 331(80-85)
Wethyavivorn and Koo-Smith (1990) (-} {-) () Thailand - 32 (88-89)
James and Wier (1990) ¢ ) 03 (-) “-r Us 549 (80-83)
Slovin and Young (1990) Mixed (-) ¢y us 316 (80-84)
Keasy and Short (1990) (+r -r +) (+ -r UK 222(84-88)
Garfinkel (1990) -r -r ) -r {-) us 549(30-83)
Affleck-Graves et al. (1993) -r (+r ) -r (+r r -y us 1,078 (83-87)
Kim et al. (1994) r Mixed Mixed Mixed +r Korea  177(88-90)
Clarkson (1994) ) ) r +4) + us 420 (76-85)
How et al. (1995) (O3 () r () Mixed Australia 340 (80-90)
How (1996) (-} {-r (+F -} Mixed @ ) Australia 200 (79-90)
Hedge and Milier (1996) P r ) (+7 ¢ -y “r Us  890(81-85)
Michaely and Shaw (1998) ) -y ) () us 809 (84-88)
Gumanti (2000} ) -y + ) + ) (+F + - Indonesia 149 (89-97)

2’ and © denote coefficients being significantly different from zero at the one, five, and ten percent levels, respectively.
‘"The measure of firm size usually takes two forms: total assets or sales.

' There are various measures for debt to equity ratio.

I Profit is measured either as the level of profits or profitability ratios.

“'PA/TA is the ratio of plant assets o total assets.
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risk. Gahlon (1981), Gahlon and Gentry
(1982), and Mandelker and Rhee (1984)
provide theoretical models, and empirical
cvidence that financial leverage is a poten-
tial determinant ol firm risk.

Empirical evidence in an IPO setling,
however, provides mixed results. Kim et
al. (1994) lind a significant positive rela-
tionship between financial leverage and
initial excess returns in a study of Korean
IPOs. Howet al. (1995) find no significant
relationship between financial leverage
and the degree of underpricing in their
study of Australian IPOs, but using a re-
duced sample they find a significant posi-
tive relationship. In contrast, James and
Wier (1990) find that IPOs with a history
of a borrowing relationship experience
lower underpricing than those without a
borrowing relationship. Further,James and
Wier posit that ex anle uncertainty is de-
creasing in a firm’s pre-IPO capital struc-
ture upon the existence of debt. Slovin and
Young (1990) also find that the presence
of bank debt and/or lines of credit in the
capital structure of a firm prior to IPO is
negatively related to TPO initial returns.
Garfinkel (1993) also documents that the
existence of debt in a firm’s pre-1PO capi-
tal structure reduces the level of
underpricing. In addition to this, Ander-
son et al. (1995). in a review of the IPO
literature, conclude that the degrec of
underpricing increases with the level of
debt.

Hedge and Miller (1996) argue that
the existence of debt prior to the offcring
of an [PO can be used as a signal about the
quality. of the issue. Their hypothesis is
developed on the basis of the financial
signaling literature that suggests that one
of the primary means used by a high qual-
ity firm is debt financing (Leland and Pyle
1977; Myers and Majluf 1984). Hedge and

Miller arguc that issuers of a high quality
firmuse larger amounts of debt prior to the
offering to signal that the firm has high
quality prospects. A high quality firm uscs
debt either to mitigate inefliciencies in its
investment decisions or to signal its pri-
vate information to the market. Hedge and
Miller point out that there is a greater
probability that outsiders will have the
opportunity to detect the firm’s ability to
service its debt obligations the larger the
firm's debt. In other words, pre-1PO deblt
serves as a proxy for a firm’s future pros-
pects. Their finding supports their propo-
sition of a negative and signilicant asso-
ciation between the level of TPO firms’
debt prior to the offering and the degree of
underpricing.

Operating Leverage

Therc have been a number of sugges-
tions, theoretically and empirically, about
the perceived usefulness of operating le-
verage as a determinant of firm risk (Lev
1974; Gahlon 1981; Gahlon and Gentry
1982; Mandelker and Rhee 1984; O’ Bricn
and Vandcrheiden 1987). The literature
also advocates that operating leverage is a
potential determinantof firmrisk, as shown
by its effect through operating risk (White
ct al. 1998).

Lev (1974) finds operating risk mca-
sured as the ratio ol fixed operating costs
to variable opecrating costs is positively
associated with total firm risk. Such an
association occurs because the increasc in
the proportion of lixed costs is followed
by an increasc in volatility of returns.
Since information about an IPO, as dis-
closed in the prospectus, is limited to a
maximum of three ycars of financial state-
ments, Lev’s approach is not applicable in
an IPO setting. Accordingly, given (his
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datalimitation a proxy for operating lever-
age is required.?

Onc potential candidate for the proxy
for operating leverage is capital intensity:
“a measure ol the amount of assels re-
quired per dollar sales” (Brigham and
Gapenski 1991, p. 933). They point out
that capital intensity is one of the greatest
influences on a firm’s external [unding
requirements.® Capital intensity can be
cxpressed as the ratio of sales to total
assets, that is a reciprocal of total assets
urnover (Brigham and Gapenski 1991).
This ratio suggests the amount of assets
required to generate sales. A higher ratio
means that more assets are required (o
obtain sales, which could be perceived as
the firm having a lower utilization of its
asscts. O'Brien and Vanderheiden (1987)
reason this ratio may serve better than the
other opcrating leverage proxies (such as
fixed 1o total assets ratio) because it pro-
vides a morc reasonable gauge of the in-
tensiveness of physical capital relative to
labor and raw material (see Rosenberg and
McKibben 1973). A higher ratio means
that the firm is engaging in low asset
intensiveness. Accordingly, a firm with a
higher asscts to sales ratio is said to be less
attractive and thus more risky. Empirical
studies have paid little, if any, attention to
the potential influence of operating lever-
age as a determinant of IPO initial return.
Garfinkel (1993), who uses the ratio of
plantassets tototal assets. finds anegative,
but insignificant, relationship.

To summarize, a large number of
cempirical studies have found an inverse
and significant relationship between [IPO

size and the degree of initial excess re-
turns. However, as firms are likely to
reduce the capital intensity ratio lo obtain
external financing, it is expected that a
higher capilal intensity ratio (i.e., operat-
ing leverage) is associated with higher
initial returns.

Firm Size

Beaver et al. (1970) point out that
firm size can be used as a proxy for the
total risk of a firm. Ritter (1984) proposes
an argument that more established firms
(usually larger firms) are less risky than
less established ones, because more is
known about them and they are easier (o
value. Using size as a proxy for ¢x ante
uncertainty, Ritter provides support for
his argument. Barry and Brown (1984)
also suggest that there is a positive rela-
tionship between firm size and firm spe-
cific information. That is, larger [POs arc
more likely to be related to lower risk and
thus lower ex ante uncertainty.

Assuming that large firms have a
more diversified asset base, if the value of
the assets of the firm is less than perfectly
corrclated we may expect that larger firms
have alower variance of ratc of return than
smallerones. Whittington (1980) suggests
that larger firms tend to have a wider
spectrum of activities, suggesting that their
share prices and returns on equity arc
relatively more stable. Ben-Zion and Shalit
(1975) note that when size is used as a
proxy for cconomies of scale, firms arc
able to incur lower costs and carn eco-
nomic rents. Ibbotson et al. (1988; 1994)
find IPOs with lower sales prior to the

* O’Brien and Vanderheiden (1987) suggest the use of a static proxy. They examine four proxics. namely
depreciation to total assets ratio, depreciation to sales ratio, total asscts to sales ratio, and fixed assets to total
assets. Yet. none of the variables is found to be significant.

¢ Brigham and Gapenski (1991) also note that projected sales growth, initial fixed asset utilization rate
{excess capacity situation), profit margin, and dividend policy are identified as other factors influencing a firm's

external funding requirement.
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offering are more underpriced than ones
with larger sales, and they suggest that
sales may bc used as a proxy for the level
ol investor’s uncertainty regarding the is-
suing firm.

Although most of the studies find
negative relationships between initial re-
turn and firm or issue size, some still
document a positive and significant rela-
tionship (for example, Affleck-Graves et
al. 1993). Indonesian studies also show
mixed findings. For example, Sautma
(1998) finds a positive coefficient for sales
and a negative coefficient for issue size
(gross proceeds), although neither proxy
is statistically significant. A similar {ind-
ing is reported in Rizka (1995).

Firm Growth

Fewings (1975) and Turnbuli (1977)
arguc that the growth of a firm (either
represented by sales or assets) may reflect
a substantial element of business uncer-
tainty. Firms withconstant or stable growth
are regarded as having less uncertainty
and being less risky. These firms arc usu-
ally those that are able to maintain their
business and tend to have a longer operat-
ing history.

In contrast, firms that experience
faster growth (which tend to be young
firms) are subject to greater uncertainty
and, therefore, are perceived to he more
risky. These firms are usually those that
are in the early stages of their existence,
which is a common characteristic of [PO
firms, and tend to experience excessive
sales growth. This is in line with Hall and
Renner (1988) who note that the success
of an TPO usually rests on a sharp increase
in sales, suggesting that, ceteris paribus,
onc indication ol the success of the opera-
tions of an entity seeking capital through
an IPO is an increase in sales. Given that
high growth firms possesses high uncer-

tainty and thus more risky, the correlation
between firm growthand IPOinitial return
is positive.

Profitability

Thelevel of profitability is examined
because an investor's judgments about the
effectiveness of business operations may
be determined by past profitability. It is
argued that high profitability may reduce
ex ante uncertainty since highly profitable
IPOs may allcviate investors’ concern
about the effectiveness of management.
Krinsky and Rotenberg (1989a) also con-
tend that the profitability of existing op-
erations may provide outsiders with evi-
dence of management cffectiveness, and a
high profit margin may reduce concerns
over the historical level of management
shirking or perquisites consumption.

Profitability has been regarded as a
potential proxy for the riskiness of an IPO
(Beatty and Zajac 1995). It is also not
uncommon that a profitable IPO firm is
more attractive than a less profitable one.
An IPO firm with a negative profit is
regarded as being exposed to greater risk
that one with a positive profit. This sug-
gests that an inverse relationship cxists
between profitability and risk in an IPO
selting.

In addition, it has been widely recog-
nized that carnings have information con-
tent, that is, accounting earnings supply
information for stock price valuation.
Kaplan (1978) and Watts and Zimmerman
(1986), based on their review, concluded
that accounting earnings, from the effi-
cient market hypothesis point of view,
reflect factors thataffect stock prices. Thus,
earnings or earnings levels arc useful for
stock price assessment. Earnings have also
been used as a standard input in the valu-
ation of IPOs (Pcrez 1984; Bloch 1986:
Sutton and Benedetto 1988; Buck 1990
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Benninga and Sarig 1997, among others).
This suggests that earnings are one of the
potential determinants of an IPO issue
price. Aggarwal and Rivoli (1990) find
that firms with low or negative income
tend to exhibit higher issuance costs. These
issues are more likely to be marginally
undersubscribed, which will increase the
risk faced by the investment banker. Thus,
IPO firms having low or negative income,
and thus carnings, are perccived to be
more risky than those with positive in-
come.

Sterling (1987) points out that one of
the key factors to the success of an IPO is
that the issuing firm must have a good
quality ol carnings. Hall and Renner (1988)
also assert that the success of IPOs usually
rests on earnings trends. Empirical evi-
dence, however, provides mixed lindings.
Buckland and Davies (1989), as cited in
Keasey and McGuinness (1992), and
Keascy and Short (1992) find that the
issuc price discount is inversely related to
the IPO firm's past profits. There is an-
other study that does not provide strong
support for the view that profitability is
associated with initial abnormal returns in
the new issues market (Kim ct al. 1994).
Kim ct al. find a negative but insignificant
association between profitability and IPO
initial returns in their study of Korcan
IPOs. In contrast to Kim et al. (1994),
Pettway and Kaneko (1996) find apositive
butinsignificant relationship in their study
of Japancse IPOs. Michaely and Shaw
(1998) also report a similar finding.

IPO firms with (greater) profitability
arc perceived to have been better able o
manage their business, and thus have cx-
hibited lower risk, it is expected that more
profitable IPOs cxperience lower initial
returns. Since it can be argucd that faster
growing lirms are morc risky, it is ex-
pected that, as growth increases. initial

return should increase. Investors will de-
mand higher abnormal returns to compen-
sate for the risk they are bearing. Thus. it
is expected that as growth increases initial
return should increase.

Conclusions and
Recommendations

The regulators of Indonesian 1POs
appear to be concerned with level of prol-
itability. One of the common stock listing
requirements statcs that firms wishing to
make an IPO must have posted operating
profits in the last two fiscal years of opera-
tion. Thus. profitability is considered cru-
cial in Indonesian IPOs. However. as has
been stated in the rcquirement, an IPO
{irm may not be required to have posted a
profit when it has just started the busincss.

Theoretical explanation and cmpiri-
cal evidence appear to suggest that ac-
counting information is value relcvant in
the determination of firm value and for
firms wishing to go public. As shown
empirically, some accounting numbers are
known of being the potential proxics for
the uncertainty surrounding an [PO. This
may nol be surprising, since most of the
information available in the prospectus is
accounting information. Thus, it is argu-
able that this information represents a po-
tential source for assessing the issuing
firm. Five accounting variables are identi-
fied being the potential proxies forcx ante
uncertainty in an IPO price determination,
These include financial lcverage. operat-
ingleverage, firmsize, assetor firm growth,
and profitability.

Following the conclusions and given
the strong theoretical judgment that ac-
counting information (variables) is used
by various users for various proposcs, i.c.,
contracts and monitoring. further study
may atticmpt to challenge the hypothesis
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that accounting information is related to
the degree of underpricing. This is likely
to be inevitable considering that most in-
formation provided in the issue prospectus
is dominated by accounting numbers (in-
formation) forcing investors to utilize that
information in their buy or hold decision
of an IPO firm.

The possibility of utilizing account-
ing information for measuring the risk of a
firm making an IPO in the absence of ex
post risk measures prior to the offering is
thus an empirical issue. Given the rcgula-

an IPO in an Indonesian setting, which put
reliance on the accounting numbers, study
that specifically examine the relationship
between accounting risk proxy and the
uncertainty of an IPO, i.e.. the initial re-
turn seems to be promising. However,
attention must be taken into consideration
regarding the relevance of selected ac-
counting information to be the proxy of
risk. As pointed by Anderson et al. (1995)
that the success in testing the determinants
of IPO initial return depends heavily on
the success of selecting the proxy.

tions surrounding the process ol making
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