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IPO Underpricing: The Owners’ Perspective
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ABSTRACT
Most corporate finance textbooks include a chapter on raising capital,
giving particular attention to initial public offerings (IPOs). For IPOs,
underpricing is defined as the percentage change from the offer price to
the closing price on the first trading day. Textbooks universally treat
underpricing as the indirect cost of issuance; however, this fails to
account for the share issuance decision. Because owners do not
typically sell all (or even most) of their shares, underpricing overstates
the wealth lost by preexisting owners. I provide simple, real-life
examples for instructors to use in courses such as corporate finance,
entrepreneurship, or alternative investments.

Introduction
Issuing securities is a common topic in most corporate finance textbooks, carrying chapter titles
such as “Raising Capital” and “The Investment Banking Process.” While this material is obviously a
mainstay of the traditional corporate finance class, the topic is of much broader interest. For example,
alternative investments such as venture capital and private equity funds have increased in importance as
investors have increasingly sought for ways to improve portfolio efficiency. In this area, the preferred exit
strategy for underlying investments is an IPO, or initial public offering. Thus, the topic of securities
issuance, and IPOs in particular, is one that should be of interest to both companies and potential private
investors.
Unfortunately, most textbooks seem to cover IPOs in a very broad way, making generalizations
that may actually mislead students, who are the potential entrepreneurs and investors of the future. Of
particular interest in this regard is the subject of IPO underpricing, also referred to as initial return.
Underpricing (UP) is defined as the percentage change from the offer price (OP) to the market price (P1) at
the end of the stock’s first trading day:
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So, for example, if a company offered shares to the public at $20 and the issue closed at $23, then
underpricing is 15 percent.
A firm will pay many direct costs, such as the gross underwriting spread and legal fees, which in
total may approach 8 to 10 percent of the issue proceeds. Where the problem arises, however, is in the
treatment of underpricing. Most textbooks, rightfully so, suggest that underpricing, which is historically
positive, is an indirect cost since the firm is essentially “leaving money on the table.” Further, given that
underpricing commonly approaches 15-20 percent (or more), the common assumption is that underpricing
is the largest cost of issuance. While the logic seems sound, there is an underlying assumption that most
textbooks (and potentially faculty) overlook. Specifically, characterizing underpricing as the correct
measure of indirect issuance cost assumes that all preexisting firm shares are sold in the IPO. As I
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