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Abstract

In this study we applies Black and Scholes option pricing model to structure two indicators
to determine the relationship between the IPO price and underwriting fees under the new
underwriting system established in Taiwan in 2005. Our empirical study shows that in most
cases, IPO prices are substantially lower than the stock price on the IPO pricing date.
Underwriters normally gain excess risk premium through charging underwriting fees under
the new underwriting system. Given that [PO prices are known, most underwriters will
charge fees according to the regulated minimum operating expense of TWD 5M since the
potential underwriting risk is fairly low. Assuming that underwriting fees are known, the
IPO prices will be relatively lower when estimated through actual underwriting fee charges.
In addition, we find a significant relationship existing between the underwriting system
version and the relative IPO price, while the relative IPO prices are lower under the new
underwriting system. In regards to the removal of price limits for the first five trading days,
our testing result shows that the relative IPO price is correlated to whether the lowest price
drops below the offering price, while no relationship exists with the price performance on
the first five trading days. This indicates that the stock price on the PO date can provide
certain reference value for underwiters to lower their underwriting risk. Furthermore, the
policy of removing the price limits on the first five trading dates can quickly reflect the
justified price of the market.
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The Effects of the New Underwriting System on Initial Public
Offering Price and Underwriting Fees

Shen-Yuan Chen, Professor, Department of Finance, National Taipei College of Business

Yu-Ping Lin, Associate Engineer, Bureau of High Speed Rail, MOTC

Purpose/objective
In the past, Taiwanese underwriters were required to subscribe to 10% to 20% of the

underwriting shares. The profit from selling [PO shares in the secondary market was a major
source of the underwriter's revenue, so underwriters were usually willing to charge limited or
no underwriting fees. In 2005, the new underwriting system was established in Taiwan to
encourage professional underwriting placement behavior by charging reasonable
underwriting fees. The new system annulled the underwriter subscription requirement and
raised the cap ratio of underwriting fees charged to IPO companies. In most underwriting
contracts, underwriting fees and IPO prices are closely related. Based on the new
underwriting system, this paper will construct a correlation indicator between underwriting
fees and IPO prices and then empirically study the rationality of the new 10% underwriting
fee cap. Reasonable underwriting fees and IPO prices under the new system will be analyzed
as well. In addition, this study further examines IPO price performance upon listing, under
the new underwriting system, in which the price limits on the first five trading days for

Taiwanese IPOs are removed.

Design/methodology/approach

Under a firm-commitment contract, an underwriter buy the offering shares from the
issuing company and then sell them to investors. This spread income is an important revenue
for the underwriter. But this is not the case in Taiwan under the new underwriting system.
Now in practice, Taiwan IPOs cases adopt a stand-by underwriting contract and the
underwriter is required to subscribe the unsold shares during the offering period. The
purpose of this regulatory change is to encourage underwriters to profit from fees instead of
capital gains and to deliberately determine a fair offering price. On Apr. 27, 2005, the Taiwan
Securities Association Underwriting Committee followed the new regulation and concluded
that the minimum operating cost for underwriters in an [PO is five million NTD, which
includes at least two million NTD for underwriting expenses and three million NTD as fee
commission.

Under a stand-by contract, an underwriter assumes all inventory risk, such as shorting a
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plain vanilla put option to the issuer. Therefore, the underwriting fees must reflect a risk
premium in a stand-by underwriting contract. First of all, we use Black and Scholes option
pricing model to structure two indicators to determine the relationship between IPO prices
and underwriting fees. Indicator 1 stands for the excessive underwriting risk premium,
calculated by the underwriting revenue less the upper limit of underwriting commission. The
estimated underwriting fee includes the upper limit of commission and the underwriting risk
premium. Indicator 2 stands for the excessive underwriting risk premium, calculated by the
underwriting revenue minus the regulated minimum operating expense of five million NTD.
The estimated underwriting fee includes five million NTD and the underwriting risk
premium. A x 2 test is then employed to check the relative IPO prices (the original IPO price
divided by the stock price on underwriting date). During the first five trading days, does the
relative price highly correlate to the lowest price, or drop below the underwriting price? Is
the relative IPO price a significant factor affecting the price performance for the first five
trading days? Finally, a regression model is applied to determine the correlation between the

relative IPO prices and the new underwriting system vs. the old underwriting system.

Findings

This study collected all the Taiwan IPO samples except TDR cases from 2005 to 2010.
There are 253 effective IPO samples in total, excluding those cases underwrited by best-
effort contract or cases in which pre-IPO stock prices are not available. IPOs information is
gathered from Tiawan Securities Association. Pre-IPO stock prices are obtained from Taiwan
Economic Journal and GreTai Securities Market.

Our empirical study shows that, in most cases, IPO prices are substantially lower than
the prices on the IPO pricing day. Underwriters normally get excessive risk premium by
charging underwriting fees under the new underwriting system. Given that IPO prices are
known, most underwriters will charge fees according to the regulated minimum operating
expense of five million NTD because the potential underwriting risk is fairly low. Assuming
that underwriting fees are known, the IPO prices will be relatively lower when the actual
underwriting fees are accounted for. In addition, we find the relative IPO prices significantly
lower under the new underwriting system, compared to the old one.

Among the 253 samples, there are 38 firm-commitment [POs issued in 2010, when
actual underwriting fees were reported in prospectuses for the first time. Before 2010, the
underwriting fees of IPOs are non-public data in Taiwan. After examining these 2010

samples, this study finds the underwriting fees in most of the IPOs are charged at five
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million NTD. Only three samples are charged above this minimum operating cost. This
result implied the underwriters may obtain excessive risk premium by charging five million
NTD as underwriting fees for smaller IPOs. This amount even exceeds the regulated 10%
cap ratio of IPO size. Therefore, it is necessary to further review the five million NTD
minimum underwriting fees for those IPOs with smaller size.

With regard to the removal of price limits for the first five trading days, our testing
result shows that the relative IPO price is correlated to whether the lowest price drops below
the offering price, while no relationship exists with the price performance on the first five
trading days. This indicates that the stock price on the IPO date can serve as a reference for
underwriters to reduce their underwriting risk. Furthermore, the policy of removing the price

limits on the first five trading days can quickly reflect the fair price of the market.

Originality/contribution
The major contribution of this study is to establish a correlation indicator between

underwriting fees and the IPO price under the new underwriting system. This indicator may
encourage underwriters and IPO firms to come up with reasonable and justified
underwriting fees and offering prices. Also, empirical studies show that the new
underwriting system has led to a lower IPO price negotiated between the issuer and the
underwriter; thus, underwriters may gain excessive risk premium while assuming lower risk.
IPO shares are offered through new issue, annulling the underwriter's subscription
requirement, and abolishing the customary pricing formula of the offering price are possible

reasons to result in a lower offering price under the new underwriting system.

Research limitations/implications
Due to the fact that domestic underwriting expenses are not publicly disclosed, this

study focuses only on 38 IPO cases that occurred in 2010. Thus, future researchers can
conduct more extensive analyses if more data can be collected. There is another limitation of
the study. On Apr. 27, 2005, the Taiwan Securities Association Underwriting committee
concluded that, as the minimum operational cost for underwriters, underwriters could charge
at least two million NTD for underwriting fees and three million NTD as commission. This
is also the basis of this study. Nevertheless, this requirement has not been regulated by the
law. Therefore, how to determine a reasonable operational cost in practice could be further

studied in the future.
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