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Determinants of Underpricing in Indonesian Stock Market
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Abstract—The purpose of this study is twofold. First, it
examines the degree of underpricing in Indonesian initial public
offering (IPO). Second, it examinesthe determinants of
underpricing by focusing on three non-financial information,
namely underwriter reputation, use of proceeds, and number of
risk factors. Those three non-financial information serve as a
signal concerning the quality of an IPO. A sample of 63 firms
making IPO in Indonesian stock market from 2007 to 2012 is
examined. The results show that Indonesian IPO firms on
average are underpriced. Underwriter reputation has negative
and significant relationship with the level of underpricing.
Number of risk factorsis negatively related tothe degree of
underpricing.

Index Terms—IPO underpricing, risk factors, underwriter
reputation, use of proceeds.

I. INTRODUCTION

A firm always needs funds. One way to obtain funds is by
going public, selling the stocks to the public known as initial
public offerings (IPO). The funds raised from the issue are
dedicated for a number of purposes, such as to strengthen
capital base, business diversificationor to purchase another
firm. All of the intended use of funds shall be stated in the
issue prospectus.

To go public, a firm must publish a prospectus. Article 78
of the Indonesian’s Law number 8 year 1995 about Capital
Market states that prospectus must contain relevant and
important information that will help prospective investors to
adequately judge and analysis the firm. The prospectus must
provide among others structure of ownership, use of proceeds
from the IPO, summary of financial information, number of
risk factors and other important information.

Determining the offering price of the stock is not easy both
for the investors and the issuers. Investors must use various
aspects in judging the offer price. The issuers have to

cooperate with qualified underwriters to set up the offer price.

If the offer is set up too low, issuers will be losing money, but
if it is set up too high investors will not be interested in
buying the stocks and the IPO could be unsuccessful.

Evidence across capital markets has shown that on average
the IPO is underpriced. Underpricing is a condition where the
offering price is lower than the closing price in the open
market. The level of underpricing varies across capital
markets and countries, but the emerging capital markets tend
to be more underpriced than their counterparts of
well-developed markets.

However, one argues that underpricing was deliberately
done to attract uninformed investors [1]. One of the important
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parties in going public process is underwriter, as it helps
issuer to determine the offering price. Issuers will use
prestigious underwriter in order to reduce uncertainty that
cannot be disclosed in the prospectus [2]. Empirical studies,
for example [3]-[5] generally confirm that the use of
prestigious underwriter will lead to lower underpricing.

Apart from the reputation of underwriter, another variable
that can be used as potential determinant of underpricing is
number of risk factors [6]. The greater the ex-ante uncertainty,
the greater is the expected variance (or standard error) of the
stock’s price in the period immediately following the issue
[7]. Riskier stocks have greater price variance. The greater
the ex-ante uncertainty, the greater is the expected
compensation required by investors in order to ensure their
participation in the IPO markets. Underpricing is a
compensation paid to investor for the risk associated with the
issue. Previous studies document that the number of risk
listed in the prospectus is negatively related tothe level of
underpricing, for example [8], [9].

The other potential determinant of underpricing is the use
of proceeds from the IPO. Use of IPO proceeds for the
purpose of repairing or strengthening working capital is
suspected to have negative signal in the market. This is
indicated by empirical evidence that on average firms that use
IPO proceeds for repairing working capital exhibit higher
initial return than firms that use IPO proceeds for investment
[10], [11]. Leone et al. [12] suggest that IPOs providing
specific use ofproceeds disclosures have lessex-ante
uncertainty because these disclosures help investors predict
the dispersion of secondary market values. This means that
investors would consider the intended use of proceeds as a
credible signal regarding the value of IPO. For example, if
the funds raised from going public areused only for working
capital improvement, investors would judge that the
company does not have good qualification so the company is
said to be exposed to higher risk and thus it shall have higher
expected return.

This paper examines whether there is underpricingin
Indonesian IPO market. It also examines whether underwriter
reputation, the use of IPO proceeds, and number of risk
factors affect the degree of underpricing in Indonesia stock
market. The findings reveal that underpricing is negatively
affected by underwriter reputation and by number of risk
factors listed in the issue prospectus of the firms. Use of
proceeds does not affect the degree of underpricing.

1. LITERATURE REVIEW

Underwriters play important role in the process of going
public. Early study has shown that the selection of
underwriter is critical in the success of the IPO. For example,
prestigious underwriter can reduce investor uncertainty and
their findings support the prediction of negative relationship
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between the prestige of underwriter and the degree of
underpricing [2].This implies that low uncertainty will lead to
low return, makes higher quality of underwriter lower
underpricing.

In the case of firm commitment contract, underwriter will
face absolute risk in the marketing the IPO. Thus, IPO firm
wishing success shall be selective in appointing the
underwriter. Prestigious underwriters is believed to have high
reputationand accordingly is associated with lower level of
underpricing, for example [3]-[5]. Although some studies
find an inverse relation, see for example [13]-[15], the
literature suggests that prestigious underwriter is associated
with lower underpricing.

Accordingly, the following hypothesisis proposed:

Hi: underwriter reputation is negatively related to the
degree of underpricing

By law, the prospectus must contain information on the use
of proceeds from the IPO. There are a number of purposes of
the use of proceeds, such as for capital expenditure, operating
expenditure or paying debt as well as strengthening the firm’s
working capital. Previous studies document negative
relationship between use of proceeds for investment and the
level of IPO underpricing [16]-[10]. Yet, there is no clear
theoretical explanation of how the use of proceeds will affect
the level of underpricing given there are various reason
behind the decision to go public.

Use of proceeds for operating expenditure especially for
strengthening working capital is largely ignored as the
potential for underpricing determinant. Gumanti [10], [11]
suggest that the use of other variables instead of focusing on
the use of proceeds for investment and expansion purposes in
determining the level of underpricing. We might argue that
when the funds raised in IPO are used for strengthening
working capital, it means that the firm is focusing on making
its operation safer. Investors may judge that the firm is risky
as it keeps some of the proceeds for working capital purposes.
When the firm is said to be risky, investors will demand
higher return. Consequently, IPO firms that use some the
funds from IPO for strengthening working capital will have
larger initial returns as compensation for larger risk faced by
the firms.

Accordingly, the following hypothesis is proposed:

H,: Use of IPO proceeds is positively related to the level of
underpricing

Other potential factor that can be used as the determinant
of uncertainty of the offering price in IPO market is the
number of risk factors provided in the prospectus. The higher
the number of risks listed in the prospectus, the higher will be
the level of underpricing [8]. Some studies document that the
number of risks on prospectus is negatively related with
initial return [8]-[17]. In contrast, others find a positive
relationship between the numbers of risk and the level of
underpricing [7]-[18].

Logically, the higher the number of risk factors listed in
the prospectus the higher is the risk associated with the
issuing firms, and thus the higher is the expected return of the
share demanded by the investors. This assertion is supported
by [11] who report that the number of risk factor listed in the
issue prospectus is positively related to underpricing for
firms making IPO in Indonesian capital market from 1990 to
2005. This reason leads to the following hypothesis.

Hs: Number of risk factors listed in the prospectus is
positively related to underpricing

This study analyzes whether underwriter reputation, use of
proceeds for working capital, number of risk factors affect
the degree of underpricing in Indonesian stock market from
2007 to 2012. Compared to [9]-[18], the current study
employs more recent data.

The population of this study is all companies making IPO
at the Indonesian stock market from 2007 to 2012. Samples
are determined with the following criteria. First, the
prospectus is available in the database of Faculty of
Economics University of Jember. Second, company has
complete data through use of proceeds, underwriter
information and risk information.

The following model for testing the hypotheses is used.

RESEARCH METHODS

IR=a+bUR +dRF+e

where IR is initial return, UR is underwriter reputation, UP is
use of IPO proceeds, and RF is number of risk factor.

Initial return is measured as the difference between the first
day closing price and the offering price expressed in terms of
percentage. The underwriter reputation is a dummy variable.
The prestige of underwriter is determined following [2] who
classify it based on the frequency of the underwriter being the
lead underwriter, i.e. if it has been assigned as lead
underwriter of at least eight times, it is categorized as
prestigious underwriter and it has value of land O for
otherwise. Following [16], this research uses dummy variable
for the use of proceeds from IPO. Value of 1 is given if there
is a part of the proceeds being used for working capital, and 0
for otherwise. Number of risk factor is measured using the
total risk factors listed in the issue prospectus.

IV. FINDINGS AND DISCUSSION

A total of 109 firms making IPO during 2007-2012 at the
Indonesian Stock Exchange. As shown in Table I, a final
sample comprises of 63 IPOs.

TABLE I: SAMPLE SELECTION PROCESS

Notes Number
of Firm

Firm making IPO in May 2007-December 2012 109
The firm’s prospectus is not available in the database of (44)
Faculty of Economics University of Jember
Firm with prospectus available in the database of Faculty 65
of Economics University of Jember
The prospectus is incomplete 2
Final sample 63
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Description of the sample firms by year of going publicand
industrial sector is shown in Table Il. Panel A of Table Il
shows the distribution of sample by years and panel B
presents the distribution of sample by industry classification
(sector). Year 2007 has the largest IPO firms of 19, whilst
year 2009 has the lowest with only two firms meeting the
sampling criteria. Infrastructure, utilities and transportation
sector has the largest number of firms, of which there are 14
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firms, whilst sector with the lowest representative is
consumer goods industry with only one firm.

TABLE II: DISTRIBUTION OF SAMPLE BY YEAR AND INDUSTRY
CLASSIFICATION

Total Selected

Description PO PO %
Panel A : Based on IPO years

2007 22 19 86.36
2008 19 13 68.42
2009 13 2 15.38
2010 23 9 39.13
2011 25 14 56.00
2012 7 6 85.71
2007-2012 109 63 57.80
Panel B : Based on Industry Classification

Agriculture 6 6 100.00
Mining 16 11 68.75
Basic Industry and Chemicals 8 3 37.50
Miscellaneous Industry 3 2 66.67
Consumer Goods Industry 3 1 33.33
Property, Real Estate and Building 19 8 42.11
Construction

Infrastructure, Utilities & 20 14 70.00
Transportation

Finance 13 9 69.23
Trade, Services & Investment 21 9 43.86
Total 109 63 57.80

Table 111 presents the level of initial returns based on year
of IPO and industry classification. As can be seen in Table Ill,
year 2007 is known to have the largest initial returns, whilst
year 2011 is recorded as the year with the lowest initial
returns. Looking at the industry classification, the property,
real estate and building construction has the highest initial
returns, whilst agriculture has the lowest initial returns. The
evidence shown in Table 111 confirms that Indonesia IPOs are
on average underpriced as much as 25.32 percent.

TABLE Ill: DESCRIPTIVE STATISTICS OF INITIAL RETURNS BASED ON
YEARS AND INDUSTRY CLASSIFICATION

Description N Mean Min. Max.
Panel A : Based on IPO years
2007 19 0.4094***  -0.19 1.58
2008 13 0.2608* -0.82 1.79
2009 2 0.3000***  0.02 0.04
2010 9 0.2844***  -0.07 0.68
2011 14 0.1015** -0.17 0.50
2012 6 0.2238** 0.01 0.68
Total 63  0.2532***  -0.82 1.79
Panel B : Based on Industry Classification
Agriculture 6 0.1517** -0.01 0.37
Mining 11 0.2327** -0.38 0.70
Basic Industry and Chemicals 3 0.4133* 0.06 0.69
Miscellaneous Industry 2 0.1600** 0.15 0.17
Consumer Goods Industry 1 0.1700*** 0.17 0.17
Property, Real Estate and 8 0.4800***  -0.17 1.79
Building Construction
Infrastructure, Utilities & 14 0.2221 -0.82 1.58
Transportation
Finance 9 0.3211*** 0.02 0.77
Trade, Services & Investment 9 0.1611***  -0.01 0.50
Total 63  0.2532***  -0.82 1.79

Notes: *** ** and * denote significant at 1%, 5%, and 10%, respectively.

The descriptive statistics of initial return and number of
risk factors is shown in Table IV. The average initial return is
25.3 percent and significantly different from zero (p<0.01). It
means that the sample firms experience significant
underpricing. The level ofunderpricing found here is greater
than the figure reported in [11] who documentan average
underpricing of 22.89 percent in Indonesian firms making

804

IPO from 1990-2005. The minimum of initial return is -82.00
percent, and the maximum is 179.00 percent, whilst [18]
report a minimum of 32.56 percent and a maximum of 480.00
percent. Evidence of significant underpricing reported here is
in support of worldwide phenomenon that on average IPO is
underpriced.

TABLE IV: DESCRIPTIVE STATISTICS OF VARIABLES

Variable Mean Median Std. Dev. Minimum  Maximum
INT 0.253 0.1512 0.403 -0.820 1.790
RISK 21.51 17 14.396 4 63

The number of risk factors ranges from the lowest of 4 to
the highest of 63. This figures are slightly different compared
to [11] who report a range of 1 to 40 of risk factors listed in
the prospectus. Table IV shows that on average the number of
risk factors is 21.51 which may be regarded that the risk
associated with the business is large as there are more than 21
risk factors provided in the prospectus.

Not reported in Table IV, 31 firms or 49.20 percent employ
non prestigious underwriter, whilst 32 firms or 50.80 percent
are underwritten by prestigious underwriter. Looking at the
use of proceeds from the IPO, there are 17 firms or 26.98
percent use part of the funds generated from IPO for
improving or strengthening working capital. This means that
46 firms or 73.02 percent of the sample firms do not use the
fund generated from IPO for improving their working capital.
In other words, the firms may use the funds for more
productive activities.

Table V presents the matrix correlation for all variables
examined in this study. Underwriter reputation and number
of risk factors are negatively and significantly correlated with
initial return, whilst use of proceeds has negative but
insignificant correlation with initial return.

TABLE V: MATRIX CORRELATION OF THE VARIABLES

Variable Underwr_iter Use of l\_lumber of
Reputation Proceeds Risk Factors
Initial Return -0.290” -0.090 -0.332"
Underwriter - 0.117 0.276™
Reputation
Use of Proceeds - - 0.190

Note: **significant at 5%.

TABLE VI: RESULTS OF MULTIPLE LINEAR REGRESSION

Variable Prediction Coefficients tstat,
UR Negative -0.192 -1.706%*
UP Positive -0.011 -0.110
RF Positive -0.008 -2.139%*

Note: ** significant at 5%,UR is underwriter reputation, UP is use of
IPO proceeds, and RF is number of risk factors.

The results of multiple linear regression analysis are
shown in Table VI. The results show that underwriter
reputation is negatively related to underpricing (p<0.05).
This finding supports previous results, for example [3]-[5].
Thus, it is confirmed that prestigious underwriter is seen to be
related with high quality and large IPO for which we might
argue that good and large firms will have lower risk and they
prefer to select prestigious underwriter which lead to lower
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initial return. In other words, the choice of underwriter is
important, because prestigious underwriter will be able to
provide better service and analysis and relates to lower
underpricing [2].

The study finds that use of proceeds does not affect the
level of underpricing. The sign of the coefficient is negative,
which is in contrast to the expectation. This means that
regardless of the use of proceeds from the IPO, investors may
consider that the information is not significant in determining
their selection of IPO firm.

Startup firm is associated with high risk, and high risk
relates with high level of underpricing. Firm making IPO
should disclose information related to the use of funds
generated from IPO (proceeds), if the use of proceeds is
focused on improving working capital, the company is said to
be risk averse and it might not be in the investor’s expectation
that usually expect the funds raised in IPO to be used for
productive activities. Gumanti and Abdul Mann an [11]
document negative and significant relation between use of
proceeds and underpricing. Yet, the current study uses
different measurement compared to [11]. They consider the
use of proceeds for investment and expansion where the
coefficient is predicted to be negative given that allocating
most of the funds for investment or expansion is less risky
and report that lower value of underpricing. They argue that
firm is willing to use most of the funds for investment and
expansion only when it has strong financial condition.
Interestingly, [19] found that the use of proceeds for
financing purposes have smaller underpricing than the use for
operation and investment. This conflicting finding offers us
for further examination given that the results reported in this
study may be driven by the selection bias as in this study the
minimum portion of funds used for working capital purposes
is not determined using certain level of percentage.

This study documents negative relationship between
number of risk factors and the level of underpricing. The
result of this study supports [8] and [17] who document
negative relation between the level of underpricing and
number of risk factors. The result is in contrast with [7]-[20]
who found positive relation.

As mandated by regulation, issuers have to disclose
companies risk information in the prospectus. Underpricing
should be higher when firms disclose more information to
compensate for higher risk borne by investors who bought the
stocks. Yet, this study reports opposite direction, that is firms
disclose more number of risk are less underpriced. This
finding does not support [11] who report positive relationship
between number of risk factors and the level of underpricing.
This different finding could be attributed to the
characteristics of firms being examined. The current study
uses more recent data, i.e.,, 2007-2012, whilst [11] use
considerably older data, i.e., 1990-2005. We might also argue
that the Indonesian capital market law was in effect in 1995
with many regulations following it. Gumanti and Abdul
Mannan [11] do not divide their sample firms to look whether
the enactment of capital market law affects the content and
number of risk listed in the issue prospectus. Thus,
elaboration on this issue may provide better explanation of
the phenomenon.
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V. CONCLUSION

This research examines the effect of underwriter reputation,
use of proceeds, and number of risk factors on the degree of
underpricing in Indonesian stock market for the
years2007-2012. The study documents that underwriter
reputation and number of risk factors has negative and
significant relationship with underpricing. Use of proceeds
has negative but insignificant relationship with underpricing.

Three limitations are identified in this study. Firstly, this
research does not account for the effect of global economic
crisis in year 2008 where Indonesia was among the countries
that are severely hit. The crisis has led the stock market to
plummet more than half of the previous figure. Accordingly,
this period is said to be risky that may expose issuing firm to
a larger risk than in the other periods which may affect the
risk preference of the investors making investors are less
rational in their buy or sell decision in the IPO market. Thus,
future study may look at specific periods, especially the study
may differentiate between the periods where there are no
economic or financial crisis and when there are the crisis.

Secondly, this study does not group the number of risk
factors based on the type of business or industry classification.
We might argue that certain industry may be exposed to
higher risk than other industries. Thus, future study may
differentiate the samples based on industry classification.
Lastly, we might argue that the difference of the result may
be affected by the selection of proxy or measurement where
this study uses dummy variable in measuring the use of
proceeds of the IPO based on the use for strengthening
working capital. So, future study is recommended to use the
other measurements, for example use of proceeds variable is
calculated by the percentage of total proceeds as a portion of
for working capital.
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