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Abstract

This study examines the going-public decision of the Initial Public Offerings (IPOs) during hot issue
market in Pakistan for the 77 non-financial IPO’s firms listed in the Pakistan Stock Exchange (PSX)
for a period of 2000-2015. This study also analyses the cyclical patterns of hot and cold issue markets as
wellasinvestigatestheimpact of firm,industry,andcountrylevel factors onthegoing-publicdecision
duringhotissue market. Thisstudy uses boththevolume andinitial returns methods toidentify the hot
and coldissue markets. Using the Logit regression model, we found that the highest number of listing per
year along with the high initial returns generally referred to as the hotissue market occurred in the years
2003-2005, 2007 and 2014- 2015 whereas the periods between 2000-2002, 2006, and 2008-2013
were found to be cold issue market. Furthermore, the hot issue market exhibited on average a
greater degree of underpricing than the cold issues market. The industry as well as the firm-level
condition and overall country level factors played an important role in determining firm’s going-public
decision during hot issue market. The findings of this study support the conventional wisdom of
signaling,changingriskcomposition,information spill-over,and capital demand hypothesis.

Keywords: Hot issue market, cold issue market, going-public decision, IPO, Pakistan,

INTRODUCTION

The going-public decision is a crucial decision for a business entity to make in its life span. The going-
public decision is motivated mainly to raise capital from the general public to finance the firm’s current
and future business operations (Madura, 2014). According to Boehmer and Ljungqvist (2004), the
cost of capital fromgeneral publicis lessthanthecost of capital from
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private investors. However, there may be persistent abnormal behaviours associated with going- public
decision such as underpricing, underperformance and hot issue market. The underpricing refers to the
high positive returns that an investor earned in the short run. However, under- performance means
thepoor performance of IPOsinthelongrun usuallyuptothreeyearsafter listing. Suchabnormal returns
generated by IPOsinthe shortand long runare considered against the efficient market hypothesis (EMH) of
Fama (1970). Thehotissue marketreferstotheperiods of IPO’s highvolumeand highinitialreturns. Finally,
the periods of relatively low volume and low initial return are known as cold issue market. It is well
documented in the literature that IPO issued in hot market are more underpriced in the short run and
subsequently more underperformedin thelongrun (Agatheeet al.,2014; Agatheeet al.,2012a; Agatheeet
al., 2012b; Lowry and Schwert, 2002; Loughran and Ritter, 1995; Ritter, 1984; Ibbotson and Jaffe,
1975). This abnormal performance of IPOsinhotissuemarketleads tolosses notonlyfortheissuing firm
aswellasfor theinvestors.

Theoretically, the main purpose of the issuer’ firm s to raise optimal funds and leave theleast
amount of money onthe table. Principally, a firm should go publicin the periods of low volumes and low
initial returns (cold market) to leave a minimum amount of money on the table. However, thereis a great
dealofevidenceintheliteratureindicatingthat morefirmstendtogo publicinthe periods of highnumber
ofIPOsandhighunderpricing(hotissueperiods)andleave moremoneyonthetable.Thus, itis puzzlingas
to why firms go publicin a hot market and leave more money on a table instead in cold issue market
(Agatheeetal.,2012a).

Numerous studies (e.g. Agathee et al., 2012a; Howe and Zhang, 2005; Helwege and Liang,
2004; Loughran and Ritter,2004; Lowry and Schwert, 2002; Ritter, 1984) studied the effect of firm-specific
characteristics such as; underpricing, firm’s risk, age of the firm, sale and underperformance of the
firm on the going-public decision in hot issue market. Likewise, many studies highlighted that going-public
decision of the IPO firms during hot market also depend on the country’s overall economic condition
(Dittmar and Dittmar, 2008; Pastor and Veronesi, 2005; La Porta et al., 1997; Choe et al., 1993; Fama and
French, 1989). Similarly, the past literature (Jain and Kini, 2006; Alti, 2005; Helwege and Liang, 2004)
indicated that industry condition is important in estimating and evaluating the growth and risk of the
business, henceforth affect the going public- decision. Various information can influence each industry ina
different way and thus industries tend to have different issues and challenges which may influence
the decision to go-public differently in hotissue market.

Numerous studies have been conducted on the IPO’s hot issue market phenomena in
different countries. Most of the work on IPO’s hot issue market has been thoroughly investigated in the
developed countries, mainlyin USand European markets. However, this phenomenonisvery little discussed
in the emerging markets, particularly in Pakistan. The IPO market in Pakistan is less explored in term of
research as there are a few studies conducted to investigate the determinants of IPOs aftermarket
performance. Sohail and Nasr (2007) investigated aftermarket performance of IPOsin Pakistanissued during
2000-2006 and reported 35.6% underpricing. Similarly, Yar and Javid (2014) documented 51.57%
underpricing during 2000-2012. Later on, Kafayat and Faroogi (2014) examined Pakistani IPOs issued
during 2006-2013 and documented the highest underpricing of 64%. It is evident from the past
literature, that IPO’s underpricing and underperformance have been investigated in Pakistan, however, no
single study investigated the IPO’s hot issue market in Pakistan. To the best of researchers’ knowledge,
previous studies mainly focused on industry clustering to examine the decision of going-public during hot
issue market. However, very little attention has been given to examining the effects of overall industry
condition such as munificence, dynamism, and concentration on the going-public decision during hot issue
market. Hence, this study contributes tothe body of knowledge by examining boththe the directimpact
of overall industry condition and the firm and country level factors on the going- public decision during hot
issue market.

LITERATURE REVIEW

IbbotsonandJaffe (1975) was a ground-breaking study that highlighted the presence of the “hot
issuemarket”. Theyargued that IPO market followsa persistent patterncharacterized by large fluctuationsin
initial returns and volume, often referred to as hot markets. However, Ritter (1984) argued that the hot
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issue phases are usually associated with oversubscription of IPOs followed by large underpricing.
Moreover, the periods of high underpricing are usually

accompanied by high IPO volume and thus many firms tend to go-public during a periods of high initial
returns (Lowry and Schwert, 2002). Furthermore, hot market may occur due to high volume, high
underpricing, frequent oversubscription, and concentration in particular industries (Brailsford et al., 2000).
Similarly, Khanna et al. (2008) explained that a period is characterised as hot when thereis underpricing
and ssignificantly highreturns. Furthermore, hotissue market may occur due toan unusualincreaseintrading
volume and investor’s optimism (Ljungqvist et al., 2006; Derrien, 2005). In contrast, cold IPO markets are
completely opposite as there are low number of IPOs, lower subscription, investor pessimism, and
relatively less underpricing (Ljungqvist et al., 2006; Lowry and Schwert, 2002; Ritter, 1984; Ibbotson and
Jaffe, 1975).

In the IPOs literature, hot issue presents a puzzling phenomena that affect IPO
aftermarket performance bothintheshort-runandinthelong-run. Majority of the studies on IPO’s hot
issue phenomena have been conducted in developed countries mainly in US and UK markets. With
regard to US market, lbbotson and Jaffe (1975) investigated IPO’s during 1960s to 1970 and found that
IPO’s high initial returns during some issuance periods to be characterized by higher IPO volume (hot
periods) compared to low volume periods (cold periods). In the same way, Lowry and Schwert (2002),
analyze the relationship between IPO underpricing and volume and found more firms go-public during
periods of severeunderpricing (hotissue periods).

Loughran and Ritter (2004) found that the level of initial underpricing in the US market
increased substantiallyacross different periods, suchas; 7.4%in 1980-89, 14.8%in 1990-98 to 65.0% in
1999-2000. However, companies that adopted gopublic policy in a hot issue market performed poorly
inthelongrunascomparedtothe IPOsthatwent publicincoldissuemarket (Loughran andRitter, 1995;
Ritter, 1991). Banerjee et al. (2013) examined 250 IPOs in the UK during 1995-2010 and found that the
average monthlyinitial returnsin the UK exhibited substantial time variation and reached to 100% variation
during the high-tech boom (hot) period of the 2000s while averaged only 10% in 2001s following the boom
of dot-com bubble (cold periods). Similarly, Moorman (2010) reported IPO’s highinitial returns of 22.46%
inthehotmarketascomparedto 15.42% inthe coldissue marketin the UK.

In developing market, Neneh and Smit (2013) reported a high level of underpricing of 96%
during hot market of South Africa against 4.8% of underpricing in cold periods. Similarly, Agathee et al.
(2012a) demonstrated that the hot issues showed on aggregate higher levels of underpricing of 15%
than6.94% of underpricingincold periodsin Mauritiusstock market.Inthe same way, Warganegaraand
Warganegara (2014) found that initial underpricing in hot issue periods was 36.8% more as compared
to coldissue periodsin Indonesia. Moreover, Zaier and Abdelmoula (2014) examined the IPO’s hotand
cold period in Tunisia, and concluded that the levels of underpricing during hot periods were much higher
thanthoseincold periods. Thus, it can be concluded from the past studies that IPOs issued in hot market
are more underpriced and underperformed than IPOs issued in cold market. Moreover, the degree of
underpricing and underperformance during hot issue market are relatively high in the developing
markets than in the developed markets.

HYPOTHESES DEVELOPMENT

DETERMINANTS OF FIRM’ GOING PUBLIC DECISION

UNDERPRICING: Loughran and Ritter (2004) explained that if firms use underpricing as a signal
of their quality then good quality firms should go public in hot issue periods. Following the signaling
hypothesis, firms passits signals of good quality by going publicduring periods of high initial returns and
high volume (hot issue market). Numerous studies have documented a significant positive
association between underpricing and IPO volume during hot issue market (Peterle and Berk, 2016;
Agathee et al., 2012a; Lowry and Schwert, 2002; Ritter, 1984; Ibbotson andJaffe, 1975). Benveniste et al.
(2003)andIbbotsonetal. (1994)observedthatthelPOvolume andinitial returnsare positivelyassociated.
Similarly, Agatheeet al. (2012a) also found a significant positive relationship between underpricing and hot
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issue market. Therefore, based on the studies discussed above, the relationship between the
underpricingandfirms decisionstogo publicis tested through the following null hyptehsis:
Hoi:Underpricingdoesnothaveany effectonthe firms’ decisiontogopublicduringhotmarket.

POST-IPO RISK: Ritter (1984)arguedthatthe hotissue market phenomenoninthe US during
the1980swasduetothechangingriskcompositionofthelPOfirms. Theriskierfirmsare generally more
underpriced, and the hotissue market occurs when riskiers firms go public. Furthermore, Ritter (1984)
found a positive relationship between the issuing firm's risk level and the expectedinitial returns whichis
generallyfollowed by highIPOvolume (hot market). Lowryet al. (2010) documented thata "hot-issue"
marketisnot only specified by highinitialreturnsand highIPOvolume butalsothedisparity (risk)inthe
initialreturns. Thus, firm-specificriskcanaffect thedecisionofanIPO’sfirmtogopublicduringhotissue
marketwhichcanbetestedasfollows: Ho2:Thepost-IPOriskdoesnothaveany influenceonthe firms’
decisiontogopublicinhotissue market.

UNDERPERFORMANCE: In conjunction with the windows of opportunity hypothesis,
extensiveliterature hasdocumented aninverseassociation between|PO’s underperformanceand IPO’s high
volume (hotissue market) (Coakley et al., 2008; Trauten et al., 2007; Lowry and Schwert, 2002) . Loughran
and Ritter (1995) found that IPOs during high volume periods generates poor returns inthelong term.
Similarly, Trauten et al. (2007)and Coakley et al. (2008) argued that the firmsthattendstogo publicin hot
markets underperform more than firms that goes publicin cold issue market. Based on these arguments,
wecantestthefolwling hypothesis:

Hos: The underperformance of IPOs doesn’t have any influence on the decision to go public during a hot
market.

INDUSTRY CLUSTERING: Benveniste et al. (2002) argued that clustering of IPOs within the
industry determinesthe hotand cold markets. Inhotissue periods, usually, abunch of similar firms go public
thanthey doin coldissue periods. Information spill-over resultsin the industry clustering of IPO’s during
hot issue periods (Alti, 2005;Hoffmann-Burchardi, 2001; Subrahmanyam and Titman, 1999; Persons and
Warther, 1997). A large number of studies on the IPO’s found that hot markets occur when several firms
from particular industries goes public (Westerholm, 2006; Alti, 2005; Hoffmann-Burchardi, 2001;
Subrahmanyam and Titman, 1999; Persons and Warther, 1997). Helwege and Liang (2004) documented a
positive relationship between industry clustering and hot issue periods. Therefore, we can test the
relationship betweenindustry clusteringandthe going-public decisions as follows:

Hoa: Industryclusteringdoes not matterforthedecisionofan|POfirmtogopublicduringhotissue market.

INDUSTRY CONCENTRATION (HHI): Industry concentration (HHI) is the sum of the
squared market shares of all the firms within the industry at a certain time. Several studies found an
association between ‘industry concentration’ and the choice between an IPO versus takeover by a public
company (Brau et al., 2003; Sharma and Kesner, 1996; Audretsch, 1995). Brau et al. (2003) argued that the
probability of an IPO is greater than takeover in low concentrated industries. Since, the low survival
possibilities for a private firm in low concentrated industries make it more attractive to go public
rather than being takeover (Sharma and Kesner, 1996; Audretsch, 1995). Therefore, the following
hypothesisisdevelopedtotestthe same:

Hos: The HHI is significantly related the firm decision to go public in hot issue market.

STOCK MARKET RETURN: Extensive literature (Brzeszczynski, 2014; Ameer, 2012; Tran and
Jeon, 2011; Pagano et al., 1998; Rees, 1997; Rydqvist and Hégholm, 1995; Loughran et al., 1994)
documented a significant positive influence of stock returns on IPO volume (hot issue marketAmeer
(2012) found that therewasasignificantpositiverelationship betweenthe extent of stock market returnsand
the number of IPOs. Similarly, Tran and Jeon (2011) found evidence that there existed a strong positive
relationship between IPO activities and stock market returns. In contrast, Li and Shi (2016) found a negative
association between stock returns and number of IPOs in China. They explained that the negative
relationship between stock market and the number of IPOs is due to the investor over-pessimism and the
complexregulatory framework of the Chinese market. Thus, the following hypothesis can be tested:
Hos: Thereisnorelationship betweenstockmarketreturnandthethedecision of IPO’sfirmtogo
public during hot issue market.
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GDP GROWTH RATE: According to capital demand hypothesis, fluctuations in the
number of IPOs are determined by changesin the aggregate demand for private firm's equity financing.
Nevertheless, such demand for capital is the outcome of changes in economic conditions as well as overall
business cycle. Thus, a better economic environment provides more business opportunities and lower
cost of capital compared to debt financing (Lowry, 2003). Henceforth,

private firms prefer to go public to raise equity financing instead of debt. Numerous studies have been
conductedtoinvestigatetherelationship between GDP growthrateand IPOvolume (hot issue) (Peterle
and Berk, 2016; Dayaratne and Awgcn, 2015; Du and Rau, 2014; Meluzin and Zinecker, 2014; Ritter et
al.,2012; Lowry, 2003; La Porta et al., 1997). Meluzin and Zinecker (2014) found that GDP growth rate has
significantly positive impacts on the number of IPOs. They concluded that the business cyclein term
of GDP growth rate has a directimpact onthe IPO activityinthe Poland during hotissue market. Recently,
Peterle and Berk (2016) showed that GDP growth rate has a positive and significant impact on the
number of IPOs, indicating that GDP growth is the most relevant drivers for the IPOs to go publicin
Central and Eastern Europe. In contrast, Walker and Lin (2007) documented negative but statistically
insignificant relationship between GDP growth rateand number of IPOsin hotissue market. They concluded
that their result does not support the conventional theory of capital demand hypothesis but are more
relevant to support investor sentiment hypothesis. Based on the above arguments, a relations between
the GDPadthefirmsdecisiontogopublicistestedthroughthefollowing hypothesis:

Ho7: GDP growthrate does not affect the decision ofan IPO’s firm to go public during hotissue

period.

INDUSTRIAL PRODUCTION GROWTH: Hosley and Kennedy (1985) argued industrial
production growth indicates the overall requirements of capital demand in a market and thereby affect the
decision of afirmtogo public. Based on the capital demand hypothesis, several studies documented positive
relationship betweenindustrial productiongrowthandIPQO’sissuanceactivity (Meluzin et al., 2014; Duand
Rau, 2014; Ameer, 2012; Tranand Jeon, 2011). Therefore, the following hypothesisistested:
Hs:ThereisnorelationshipbetweenindustrialproductiongrowthandthelPO’s firmgoing public
decision during hot issue market.

RESEARCH METHODS

Thisstudy includes all the seventy-seven non-financial IPOs firms that issued shares during
2000t02015in order to examine the significant determinants of going public decision during hot issue
market in Pakistan. This study does not include financial firms because of behavioral difference. Data
on share prices, market prices and firm specific factors are obtained from the Eikon DataStream while GDP,
andindustrial production data are collected from World Bank database.

SEGREGATION OF HOT AND COLD ISSUE MARKET

The IPO’s cyclical patterns of hot and cold issue market on the Karachi Stock Exchange (KSE) as
well as the time-series patterns of initial returns and volume are analyzed. The dependent variable of this
studyis “Hot” issue market, a dichotomousvariable, whichtakesthevalue of “1” if the firmwent publicinhot
issue market and takes the value of “0” if the firm went in cold issue market. However, before deciding
that which firm went public in hot or cold issue market, it is important to identify which year is to be
considered hot or cold market. In the literature, there are two techniques used to identify the hot and cold
issue periods: (i) volume-based method, and (ii) initial returns-based method. The volume-based method
segregatesthehotandcoldissue periods onthe basisof number of IPOs per year.However, theinitial returns-
based method segregates the hot and cold issue periods based on average initial returns per year.
Following Agathee et al. (2012a), and Loughran and Ritter (1995), this study adopts both approaches (i.e.
volumeandinitial returns) tosegregate the hotand coldissue marketsin Pakistan.

MODELS SPECIFICATION

Owingtothedichotomousnatureofthedependantvariable, thisstudy usesbinarylogit
regressionmodeltodeterminethelPO’sdecisiontogoinhotissue market. Morespecific formulationof
themodelforfirm-level,industry-levelandcountry-levelisgiveninequationlas follows:Hot; = fo + f1
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n(MAAR;) + B2RISK: + B3 In(BHAR;) + PalndClus; + s HHI +

PaSMI + foGDP, + ProlndProd; + €
All the variables used in estimating the equation 1 are exhibited in the table 1.

Table 1: List of Variables Used in the Study

(1)

Variable

Explanation

Previous Studies that
used it

Dependent Variable

Hot

“Hot” is a dummy variable that takes the
value of “1” if the firm tends to go publicin hot
issue market and takes the value of “0”
otherwise. The period of high volume and
highinitial returns aretermed as hotissue
market otherwise cold issue market.

Agathee et al. (2012a),
Ghosh (2004), Helwege
and Liang (2004), Helwege
and Liang (2001), Ritter
(1984).

Independent Variable

Underpricing
(MMAR)

Underpricing is measured by market adjusted
abnormal returns (MAAR). MAAR s
calculated as the abnormal returns an IPO
earnedonthefirsttradingincorrespondence

to market return.

Agathee et al. (2012a)

Post-IPO Risk (Risk)

Post-IPO risk is calculated as the standard
deviations of the first 30-days returns
excluding theinitial return

Beaulieu  and Mrissa
Bouden (2015), Ritter

(1984), Agathee et al.
(2012a), Chiu (2008)

Underperformance
(BHAR)

Underperformance is calculated by Buy-and-
hold Adjusted Return (BHAR). BHAR is an
investment approach in which an investor
purchasessharesandretainitforalongtime.

Ritter (1991), Loughran
and Ritter (1995), Trauten et
al. (2007) and Coakley et
al. (2008), Agatheeet

al. (2012a), Schultz (2003)

Industry clustering

The %age of IPOs in each industry
comparativetothe IPOsinthatindustryfor the
whole sample period.

Hoffmann-Burchardi
(2001), Jain and Kini

(2006),Helwegeand Liang
(2004), Persons and
Warther (1997),

Westerholm (2006)

Industry
concentration (HHI)

HHI is the total sum of squaring the percentage
of market shares of a firm as
compared to overall industry.

JainandKini(2006),Chen
et al. (2015)

Stockmarketreturn

Stock stock market returns is measured as the
three months cumulative market returns of KSE-
100

Loughran et al. (1994),
Ameer (2012), Lowry et al.
(2010), Meluzin and
Zinecker  (2014), Rees
(1997)

GDP growth rate

GDP growth rate is growth in Gross Domestic
Production.

Ameer (2012), Lowryetal.
(2010), Meluzin and
Zinecker (2014), Peterle
and Berk (2016), Du and
Rau(2014),Dayaratneand
Awgcn (2015)

Industrial
production growth

Industrial production growthisthe growthin
aggregateindustrial production

Ameer (2012), Meluzin
and Zinecker (2014), Rees
(1997), Lowry and Schwert
(2002), DuandRau(2014),
Bilson et al. (2001)
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RESULTS & DISCUSSION

AGGREGATE NUMBER OF IPOS (VOLUME) AND INITIAL RETURNS

Table 2 present the descriptive statistics of firms in Pakistan that went public per year and their
initial returns during the sample period 2000-2015. On average five firms per year went public with a
maximum of 11 firms and with the standard deviation of 3.16.The period where number of IPOsisequal
orgreaterthantheaverage(i.e.5IPOs peryear)iscategorizedashotissue marketandthatwheretheyareless
thanaverage, istermedas coldissue market. Similarly, table 2 also shows that the average initial returns per
year was25.31% with thethemedianinitial return peryearis 19.63%. The highest initial return peryearswas
recordedas87.72%, whilelowestinitial
returnwas-22.19%, with the large variation among initial return per years with the standard deviation
0f30.12. The period of highiinitial returns is determined fromthe averageinitial returns peryear. The period
whereinitial returns peryearisequal orgreater thanthe average (i.e. 25.31% per year)is categorizedas hot
issue market. However, the periods where the initial returns are equal or less than average is
categorizedas coldissue market.

Table 2: Descriptive Statistics of the Yearly IPO’s Volume in Pakistan for the Period2000-2015

No. of firms Years Mean Median Max Min Std.Dev
IPO’s Volume 77 16 5 4 11 0 3.16
Initial returns 77 16 25.31 19.63 87.72 -22.19 30.12

IDENTIFICATION OF HOT AND COLD ISSUE MARKET BASED ON BOTH IPO’S VOLUME AND INITIAL
RETURN

As discussed earlier that the hot and cold issue markets are classified based on both IPO’s
volume and initial returns. The period where the number of IPOs and initial returns are jointly greater than
the average volume (i.e. 5 IPOs per year) and initial returns (i.e. 25.31%) are categorized as hot is
market. However, the period where the number of IPOs or the initial returns are less than the average
volumeandinitial returnsarecategorizedas coldissue market. Figure 1 providesthe number of IPO peryear
inPakistanduring2000-2015,alongwiththeaverageinitial returns peryear.

Hot and Cold Issue Market Based on VVolume and Initial

Returns
12 1.0000
10 0.8000 @
8 0.6000 5
0.4000 B
6 0.2000 =
4 0.0000 ‘=
2 -0.2000 £
0 -0.4000

Years

IPOsvolumeinNumbers

E No. |POs == |R
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Figure 1: IPOs volume and Underpricing in Hot and Cold Issue Market in Pakistan

Itis evident from the Figure 1, that in years 2000 to 2002, 2006, and 2008 to 2013, the IPO
issuing activity in Pakistan remained low as the number of IPOs per year were less than the average.
Similarly, inthe same years the initial returnsalso remain low indicated that this period may be classified as
coldissuemarkets.Ontheotherhand, the periodin between2003t02005, 2007 and 2014 to 2015 could
be classified as hot issue market as the number of IPOs and initial returns peryears weregreater thanthe
averagevolume andinitial returns. Similarly, Table 3 more vividly summarizes the hotand cold issue markets
basedon bothIPO’svolumeandinitial returns.

Table 3:  SegregationofHotandColdlssue MarketsBasedonBothIPO’sVolumeandInitial

Returns
Years Volume IR (%) Hot/Cold
2000 3 11.50 Cold
2001 1 3.00 Cold
2002 4 24.66 Cold
2003 5 46.91 Hot
2004 9 51.83 Hot
2005 11 52.24 Hot
2006 0 0.00 Cold
2007 7 87.72 Hot
2008 4 75.18 Cold
2009 4 14.61 Cold
2010 5 -22.19 Cold
2011 3 1.20 Cold
2012 2 2.20 Cold
2013 2 2.72 Cold
2014 8 25.94 Hot
2015 9 27.45 Hot
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SEGMENTATION OF HOT AND COLD MARKETS BY INDUSTRIES

In order to assess whether the industries are clustered in hot or cold issue markets, the
percentageofthetotalnumberofIPOsforeachindustryisgiveninfigure2.Thefuelandenergy, technology,
and textile are hotissues as majority of the firms from these industries are clustered in hot market. This may
indicate that the firms from these industries are likely to go publicin order to diversify their investment in
response to the favourable economic and pricing conditions. On the other hand, the offerings from
chemical, construction, food and producers, and power and distribution are coldissues where manyof
thefirmsfromtheseindustriesareclusteredincold periods.

Hot and Cold Markets by Industries

100 91
2? 56 56 56
o
% 60 44 44 5050 44
2 40 33
2 22
= 20 9 I I
£ 0 -
i Chemical FoodProducers Powerand Textile
£ Distribution
'Jc:> Axis Title
5]
(@]
\rg m Hot m Cold

Figure 2: Hot and Cold Markets by Industries
EMPIRICAL ESTIMATION OF THE GOING-PUBLIC DECISION IN HOT ISSUE MARKET

Thisstudy useslogit model to evaluate the factors affecting the firm’s going-public decision
inhotissue marketand the results are presentedin the Table 4. The logit model measures the probability of
whether firms decide to go publicin hotissue market against the probability the firm go publicin cold issue
market. The coefficient of each variable is given along with t-ratios in parentheses using a robust method to
account for any heteroscedasticity. The Likelihood ratio (LR) test shows that the all the models are fit and
significant at 1%. Table 4 shows that the underpricing, post-IPO risk, industry clustering, GDP growth rate
andmarketreturnindexarethesignificant factorsthatinfluence thefirmgoing publicdecisionduringhot
issuemarketinPakistan

Table 4: Maximum likelihood estimations of the logit model for the Firm, Industryand
CountryLevel Determinants of thefirmsgoing-publicdecisioninhotissue market
Firm Levell Industry Level Country Level
Constant -140(-2.24)"" -1067(-1.92)" -216.08(-3.83)"""
Underpricing 3.12(2.35)"" 2.86(1.97)"" 2.35(1.65)"
Underperformance 28.68(1.73)" -0.33(-0.97) -0.33 (-0.55)
Post-IPO risk -0.22 (-0.78) 35.34(2.08)"" 27.53(2.03)""
Industry Clustering 4,95 (1.63) 14.37(2.90)* "
HHI 1.38(1.84) 0.01 (0.02)
Stock Market Returns 11.22(2.16)*"
GDP growth rate 2.25(2.53)""
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Industry Production 0.61(0.32)

LR test 29.28 4257 66.04

P-value(F) 0.00 0.00 0.00

McFadden R? 0.29 0.42 0.65

Adj. R? 0.21 0.28 0.43
77

Obs. 77 77

*** Significant at the 1% level ** Significant at the 5% level, *Significant at the 10% level

DISCUSSION

UNDERPRICING AND DECISION TO GO PUBLIC IN HOT ISSUE MARKET

As expected, the under-pricing in table 4 has a positive and significant relationship with going
publicin hot issue market. This shows that in Pakistan, firms that went publicin hot issue market are
relatively high underpriced than firms that went public in cold issue market. In simple words, highly
underpriced firms are probable to go publicin hot issue market than cold issue market and in line with
the results from previous studies conducted elsewhere (Peterle and Berk, 2016; Agathee et al., 20123;
LowryandSchwert,2002; Ritter, 1984;IbbotsonandJaffe, 1975). Allenand Faulhaber(1989)alsoargued
that many good companies tend to go publicin hotissue market and thereby underprice the shares to
attract moreinvestors. Thus, based on this, the empirical result in Pakistanfurtherinfersthatthe firms
aremorelikelytogopublicinhotissue market by accepting the underpricingasasignal of good quality.

POST-IPO RISK AND DECISION TO GO PUBLIC IN HOT ISSUE MARKET

The post-IPO risk has been found to be significantly positively associated with the going public
decisionduring hotissue marketattheindustryandcountrylevel,albeit not at the firm level. Thisimplies
thatthe IPO firms having high return volatility are more likely to go publicin hot issue market than coldissue
market. Nevertheless, Ritter (1984) explainedthat thehighrisky firms to be more underpriced and that the
hot issue market may occurs when more riskier firms go public. Thereby, this empirical evidence in
Pakistan shows that the firm having more valuation uncertainty as indicated by post-IPO risk are more
likely to go publicin hot issue market than cold issue market. Furthermore, this statistical result are strongly
supportedbythefindingsofprevious studies (PeterleandBerk,2016;Bouden,2015;Agatheeet al.,2012a;
Lowryetal.,2010;Lowry, 2003).

INDUSTRY CLUSTERING AND DECISION TO GO PUBLIC IN HOT ISSUE MARKET

The results of the study confirm positive association between industry clustering and going
public decision during hot issue market. It can be inferred that in Pakistan a bunch of similar firms from a
similar industry go public during hot issue market. This result is in line with the studies of Walker and Lin
(2007), Jain and Kini (2006), Westerholm (2006), Alti (2005), and Helwege and Liang (2004). The industry
clustering is the outcome of information spillover, where an IPO impart information about industry
environment pushing other similar firms to float IPOs (Westerholm, 2006). Thus, based on this, the
empirical results in Pakistan also specifies that similar firms tend to go public from similar industriesin hot
issuemarketduetotheinformationspillovereffect.

MARKET RETURN AND DECISION TO GO PUBLIC IN HOT ISSUE MARKET

As expected, the market returns are found to havea positive relationship with going public
decision during hotissue marketin Pakistan. Thisimplies thatin Pakistan, at the time of high market returns,
thelPOs tend togo publicinhotissue market than coldissue market. This finding isinline with the previous
literature (Brzeszczynski, 2014; Ameer, 2012; Tran and Jeon, 2011; Pagano et al., 1998; Rees, 1997;
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RydqvistandHogholm, 1995; Loughranetal.,1994).Assuch, the period where the marketis performing
well,andthe equity costislower,suchascenario may resultin hotissue market.

GDP GROWTH RATE AND DECISION TO GO PUBLICIN HOT ISSUE MARKET

In case of GDP growth rate, this study shows a positive relationship between GDP growth
rateand going publicdecisionin hotissue market. Thisindicates thatin Pakistan, IPOs firms are more likely to
go in hot issue market at the time of better economic environment. This result is similar to the previous
studies (Peterle and Berk, 2016; Dayaratne and Awgcn, 2015; Du and Rau, 2014; Meluzin and Zinecker,
2014; Ritter et al., 2012; Lowry, 2003; La Porta et al., 1997).Better economic environment provides
more business opportunities and lower the cost of capital compared to debt financing (Lowry, 2003).
Favorable economic conditions offer new investment opportunities for private firms and motivate them to
gopublicwhichsubsequentlycauseshotissue market

CONCLUSION

This study examined the going-public decision of IPOs during hot issue market in
Pakistan. The study firstly identified the hot and cold issue periods in Pakistan. Secondly, the study analysed
theimpactoffirm-, industry and countrylevel factors onthegoing public decision during hotissue marketin
Pakistan. Thisstudy found that the highest number of listing peryear were duringthe 2003-2005, in 2007
and 2014-2015, followed by the high initial returns, referred as hot issue market. The findings further
revealed that the highandlow IPO’s volume and initial returns fluctuationin Pakistan were observed during
2000-2015. In particular, the hotissue periods were categorized by high economicgrowthas comparedto
the cold issue period i.e. the period from 2000-2002, 2006, and 2008-2013. Further, our empirical logit
model estimation revealed that in Pakistan the firm’s going-public decision in hot issue market is mainly
influenced by underpricing, post-IPO risk, industry clustering, stock market returns and GDP growth rate.
Furthermore, the findings of the study strongly supported the conventional wisdom of signaling,
changing risk composition, information spill-over and capital demand hypothesis. However, the findings of
this study didnotfindanysupportforthewindows of opportunity hypothesisinPakistan.

The study offers several implications for policy makers and regulators. The result
confirmed that the going-public decision in hot or cold issue market is driven by the country- specific
economicconditions. Further,theeconomicconditionsdirectlyaffectthefinancial market and henceforth the
going public decisionin hot or cold issue market. Finally, future research may be undertaken to account for
the the financial sector as well to determine the going-public decision in hot issue market along with non-
financial sector.
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