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ABSTRACT 

In Chapter One of this dissertation we present evidence consistent with the 

hypothesis that firms select a price range for their shares that appeals to a particular 

ownership clientele. We find a statistically significant relationship between three proxies 

for the ownership clientele and finns' share prices. We also find that firms with larger 

investors, as measured by the dollar investment of the average shareholder, have higher 

share prices. Because it is costly for firms to attract a different ownership clientele, they 

take actions, such as stock splits, which keep their share prices within a particular range. 

We show that firms are more likely to split, the further their share price deviates from it's 

optimal range. 

Chapter Two examines the role of the underwriter's reputation and certification in 

seasoned equity offerings. Our findings indicate that the portfolio of securities 

underwritten by high-quality underwriters outperforms the portfolio of securities 

underwritten by low-quality underwriters. However, we also find Uiai lonned 

solely on the basis of publicly available information match or better the performance of 

the portfolio of securities underwritten by high-quality underwriters. The implication of 

this latter result is that investors do not need underwriters to identify high-quality firms 

when bujdng SEO's. This finding adds to the puzzle of why public firms that issue equity 

use underwriters. 
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Chapter One 

1. STOCK PRICE HETEROGENEITY AND OWNERSHIP CLIENTELE: 
EMPIRICAL EVIDENCE 

1.1. Introduction 

It is obvious from a brief glance at the list of New York Stock Exchange 

Composite Transactions, published daily in the Money and Investing section of the Wall 

Street Journal, that common stock prices vary widely across firms. Firms in the lowest 

price decile have an average share price of $4.60 while firms in the upper most decile 

have an average price of $71. Why are common stock prices so heterogeneous? 

In this paper we present evidence that there exists an optimal price range for a 

firm's shares. This "preferred price habitat" depends upon factors such as transaction 

costs and preferences of shareholders. The importance of these factors varies across 

different classes of investors, resulting in an ownership clientele effect. Empirically, we 

find that the optimal price range depends upon the firm's ownership clientele, after 

controlling for firm size and industry affects. This clientele is a stylized average owner of 

the firm. A particular firm's ownership clientele may fall anywhere on a continuum of 

possible clientele from 100% individual owners to 100% institutional owners. Firms 

with an ownership clientele composed of larger (smaller) investors, more institutional 

investors (more individual investors), tend to have higher (lower) prices. Also, we show 

that, given its current ownership clientele, a firm is more likely to engage in a stock split, 

the greater the difference between its current price and it's optimal price range. Evidence 
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that firms use repurchases to move their share price back to their optimal price range is 

inconclusive. 

In related literature, Lakonishok and Lev (1987), suggest that there is a market-

wide and industry-wide "preferred price habitat" for shares. They show that firms select a 

split factor based upon a market-wide and to a lesser extent an industry-wide share price. 

Angel (1997) finds empirical support for his argument that share price level is related to 

the size of the minimum tick. Using data firom 22 countries he finds that the absolute tick 

size varies greatly, while the relative tick size remains substantially constant across 

countries. He concludes that firms attempt to keep their share prices within a particular 

range through the use of stock splits. However, as Angel notes, there exists significant 

dispersion around the mean stock price that cannot be explained entirely by the minimum 

tick. Our line of enquiry differs fi-om the above studies in that we find empirical support 

for another determinant of share price level: the firm's ownership clientele. 

Other studies also find that price level appears to matter. Sequin and Smeller 

(1995) find that the success of a new Nasdaq listing (defined as continued listing or 

movement to the ASE or NYSE) is related to the initial listing price. They find that 

mortality of an issue, after controlling for industry and size, is a decreasing function of 

share price. Muscarella and Vetsuypens (1996) find evidence that ADR splits are, in part, 

motivated by the desire to return the shares to a particular trading range. Their finding 

suggests that within this trading range the firms find increased liquidity. These results 

suggest that there is a preferable trading range for a firm's shares. On the other hand. 
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RozefF (1997) examines the splitting behavior of mutual funds, but does not find support 

for the trading range theory. 

A survey of managers by Baker and Powell (1993) finds that managers believe 

that their firm's shares have some "preferred price habitat." The managers also believed 

that lower stock prices made their shares more attractive to investors and made it easier 

for small investors to purchase round lots of the firm's stock. These opinions are 

consistent with an earlier survey by Baker and Gallagher (1980). Anecdotal evidence 

from managers also supports the idea of an optimal price range. A quote from the 

Chairman, President and Chief Executive Officer of Federal Express upon announcement 

of a two-for-one stock split typifies the thinking. "This stock split should result in 

improved trading liquidity and a broader investor base over time,"commented Frederick 

W. Smith. "It will double the number of shares outstanding while making them available 

at a more attractive price."' 

The rest of the paper is organized as follows. Section 1.2 develops the ownership 

clientele and discusses the relevant literature. Section 1.3 empirically documents the time 

series characteristics of share prices. Cross-sectional variation in share prices and 

empirical tests, described in Section 1.4, indicates that a clientele effect exists. Share 

price is regressed on three variables that characterize the firms ownership clientele and 

the coefBcients on each are significant. Using a probit regression. Section 1.4 shows that 

firms are more likely to split, the further their share price deviates from it's optimal 

'comment from an October 1,1996 Federal Express press release. 
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range. Finally, we examine whether repurchases are used by firms to move share prices 

back up to their "preferred price habitat." Conclusions are discussed in Section 1.5. 

1.2. Determinants of Stock Price Level 

The nominal average share price has remained very stable over time.' 

Researchers have attempted to determine why firms take actions, such as stock splits, to 

manipulate their share prices.^ Although the average share price has remained relatively 

stable, we observe substantial deviations fi^om the mean. We hypothesize that ownership 

clientele is a factor which accounts for some of the deviation. 

We hypothesize that firms attempt to keep their share price in some "preferred 

price habitat" to appeal to a particular ownership clientele. To illustrate why a particular 

share price level might attract a specific clientele, we begin our discussion with the 

folloAving example. Suppose a stock trades in a low price range. Because trading costs 

are decreasing in price, the trading costs for this stock will be relatively high. Also 

assume that the firm has a low market value, which is generally characteristic of low-

priced firms. For these two reasons the most probable purchaser of this stock will be an 

individual investor.'^ As the firm's shares appreciate, the share price increases, and at 

some point will be "out-of-reach" for the firm's primary owners, individuals. To 

continue to appeal to its traditional investor base, the firm may implement a stock split to 

~ Section 3 documents the time series characteristics of the average share price. 

^ The three primary theories cited in the literature for the existence of stock splits are trading range, liquidity, and 
signaling. 

''rhis investor is not constrained by "prudent man" laws and therefore may invest in low market value firms. The 
investor may also have a relatively long holding period horizon and therefore be less sensitive to transaction costs [see 
Amihud and Mendelson (1986)]. 
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bring its share price back into a "preferred price habitat." Alternatively, the higher share 

price will appeal to a different ownership clientele. However, this change in clientele is 

costly. 

We define the clientele of any firm in terms of individual and institutional 

investors. On average, both of these groups differ with respect to several factors. These 

factors include holding periods, transaction costs, and preferences. For example, Jarrell 

(1984) finds that, following the deregulation of commissions on the NYSE in 1975, 

commissions paid by institutions decreased and those paid by individuals actually 

increased. Also, institutions tend to have shorter holding period horizons than 

individuals. As the level and importance of these factors varies across these two investor 

groups and given that previous research has shown that the factors are related to share 

price, the result is a clientele affect based on share price. 

Two areas of the literature help to further describe this effect. Brennan and 

Hughes (1991) build on the incomplete information capital market model of Merton 

(1987) to explain why lesser known firms may prefer to have low-priced shares. 

Secondly, Amihud and Mendelson (1986) hypothesize that assets with higher bid-ask 

spreads will also have higher rates of return. We address each area in order, followed by 

a discussion of why a change in clientele would be costly. 

One implication of Merton's model is that the investor base of the firm is directly 

related to firm value. Brennan and Hughes (1991) observe that commissions are 

inversely related to share price and hypothesize that, in a world with incomplete 

information, brokers will be induced to produce information about firms with low share 
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prices in order to attract additional business. The additional information produced by the 

brokers will help the firm expand its shareholder base. Well known firms with broad 

investor bases will attempt to keep their share prices high, while lesser known firms with 

narrow investor bases will prefer lower share prices. Thus, there is an incentive for firms 

to keep their prices in some preferred price habitat. 

Amihud and Mendelson (1986) study the effects of the bid-ask spread on asset 

pricing. They develop a model which predicts assets with higher bid-ask spreads will 

yield a higher expected return and that this will result in a clientele effect. Essentially, as 

the cost to transact increases, the average holding period return of the stock increases. 

Atkins and Dyl (1994) empirically test this proposition and find that it is consistent with 

the data. Since the bid-ask spread is a decreasing function of share price, firms with a 

lower share price will attract an ownership clientele with a longer holding period. This 

ownership clientele, individual investors, would not weight transaction costs as heavily as 

a clientele with a shorter holding period. 

Prudent man laws are one reason that a firm will find it costly to allow its share 

price to deviate firom the optimal range, thereby causing a change in its current ownership 

clientele. If the firm were to take no action, and allow its share price to increase, it stands 

to see its individual investor clientele narrow. As long as those investors that no longer 

choose to hold shares are replaced by institutional clientele, the firm is indifferent. 

However, prudent man laws effectively restrict the investment possibilities of 

institutional investors, thereby causing some firms to suffer a reduction in their investor 

base. Market value is a factor that has been linked to a "prudent" investment. Thus, 



16 

institutions that wish to appear prudent in the eyes of the judicial system will tend to 

invest in larger firms. 

In the absence of prudent man laws, large investors may still find it impractical to 

invest in small market value firms. To become "informed" about these firms is costly. 

However, to invest a reasonable percentage of their portfolio in the firm could require 

purchasing a large fiaction of the firm. This could have liquidity effects as well as 

potentially raising the interest of the SEC. 

1.3. Time-Series Variation in Common Stock Prices 

The following is an analysis of the time series characteristics of stock price levels 

on the NYSE. In Section 1.3.A we document the remarkable stability of stock prices 

fi-om 1960 to 1996. The average share price of all CRSP listed firms with a price greater 

than $1.25, remains between $12 and $40 for the entire 37 year period. During that same 

period, the S&P Composite Index rose more than 900%. The average nominal share 

puce m i960 was $35 and had declined to approximately $20 by 1996, while the split 

adjusted price - the price that would be observed had none of the firms split their stock 

during the period - in 1996 was $538. Firm specific data are collected fi-om the Center 

for Research in Stock Prices (CRSP) monthly database. Only conmxon stock issues are 

included in the sample.^ 

Only issues with a CRSP share code of 10 (defined by CRSP to be. "^ordinary common shares which have not been 
fiirther defined") or 11 ("ordinary shares which need not be fiuther defined^ are included in the sample. ADR's. 
closed-end muhial fimds, and RETTs have also been excluded from the sample. 
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A. Stock Prices Over Time 

The sample is composed of all common shares listed on CRSP with an average 

share price for 1976 of at least $1.25 and continuous price data available through 

December of 1996. After meeting the above criteria there are 1426 firms in the sample. 

We limit the sample to only those that survive the entire 20 year period to remove the 

possibility that initial public offerings and delisted firms could bias the mean share price 

downward.® For example, if IPO's generally have a lower share price than seasoned 

shares, a hot IPO market (such as 1983) could reduce the mean share price during that 

period of time. The average annual share price is calculated by summing the month-end 

prices and dividing by 12. Because we begin the time series analysis in 1960, the sample 

size firom 1960 to 1976 varies. 

Figure 1 presents the average share price from I960 to 1996 for the sample firms 

and for all firms with prices available for any given year on CRSP. To provide a frame of 

reference, the figure also includes the year end level of the Standard and Poors Composite 

Index. The mean share price for the sample firms is higher than, but closely parallels that 

of all firms in the CRSP database throughout the entire time period. The sample firms 

mean share price remains between the $20 and $40 range for most of the period. Of 

particular note is the contrast between the rise of the S«S:P Index firom 1981 to 1995^ 

(approximately 428%) and the relatively modest increase in the mean share price over the 

same time (about 23.5%). Dividend payments, stock repurchases, and other payouts 

^Schultz and Zaman (1994) report that the average price in their sample of 7S IPO's was S 10.84 

^ The 1996 level of the S&P Composite Index is not available on the 1997 CRSP database. 
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certainly account for some of this difference, however stock splits most likely have the 

greatest impact on the mean share price. Figure 2 plots the split adjusted and nominal 

prices for the sample firms. The split adjusted series begins in 1960 with a mean share 

price of $46.87. If none of the firms in the sample had split their shares during the next 

36 years, the mean share price would be $425.65. 

Of note is the apparent shift in per share price levels that takes place fi-om about 

1967 to 1975. Although the S&P Composite Index declines by about 25% from the end 

of 1968 to 1974, the mean share price decreases by approximately 50%. This period 

coincides with the deregulation of brokerage commissions. Such a structural change in 

transaction costs provides a natural experiment with which to test the hypothesis that 

investors are sensitive to the level of the share price. This topic is deferred for fiiture 

research. 

1.4. Cross-sectional Variation in Common Stock Prices 

This portion of the analysis considers the cross-sectional properties of common 

stock prices. First, the distributional characteristics of the sample are examined. We find 

an inverse relationship between share price and two of our proxies for ownership 

clientele, percentage ownership by institutions and the unexpected number of 

shareholders. The dollar investment of the average shareholder (our third proxy for 

ownership clientele) and the log of the book value of assets* varies directly with share 

price. In order to disentangle the effects of market value from the proxies for ownership 

g 
We use book value of assets rather than market value as a proxy for size. 
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clientele we use ordinary least squares regression. We find significance on all three of 

the afore mentioned ownership proxies. Lastly, we show that firms are more likely to 

split, the further their share price deviates above it's "preferred price habitat." However, 

the evidence firom stock repurchase activities is inconclusive. 

A. Data 

We examine five cross-sections during the period firom 1976 to 1996. There is a 

five-year interval between each cross-sectional sample. The sample is composed of all 

firms listed on the CRSP database with continuous price data available firom 1976 to 

1996 and a price of at least $1.25 at the end of January 1976. In 1996 more than 66% of 

the sample firms were listed on the NYSE, 11% were AMEX listed, and the remaining 

22% were NASDAQ firms.' An armual average share price is computed by summing the 

month-end prices during the calender year and dividing by 12. The number of 

shareholders and the firm's book value of assets is gathered fi-om Compustat; market 

value is the end of year capitalization firom CRSP. tastitutional ownership data is firom 

Compact Disclosure. 

Summary statistics for the sample are reported in Table 1.1. The mean share price 

in the cross-sections varies firom a low of $19.56 in 1976 to a high of $30.19 in 1996. 

The median varies firom $15.04 in 1976 to $24.88 in 1996. The average market value in 

1976 is $458 million, by 1996 this has increased nearly eight fold to $3.63 billion. The 

' In 1976 the sample included substantially more NASDAQ firms (38%) and less NYSE firms (46%). When 
only NYSE and AMEX firms are included in the sample the results of all tests presented in this section are qualitatively 
unchanged. 
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average number of shareholders has remained relatively stable during the twenty-year 

period, ranging between 20,730 and 24,240. 

The dollar investment of the average shareholder has increased more than nine 

fold during the sample period from an average of $24,600 in 1976 to $235,840 in 1996. 

Although this increase is greater than the increase in the mean market value, it is not clear 

that this figure fully captures the significant increase in institutional ownership that has 

occurred during the last twenty years. Surprisingly, the percent of institutional ownership 

for our sample firms has remained relatively stable. In part, this may be due to the 

shorter time period for which institutional ownership data is available.'" In 1986, the 

percent of ownership by institutions averaged about 41%. By 1996, this had increased to 

43%. We find a stark difference in the dollar investment of the average shareholder, 

when that variable is decomposed into the holdings of institutions versus individuals. In 

1986, the dollar investment of the average institutional shareholder was $4.58 million and 

the same figure for individuals was $46,390. The gap widened in 1996 to a dollar 

investment for the average institutional shareholder of $6.12 million and $113,180 for 

individuals." 

We divide the sample into five price categories; 1) below $10,2) from $10 to $30, 

3) from $30 to $50,4) from $50 to $70, and 5) greater than or equal to $70. The dollar 

investment of the average shareholder increases steadily through the first four categories, 

but is considerably lower in the fifth category. The steady increase is consistent with our 

Institutional ownership was only available to the author for the last three cross-sections of our sample. 

'' To create the dollar investment of the average institution, we multiply the market value by the percent of institutional 
ownership and divide the result by the number of institutional shareholders. The dollar investment of the average 
individual shareholder is computed in a similar manner. 
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hypothesis that firms with a predominantly institutional ownership clientele have a higher 

share price. The percent of institutional ownership increases for the first four categories. 

This to is consistent with our hypothesis that firms predominantly owned by institutions 

have higher share prices. We also find a steady increase in the average market value 

across the five categories. Taken together, these results could be interpreted in an 

alternative manner. If we assume that institutions prefer to hold larger firms and 

individuals prefer to hold smaller firms, then our proxies for ownership clientele may 

simply be reflecting a differing preference for firm size and not share price. The 

regression results, presented later, show that this ahemative explanation does not supplant 

the ownership clientele based on share price explanation. 

In Table 1.2 we present the same summary statistics as shown in Table 1.1,'* but 

for the entire universe of stocks listed on the CRSP Database in 1996 with a minimum 

share price of $1.25 at the beginning of the year. We examine this cross-section to show 

that the results obtained firom our sample may be generalized to all listed stocks. For the 

6,756 firms that meet the criteria, the mean (median) share price is $19.31 ($14.62). The 

mean (median) market value is $1.21 billion ($148 million) and there are 22,880 (1,500) 

shareholders on average (median). Eighty percent of the firms have share prices that are 

less than $30 and only 5% have a share price above $70. The mean (median) of dollar 

holdings per shareholder is $570,070 ($108,690). Compared to our sample of 1426 firms 

that have continuous data for the last 20 years, the firms described in Table 1.2 are 

smaller in terms of market value, number of shareholders, share price and percent 

~ With the exception of the dollar investment of the average institution and individual. 
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average shareholder than do the sample firms. 
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Panels B, C, and D of Table 1.2 trisect the sample based upon exchange listing (NYSE, 

AMEX, and NASDAQ, respectively). All three sub-samples display the same pattern of 

increasing dollar investment for the average shareholder over the first four price 

categories. Curiously, the average dollar investment for the average shareholder for 

AMEX listed firms ($197,120) is considerably lower than that same figure ($557,570) for 

NASDAQ firms. The percent of ownership by individuals also tends to decline across 

the price categories for NYSE listed firms. The trend is not as clear for firms listed on 

the other two exchanges. However, in both cases, the number of observations in the 

greater than $70 category is very small and in the case of AMEX listed firms, there is 

only one observation of percent ownership in the $50-$70 category. NYSE listed shares 

have a higher average share price ($26.34) than AMEX ($13.45) or NASDAQ ($15.32) 

listed shares. Of the firms with prices greater than $50, more than 75% are listed on the 

NYSE and the majority of the balance are NASDAQ firms. The average dollar 

investment of the average shareholder is highest ($678,150) for NYSE listed firms. 

NASDAQ firms have the highest dollar investment for the average shareholder across all 

five price categories, but overall investment for the average shareholder is lower 

($557,570) than that of NYSE firms. 



B. Ownership Clientele 

Three variables are used to empirically test for a relationship between stock price 

levels and ownership: percent of ownership by institutions, the unexpected number of 

shareholders, and the dollar investment by the average shareholder. The first variable, 

percent of ownership by institutions, most directly proxies for the ownership clientele. 

For reasons discussed in Section 1.2, institutional shareholders would prefer firms in 

higher price habitats, and we would expect to find a positive relationship between a 

firm's share price and the percent of ownership by institutions. The second variable is the 

unexpected number of shareholders. This variable is computed as the error term in the 

regression of the number of shareholders on the market value.As a firm increases in 

size, its shareholder base can be expected to increase. We regard any deviation in this 

relationship as unexpected shareholders, given the market value of the particular firm. 

For a particular firm, as a shareholder's average stake in the firm decreases (increases), 

the number of unexpected shareholders will increase (decrease). Therefore, we expect to 

find a negative coefficient on this variable. The third variable is the dollar investment by 

the average shareholder. We expect dollar investment by the average shareholder to 

proxy for a continuimi of ownership clientele. As the dollar investment of the average 

shareholder increases, the ownership clientele goes fi-om predominantly individuals to 

institutions. A positive correlation between share price and the dollar investment of the 

average shareholder is expected. The results for ail three of the variables are presented in 

Section B.L 

Several transfonnations of market value were used to test for aonlinearities. however none were significant 
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As a firm undertakes positive NPV projects, it's share price will tend to increase. 

Given a firms current ownership clientele, a price appreciation could move the firm away 

from it's "preferred price habitat." Supposing that the firm may not be able to attract a 

different clientele,'"* at least in the short-run, the firm must take action to restore the price 

to a preferred trading range. A stock split could be one such action. To test this 

proposition we regress the choice to split on the difference between the actual share price 

and the predicted share price. If firms are more likely to split when their shares deviate 

above their preferred price habitat, we should find a positive coefficient on the 

independent variable. Stock splits may also serve an additional purpose. In a manner 

similar to Brennen and Hughes (1991) contention that increased bid-ask spreads leads to 

greater information production, and ultimately greater investor awareness. If there are 

investors that fit the current ownership's profile, yet are still unaware of the existence of 

the firm, a split may bring the firm to their attention. To consider this possibility, we 

compare the change in the number of shareholders between splitting and non-splitting 

firms. The result of both the probit regression and the change in the number of 

shareholders is described in Section B.2. 

Over time, many firms experience price appreciation. However, some firms may 

experience a decline in share price. These firms also may desire to realign their share 

price with a particular ownership clientele. The repurchase of shares is one activity that 

may be used to afiect such a shift in price. Repurchases may also be used as a preemptive 

measure to prevent a deviation below the "preferred price habitat" if, for example, the 

14 Institutional investors typically do not invest in small cap firms. This is due in part to a lack of liquidity among 
small firms, the fiduciary responsibility of the institutional investor, and other fnctions. 
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firm expects employee stock options to be exercised in the near future. The exercise of 

the options would increase the shares outstanding and thus dilute the value of each share. 

The repurchase could "immunize" the exercise of the options. Although repurchases 

entail a distribution of cash, the net effect is to concentrate the earnings of the firm to the 

remaining shares outstanding. This will tend to increase the share price. Therefore, we 

expect to find a negative relationship between repurchase activity and the difference 

between the actual and predicted share price. However, because the effects fi*om 

repurchases are not as clear as those of stock splits and because of measurement error (it 

is difficult to compute actual share repurchases, see Stephens and Weisbach (1998); and 

not all share repurchases are armounced) this relationship may be difficult to observe. We 

use announced repurchases from the Securities Data Company's Mergers and 

Acquisitions Database as a proxy for repurchases. Results, discussed in Section B.2 are 

inconclusive. 

B.l. Regression Evidence on Ownership Clientele and Price Levels 

In this section we present empirical evidence, using OLS regression, for the 

existence of ownership clientele from our three proxies, discussed in the previous section. 

The evidence from the percent of ownership by institutions is presented first, followed by 

the unexpected number of shareholders and the dollar investment by the average 

shareholder. We posit that firms whose "preferred price habitat" is higher are likely to 

have more institutional investors than firms with a lower "preferred price habitat." The 

test only includes the last three cross-sections of the sample due to the lack of available 
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data prior to the 1986 cross-section. Table 1.3 presents the results of a regression of share 

price on the percent of ownership by institutions. As noted above we expect a positive 

relationship between these two variables. For the cross-sections shown in the table, we 

find a positive and significant, at the 1% level, relationship for the last two cross-sections. 

The 1986 cross-section shows a positive, but insignificant result. 

The second proxy for ownership clientele is the unexpected number of 

shareholders. This variable is computed as the error term in a regression of the number of 

shareholders on market value. As the market value of a firm grows, it is reasonable to 

expect that the number of shareholders will also grow. However, for a given market 

value, if a firm has an unexpectedly large (small) number of shareholders, then each of 

those shareholders must own a smaller (larger) flection of that firm. Another 

interpretation of this variable could be as follows; those firms that have a lower share 

price have a larger investor base. That is, in the context of Merton's incomplete 

information model, firms that could increase their market value by increasing their 

investor base, have done so be choosing a low share price and thus attracting a broader-

based clientele. As noted in the introduction to this section, we expect to find a negative 

relationship between unexpected number of shareholders and share price. 

Table 1.4 reports the results of the regression of the unexpected number of 

shareholders on share price and the log of the book value of assets. The coefficient on 

share price is significantly negative at the 1% level for all years. After controlling for 

size, a firm with a high share price tends to have fewer shareholders than a firm with a 
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low share price. These results are consistent with our hypothesis and offer additional 

evidence that an ownership clientele, based on share price level, exists. 

The dollar investment of the average shareholder proxies for a continuum of 

clientele. The variable is calculated by dividing the total market value of the stock by the 

number of shareholders. Based on evidence presented in Section 1.4.A, the dollar 

investment of the average shareholder for individuals is low relative to that of 

institutions. 

Share price is regressed on the dollar investment of the average shareholder. 

Because share price is increasing in the value of a firm, the natural log of the book value 

of assets is used as a control variable in the regression. A significantly positive 

coefficient on the variable of interest would be consistent with our hypothesis. The 

results are presented in Table 1.5. The coefficient on the dollar investment of the average 

shareholder variable is significantly positive at the 1% level for all of the cross-sections. 

An estimated share price for a the dollar investment of the average shareholder one 

standard deviation above and below the mean is $42.30 and S24.15, respectively.'^ This 

clearly demonstrates that the variable is economically significant. 

B.2. Managing Share Price Levels 

In Section 1.2 we posited that firms attempt to keep their share price in some 

"preferred price habitat" which corresponds with a particular ownership clientele. In the 

'^ese values are estimated at the mean of the log of the book value of assets. 



28 

previous section we demonstrated empirically that an ownership clientele exists.'® 

Failure to keep the firm's share price in the preferred habitat would lead to a change in the 

ownership clientele and a loss in firm value. Managers have several "tools" that can alter 

the share price level. In this section we examine two of these "tools"; stock splits and 

stock repurchases. 

To explore the relationship between stock splits and a firm's price habitat, we first 

estimate the regression described in 1.4.B. Share price is regressed on dollar value per 

shareholder and the natural log of the book value of assets. The error term fi-om this 

regression, the difference between the actual share price and the estimated share price, is 

used to predict whether a firm will engage in a stock split. We expect that the firm will 

be more likely to split the fiirther the actual price is above the estimated price level. A 

firm is defined as splitting (i.e., the binary variable is coded as 1) if, within a two (four) 

year window following the year of the cross-section, the firm has at least a 1.25:1 

cumulative distribution of shares. We use probit to estimate the regression. 

Table 1.6 presents the results of the probit regression. In all four of the cross-

sections, and both the two and four year windows, we find that the variable representing 

the deviation from the preferred price habitat is positive and significant at the 1% level. 

This finding is consistent with our hypothesis that as a firms share price moves above it's 

"preferred price habitat" that the firm is more likely to split its shares to bring the price 

Lakoaishok and Lev (1987) note that there may be industry norms for share prices, just as is found with certain 
financial ratios, and this can explain why firms with prices below that of the market average would split. Our sample 
supports Lakonishok and Lev's proposition. However, when we include industry dummies in the regressions presented 
below, several are significant, but they do not alter the significance of the ownership clientele proxies. 

Using 1.5:1 and 2:1 as the minimum criteria for a firm to be considered a "splitting firm." produces similar results. 
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back to the preferred range. Table 1.7 describes the effect of the split on the shareholder 

base. To measure this change we use a ratio of the number of shareholders at the end of 

the five-year period divided by the number of shareholders at the beginning of the five-

year period. A ratio greater (less) than one indicates that the firm's shareholder base has 

increased (decreased). Panel A shows statistics for firms engaging in a cumulative split 

of at least 2:1 during the 4 years and Panel B defines a firm as a splitter if it engaged in a 

cumulative split of at least 1.25:1 during the period. The shareholder ratio for splitters is 

significantly greater than non-splitters, at the I % level, for all four cross-sections. For 

example, following the 1991 cross-section, the shareholder ratio for splitters and non-

splitters was 1.54 and 0.99 (Panel A), respectively. During that same period, the market 

capitalization of splitters increased by 3.0 times and the capitalization of non-splitters 

increased by 2.5 times. Stated difTerentiy, the shareholder base of the splitters is 55% 

greater than the non-splitters and the market capitalization is 20% greater. Although this 

suggests that the split may have been the cause of the shareholder base increase, it 

certainly is not conclusive evidence.'® 

For firms that experience a decline in price, a realigrmient of their share price with 

the current ownership clientele may be necessary. Repurchases could be one method by 

which firms are able to move their share prices back to a "preferred price habitat." For 

firms with a share price below their preferred habitat we expect to see greater repurchase 

activities. However, unlike stock splits, repurchases require a cash distribution to some 

shareholders for the repurchased shares and this could alter the firm's future investment 

18 The splitting firms may have engaged in other activities, such as a seasoned equity offering, that could have a similar 
affect on the shareholder base. 
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policy. In addition, the purpose of the repurchase may be to prevent dilution of earnings 

if employee stock options are expected to be exercised. To the extent that the stock 

options will only be exercised subsequent to a stock price rise, we might observe firms 

engaging in repurchase activities when their stock is above its preferred price habitat. For 

these reasons, and because of measurement error, repurchases may not produce as clear a 

result as the analysis of stock splits. 

There are two ways that could be used to measure repurchase activity. In one case 

we could attempt to compute the actual amount of shares repurchased &om changes in the 

Treasury account for Common Stock. Stephens and Weisbach (1998) employ six 

different measures of actual share repurchases based on accounting data. However, they 

also note that there are potential problems with each of these measures. Another way of 

measuring the repurchase activity of a firm is from publically announced repurchase 

activities. Securities Data Company's Mergers and Acquisitions Database has 

announcement dates and percent of shares sought for three types of repurchases; I) self-

tender offers, 2) Dutch auctions, and 3) announced open-market repurchases. Since 

Stephens and Weisbach find that between 74 and 82 percent of targeted shares are 

actually repurchased within three years of the announcement date and that 57% of the 

firms repurchase at least the annoimced amount, we will use the announced repurchases 

as our measure of repurchase activity." 

Table 1.8 describes the results of a probit regression. A firm is defined as a 

repurchaser (i.e., the binary dependent variable is coded as 1) if, within a two (four) year 

19 
Using actual share repurchases, computed from the annual change in the number of shares Conunon Treasury Stock 

does not produce substantially difierent results. 
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window following the year of the cross-section, the firm has announced a repurchase of at 

least 5%. Data is only available for the last two cross-sections (1986 and 1991). The 

1986 cross-section shows the expected negative relationship, but is insignificant in both 

panels A and B. The 1991 result is positive and significant at the 1% level for the 1991 

cross-section and positive and insignificant in the 1986 cross-section. The results of this 

test are inconclusive. We do not find the expected relationship between repurchase 

activity and price habitats.^" However, as mentioned earlier, because of the potential 

changes in investment caused by a cash payout or repurchases motivated to prevent 

earnings dilution, the inconclusive result is not surprising. 

1.5. Conclusion 

In Section 2, we develop a hypothesis that there is an optimal trading range for a 

firm's stock price. We find that stock prices remain relatively constant (in nominal terms) 

over extended periods of time, suggesting that firms do actively attempt to maintain their 

stock in a particular price range. 

All three variables used in the cross-sectional analysis reported in Section 1.4 are 

consistent with our hypothesis. The first variable, percent of ownership by institutions, is 

expected to have a positive relationship to share price. Firms in the low price habitat are 

more likely to have a clientele composed of predominantly individuals rather than 

institutions. We find a positive and significant result in two of the three cross-sections. 

The second variable, unexpected number of shareholders, is found to be significantly 

An OLS regression of the aimounced percent of shares repurchased regressed on the difference between the actual 
and predicted price produces insignificant results in all cross-sections. 
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inversely related to the share price. At higher (lower) share prices we tend to find fewer 

(more) shareholders, after controlling for the size of the firm. The third variable, dollar 

holdings per shareholder, represents a continuum of clientele. In the regression of share 

price on this variable, the positive and significant coefficient suggests that investors that 

have a large dollar holding in a firm prefer firms with higher share prices. Assuming that 

on average, individuals hold smaller dollar amounts of any particular firm than 

institutions, then this variable is consistent with our hypothesis. Again this finding is 

consistent widi our hypothesis that different levels of share price tend to attract different 

ownership clientele. 

The analysis of the splitting behavior of our sample firms seems to confirm that 

companies are more likely to split if their share price is above it's "preferred price 

habitat." We find a positive and significant relationship between ±e choice to split and 

the difference between the actual share price and it's "preferred price habitat." We also 

find that the shareholder base of splitting firms increases after the split, while the 

shareholder base of non-splitters decreases or remains unchanged for three of the four 

cross-sections. Finally, we examine announced repurchases and the possibility that 

firm's may use such an activity to adjust the firm's share price. The repurchasing 

activities of the sample firms do not appear to be motivated by a desire to affect the share 

price level with regard to the firm's preferred price habitat. 

In summary, we find strong evidence that firms attempt to keep their share prices 

within a "preferred price habitat." All three of the proxies for ownership clientele are 

significantly related in the expected direction with share price. Also, firms are more 
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likely to split, the higher their actual share prices deviate above the firm's "preferred price 

habitat." 
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Table 1.1 
Issue Characteristics of Sample Firms. 

The sample includes all continuously reporting firms that had a share price of at least SI .25 as 
of 1976 as reported in the CRSP database. At the beginning of the sample, 1976, 73.8% of the 
firms were listed on the New York Stock Exchange and 26.2% were listed on the American 
Stock Exchange. By 1996, 84.6% were NYSE listed firms, 13.7% were AMEX listed firms, 
and 1.7% were NASDAQ listings. 

1976 1981 1986 1991 1996 

Share Price: 
Obs 1426 1426 1426 1426 1426 
Mean 19.56 23.30 30.04 25.88 30.19 
(Std Dev) (19.13) (16.08) (25.28) (21.26) (26.21) 
Median 15.04 19.76 25.87 21.45 24.88 
Maximum 267.59 156.40 429.13 213.25 316.85 
Minimum 1.29 0.25 0.09 0.11 0.42 

Value ($000,000): 
Obs 1381 1384 1381 1385 1385 
Mean 458.42 587.91 1,187.51 1,996.95 3,632.47 
(Std Dev) (2,037.95) (2,166.64) (3,492.94) (6,114.61) (11,007.71) 
Median 51.75 102.45 239.47 316.14 544.42 
Maximum 41,999.10 47,887.60 72,710.76 75,653.02 162,790.00 
Minimum 0.57 1.06 1.07 0.91 0.88 

)lders (000): 
Obs 827 898 1,015 1.115 1,215 
Mean 21.44 21.61 20.73 21.91 24.24 
(Std Dev) (68.78) (68.28) (60.45) (62.42) (86.56) 
Median 3.94 4.48 4.55 4.80 4.85 
Maximum 1,230.19 1,122.17 857.33 891.58 2,120.34 
Minimum 038 0.29 0.27 0.16 0.11 



35 

Average Dollar Holdings 
per Shareholder ($000): 

Obs 
Mean 
(Std Dev) 
Median 
Maximum 
Minimum 

Average Dollar Holdings 
per Institutional 
Shareholder ($000) 

Obs 
Mean 
(Std Dev) 
Median 
Maximum 
Minimum 

Average Dollar Holdings 
per Individual Shareholder 
($000): 

Obs 
Mean 
(Std Dev) 
Median 
Maximum 
Minimum 

Percent of Ownership by 
Institutions: 

Obs 
Mean 
(Std Dev) 
Median 
Maximum 
Minimum 

Table 1.1 - Continued 

1976 1981 1986 1991 1996 

821 892 1,005 1,100 1,203 
24.60 42.07 90.11 135.65 235.84 

(30.59) (55.06) (126.29) (203.35) (338.84) 
12.09 24.21 54.39 69.20 116.02 

210.92 567.04 2,166.06 2,123.49 3.230.65 
0.26 0.52 0.62 0.44 0.37 

305 970 1205 
4580.15 4,613.28 6,118.93 

(5443.54) (6,473.04) (8.054.47) 
3155.64 2,650.13 3,355.93 

49575.52 71,667.60 75,350.45 
37.84 0.00 0.00 

275 901 1102 
46.39 69.22 113.18 

(53.38) (102.87) (169.09) 
29.55 37.45 58.15 

389.35 915.11 1,730.73 
1.02 0.41 0.00 

305 971 1228 
4128 40.58 42.99 

(18.53) (20.99) (23.86) 
42.00 42.00 44.00 
94.00 98.00 100.00 

1.00 0.00 0.00 
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Table 1^ 
Issue Characteristics of Firms in the CRSP Database for 1996. 

The table includes all firms reported in the CRSP database for 1996 that had an average share 
price of at least $ 1.25. The number of shareholders is from Compustat. The sample is 
arbitrarily divided into categories based upon share price. 

Panel A: All firms listed on the NYSE, AMEX, and NASDAQ. Over 33% of firms have a 
share price less than $10,48% have a price between $10 and $30, about 13.5% fall in the $30-
50 category, and lightly more than 5% have share prices above $50. Of the firms priced under 
$10, more than 70% of them are NASDAQ listed firms. Of those firms with a price greater 
than $50, over 75% of them are NYSE listed firms. 

Greater 
Between Between Between than or 

All share Less than $10 and $30 and $50 and equal to 
prices $10 $30 $50 $70 $70 

Share Price: 
Obs 6756 2241 3246 915 239 115 
Mean 19.31 5.51 18.05 37.65 57.84 97.82 
(Std Dev) (17.84) (2.46) (5.55) (5.47) (5.62) (41.60) 
Median 14.62 5.37 16.92 36.69 56.81 84.60 
Maximum 316.85 10 29.99 49.96 69.98 316.85 
Minimum 1.26 1.26 10.01 30.02 50.01 70.02 

Market Value 
($000,000): 

Obs 6495 2184 3129 870 214 98 
Mean U09.81 83.50 514.06 2,571.66 8,544.61 20,418.29 
(StdDev) (5,637.47) (218.67) (1.393.09) (4,851.11) (4,740.25) (8,702.37) 
Median 148.59 33.01 195.10 1,030.13 4,259.26 7,997.45 
Maximum 162,790.0 5,025.25 52,182.11 45,441.34 130,940.0 162.790.0 
Minimum 0.58 0.58 3.12 34.56 73.28 73.79 
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Table U - Continued 

Greater 
Between Between Between than or 

All share Less than $10 and $30 and $SOand equal to 
prices $10 $30 $50 $70 $70 

Shareholders (000): 
Obs 4956 1781 2155 727 198 95 
Mean 12.35 6.80 7.70 20.10 56.27 70.80 
(Std Dev) (119.00) (174.31) (30.96) (78.84) (192.89) (118.68) 
Median 1.5 1.01 1.54 3.60 8.78 24.16 
Maximum 7,337.59 7,337.59 705.34 1,084.15 2,120.34 622.59 
Minimum 0.00 0.00 0.00 0.03 0.02 0.32 

Average Dollar 
Holdings per 
Shareholder ($000): 

Obs 4892 1770 2126 720 187 89 
Mean 570.07 107.60 640.56 1,208.76 1,557.22 842.48 
(Std Dev) (3476.87) (264.95) (4.820.34) (2,766.25) (4,065.76) (1,418.50) 
Median 108.69 31.09 160.81 241.60 428.04 416.93 
Maximum 212,480.0 5,221.13 212,480.0 41.998.64 45,248.06 9,813.53 
Minimum 0.82 0.82 1.16 3.83 22.47 43.63 

Percent Ownership by 
Individuals 

Obs 4511 1203 2207 789 211 101 
Mean 61.38 77.13 59.60 47.70 47.23 48.99 
(Std Dev) (2520) (17.96) (24.20) (24.56) (25.47) (24.94) 
Median 63.81 81.65 60.72 43.6 39.76 42.85 
Maximum 99.99 99.99 99.97 99.83 99.63 99.7 
Minimum 1.05 10.28 1.24 1.71 1.05 2.03 
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Table \J. - Continued 

Panel B; This panel only includes NYSE listed firms. Over one half, 52.64%, of all NYSE 
firms have a share price between $10 and $30, 15.59% of the firms have share prices below 
$10, 21.38% between $30 and $50, 6.89% between $50 and $70, and 3.5% above $70. 

Greater 
Between Between Between than or 

All share Less than $10 and $30 and $50 and equal to 
prices $10 $30 $50 $70 $70 

Share Price: 
Obs 2540 396 1337 543 175 89 
Mean 26.34 6.79 18.84 37.95 57.68 93.61 
Median 21.62 7.22 18.15 36.99 56.62 83.96 

Market Value 
($000,000): 

Obs 2371 368 1255 513 158 77 
Mean 2,714.73 249.49 882.93 3,593.32 10,306.57 22,921.05 
Median 531.37 107.79 375.12 1,659.62 4,962.58 13,029.20 

Shareholders (000): 
Obs 1747 223 847 450 149 77 
Mean 55.52 7.90 14.37 29.92 73.30 83.66 
Median 4.31 2.50 2.85 6.33 13.4 29.80 

Average Dollar 
Holdings per 
Shareholder ($000): 

Obs 1716 221 835 446 140 73 
Mean 678.15 97.44 519.57 1.058.51 1,291.18 759.84 
Median 189.07 36.40 150.20 291.57 367.04 416.93 

Percent of Ownership 
by Individuals 

Obs 1784 232 842 472 155 83 
Mean 52.51 70.57 54.19 4436 45.70 44.08 
Median 49.45 73.44 52 J6 40.11 38.81 40.15 
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Table - Continued 

Panel C: This panel only includes AMEX listed firms. Over 93% of AMEX firms have a 
share price less than $30 (46.43% less than $10 and 46.79% between $10 and $30), 5.36% have 
prices between $30 and $50, and less than 2% are greater than $50. 

Greater 
Between Between Between than or 

All share Less than $10 and $30 and $50 and equal to 
prices $10 $30 $50 $70 $70 

Share Price: 
Obs 560 260 262 30 2 6 
Mean 13.45 5.14 15.74 38.77 58.95 131.64 
Median 10.74 4.96 14.09 38.32 — 106.88 

Market Value 
($000,000): 

Obs 552 257 258 29 2 6 
Mean 209.02 58.90 185.31 1,544.89 1,044.52 923.70 
Median 57.78 29.48 89.72 524.81 — 955.40 

Shareholders (000): 
Obs 408 209 169 25 1 4 
Mean 3.19 2.44 3.70 5.91 2.41 3.77 
Median 1.02 0.95 1.05 2.00 — 3.70 

Average Dollar 
Holdings per 
Shareholder ($000): 

Obs 406 208 168 25 I 4 
Mean 197.12 88.84 277.58 530.75 584.93 265.79 
Median 59.02 3LI0 91.75 303.04 — 223.35 

Percent of Ownership 
by Individuals 

Obs 300 136 137 23 I 3 
Mean 74.23 80.69 71.19 56.03 96.55 52.35 
Median 80.8 84.57 1132 49.11 96.55 60.98 
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Table IJS - Continued 

Panel D; This panel only includes NASDAQ listed firms. More than 88% of NASDAQ firms 
have share prices less than $30 (43.34% less than $10 and 45.06% between $10 and $30), 
9.36% of firms have prices between $30 and $50, and slightly more than 2% of NASDAQ firms 
have share prices greater than $50. 

Greater 
Between Between Between than or 

All share Less than $10 and $30 and $50 and equal to 
prices $10 $30 $50 $70 $70 

Share Price: 
Obs 3655 1584 1647 342 62 20 
Mean 15.32 5.24 17.77 37.07 58.27 106.42 
Median 11.88 5.01 16.65 35.87 57.49 89.04 

Market Value 
($000,000): 

Obs 3571 1558 1616 328 54 15 
Mean 365.64 48.37 280.09 1,064.54 3,667.02 15,368.67 
Median 78.75 26.88 144.20 554.54 1,982.47 1,096.68 

Shareholders (000): 
Obs 2802 1349 1139 252 48 14 
Mean 5.40 7.30 3.34 3.96 4.52 19.22 
Median 1.00 0.89 1.05 1.59 1.98 2.82 

Average Dollar 
Holdings per 
Shareholder ($000): 

Obs 2771 1341 1123 249 46 12 
Mean 557.57 112.18 784.82 1,545.97 2,388.07 1.537.40 
Median 82.63 30.31 173.74 572.15 1.298.44 345.67 

Percent of Ownership 
by Individuals 

Obs 2427 835 1228 294 55 15 
Mean 66 JI 78J8 62.02 52.42 50.63 75.50 
Median 70.71 83.00 63.91 50.16 44.04 69.45 
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Table 13 
Relationship Between Share Price and Percent of Ownership by Institutions 

The sample includes ail continuously reporting firms that had a share price of at least $ 1.25 as 
of 1976 as reported in the CRSP database. The results of regressing share price on the percent 
of ownership by institutions, an exchange dummy variable, and the log of the book value of 
assets are presented for cross-sections 1986, 1991, and 1996. Ownership data is only available 
for the last three cross-sections. When dummies are Included for industries, we find 
significance on some of the industry dummies. However, the coefficient estimates for the 
ownership clientele proxy is not altered in a substantive way. White t-statistics are shown in 
parentheses. 

1986 1991 1996 

Intercept -8.7275 -12.1773 -17.3500 
(-1.85) (-7.15) (9.19) 

Percent ownership by 0.0722 0.2060 0.1688 
individuals (0.70) (6.83) (5.78) 

NYSE dummy variable -9.5966 -2.9746 -6.5270 
(-2.34) (-2.19) (-3.29) 

Log of total assets 7.3995 5.0910 6.6591 
(6.98) (13.55) (15.16) 

Adjusted R2 0.2841 0.3199 0.3304 

F-Test 38.04 144.16 189.01 

N 280 913 1143 
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Table 1.4 
Relationship Between the Unexpected Number of Shareholders and Share Price. 

The sample includes all continuously reporting firms that had a share price of at least $ 1.23 as 
of 1976 as reported in the CRSP database. We regress the unexpected number of shareholders 
on share price, an exchange dummy variable, and the log of total assets. The unexpected 
number of shareholders variable is the error from the regression of the number of shareholders 
on market value. White t-statistics are shown in parentheses. 

1976 1981 1986 1991 1996 

Intercept -34.0724 -21.4371 -15.2700 -35.3591 -22.9292 
(-5.13) (-2.78) (-2.70) (-4.51) (-2.45) 

Share Price -0.9004 -1.1474 -0.5585 -0.5576 -0.4386 
(-3.20) (-7.08) (-6.31) (-4.02) (-4.47) 

NYSE dummy variable -0.2486 0.0200 -0.2964 -1.3523 1.8866 
(-0.08) (0.01) (-0.23) (-0.72) (0.77) 

Log of Total Assets 10.8622 8.8077 5.3802 7.9774 5.1861 
(5.25) (4.51) (4.27) (4.48) (2.63) 

Adjusted R2 0.1954 0.1352 0.0894 0.0893 0.0224 

F-Test 67.39 47.42 33.87 36.91 10.18 

N 820 891 1004 1099 1202 
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Table 1.5 
Relationship Between Share Price and Dollar Investment of the Average Shareholder. 

The sample includes all continuously reporting firms that had a share price of at least $1.25 as 
of 1976 as reported in the CRSP database. Results are presented for the regression of share 
price on the dollar investment of the average shareholder, an exchange dummy variable, and the 
log of the book value of assets. When dummies are included for industries, we find significance 
on some of the industry dummies. However, the coefficient estimates for the ownership 
clientele proxy is not altered in a substantive way. White t-statistics are shown in parentheses. 

1976 1981 1986 1991 1996 

Intercept -8.2312 -0.2267 -5.4119 -7.1665 -11.6146 
(-4.12) (-0.20) (-3.58) (-5.17) (-6.38) 

Dollar investment of the 0.2909 0.1296 0.0569 0.0448 0.0228 
average shareholder ($000) (8J6) (9.16) (4.26) (8.47) (4.86) 

NYSE dummy variable 0.4560 1.4442 -0.4060 -0.7511 -3.1750 
(0.34) (1.77) (-0.35) (-0.68) (-1.75) 

Log of total assets 4.500 3.2584 5.1632 4.4282 5.7416 
(8.38) (12.45) (14.30) (14.00) (12.52) 

Adjusted R2 0.4665 0.4948 0.4349 0.4823 0.3966 

F-Test 240.05 291.92 258.58 342.26 264.33 

N 820 891 1004 1099 1202 
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Table 1.6 
The Relationship Between a Firm's Share Price Level and Their Choice to Split. 

The results presented are from probit regressions where the dependent variable is equal to 1 if 
the firm splits after the estimation period and 0 otherwise'. The independent variable is the 
error term from the regression of share price on the dollar holdings per shareholder and the log 
of total assets. The chi-square statistic is given in parentheses, all values in both panels below 
are significant at the 1 percent level. Similar results are obtained with logit. 

Panel A: The dependent variable is coded as I if the firm has a split of at least 1.25:1 within 
the 2 years following the estimation period. 

Variable Name 1976 1981 1986 1991 

Intercept -0.8446 -0.6418 -0.7710 -0.7943 
(280.98) (198.29) (292.40) (342.56) 

Actual Share Price minus 0.0121 0.0152 0.0191 0.0135 
Predicted Share Price (17.62) (14.65) (50.24) (26.07) 

Log Likelihood -406.24 -507.12 -516.32 -564.26 

N 821 892 1005 1100 

Panel B: The dependent variable is coded as 1 i if the firm has a split of at least 1.25:1 within 4 
years following the estimation period. 

Variable Name 1976 1981 1986 1991 

Intercept -0.3456 -0.2016 -0.4086 -0.4557 
(57.84) (22.41) (96.81) (131.95) 

Actual Share Price minus 0.0232 0.0176 0.0197 0.0151 
Predicted Share Price (35.87) (21.00) (56.63) (35.46) 

Log Likelihood -517.97 -596.67 -619.60 -678.45 

N 821 892 1005 1100 

' Similar results are obtained in an OLS regression when the dependent variable is coded as 0 
for non-splitting firms and a positive number representing the ratio of the total splits occurring 
during the period for the splitting firms (e.g. If a firm splits 2; I and 3:1 during the period, the 
dependent variable would be coded as 6). 
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Table 1.7 
Change in Shareholder Base for Splitting versus Non-spiitting Firms. 

Mean ratios for both the number of shareholders and the market value of the firm are shown. 
Ratios are computed by dividing the value at the end of the five-year period by the beginning of 
period value. Using the Wilcoxon sign-rank test, we find a significant difference, at the one 
percent level, for the shareholder ratio in all periods in both panel A and panel B. Panel A 
shows statistics for firms with a split of at least 2:1 and Panel B shows statistics for firms with a 
split of at least 1.25:1 at sometime during the four years following the initial year. 

Panel A: The firm is classified as a splitting firm if there is a split of at least 2:1 within the 4 
years following the estimation period. 

Variable Name 1976 1981 1986 1991 

Number of 
Splitting Firms 285 384 295 289 
Non-splitting Firms 1095 996 1086 1096 

Shareholder Ratio 
Splitting Firms 1.72 1.45 1.32 1.54 
Non-splitting Firms 1.04 0.93 1.02 0.99 

Firm Size Ratio 
Splitting Firms 5.05 4.31 2.43 2.98 
Non-splitting Firms 2.39 2.40 1.59 2.49 

Panel B: The firm is classified as a splitting firm if there is a split of at least 125:1 within the 
4 years following the estimation period. 

Variable Name 1976 1981 1986 1991 

Number of 
Splitting Firms 452 
Non-splitting Firms 928 

Shareholder Ratio 
Splitting Firms 1.52 
Non-splitting Firms 1.01 

Firm Size Ratio 
Splitting Firms 4.50 
Non-splitting Firms 2.18 

536 451 424 
844 930 961 

1.37 131 1.49 
0.87 0.97 0.94 

4.03 222 2.87 
2.24 1.55 2.48 
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Table 1.8 
The Relationship Between a Firm's Share Price Level and Share Repurchase Activities 

The results presented are from probit regressions where the dependent variable is coded as 1 if 
the firm repurchased at least 3% of shares outstanding in either a self-tender offer, Dutch 
auction, or announced share repurchase. The independent variable is the error term from the 
regression of share price on the dollar holdings per shareholder, a binary variable coded as 1 if 
the firm is listed on the NYSE and 0 otherwise, and the log of total assets. The chi-square 
statistic is given in parentheses. Similar results are obtained with logit. 

Panel A: The dependent variable is coded as I if the firm repurchased at least 5% of it's shares 
outstanding within the 2 years following the estimation period. 

Variable Name 1986 1991 

Intercept -1.9736 
(154.20) 

-1.6649 
(335.06) 

Actual Share Price minus Predicted Share 
Price 

-0.0006 
(0.01) 

0.0036 
(0.70) 

Log Likelihood -32.96 -107.78 

N 289 558 

Panel B: The dependent variable is coded as 1 if the firm repurchased at least 5% of its shares 
outstanding within the 4 years following the estimation period. 

Variable Name 1986 1991 

Intercept -1.1949 
(151.31 

-0.1030 
(3.72) 

Actual Share Price minus Predicted Share 
Price 

-0.0059 
(1-15) 

0.0085 
(8.31)*** 

Log Likelihood -104.06 -308.52 

N 289 558 

*** significant at the 1% level 
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Chapter Two 

2. SEASONED EQUITY OFFERINGS: ASYMMETRIC INFORMATION 
AND UNDERWRITER CERTIFICATION 

2.1. Introduction 

The purpose of this paper is to examine the role of the reputation of lead 

underwriters in seasoned equity offerings. Previous studies have found that initial public 

offerings (IPOs) under-perform size and industry/size matched, benchmark portfolios of 

non-issuing firms.-' Carter, Dark, and Singh (1997) further document that the degree of 

under-performance of IPOs is a decreasing function of the reputation of the lead 

underwriter. For example, they find that investors would need to spend $132 in the IPOs 

of low reputation underwriters to obtain the same three-year holding period return as 

$100 invested in issues underwritten by high reputation underwriters. Loughran and 

Ritter (1995) and Spiess and Affleck-Graves (1995) find that seasoned equity offerings 

(SEOs) also underperform size and industry/size matched samples of non-issuing firms. 

This paper shows that the degree of under-performance of SEOs is also related to the 

underwriter's reputation as measured by the underwriter's market share. In the case of 

SEOs, an investor would need to invest $112 in the portfolio of issues by low reputation 

underwriters to obtain the same three-year holding period return as $100 invested in the 

issues underwritten by high reputation underwriters. 

See Ritter (1991). Loughran and Ritter (I99S), and Carter. Dark, and Singh (1997). 
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An interpretation of this result is that underwriter reputation proxies for firm 

quality, i.e., because underwriters care about their reputation, high quality underwriters 

choose to underwrite only the best firms. This interpretation assumes that good 

underwriters somehow can distinguish high-quality firom low-quality firms. However, 

evidence presented in this paper is inconsistent with this hypothesis. In particular, we 

find that a control portfolio selected based on pre-issue eamings-per-share (EPS) rankings 

outperforms the portfolio of securities issued with the help of high quality underwriters. 

In fact, an investor would need an investment of only $85 in our EPS portfolio of issuing 

firms to match the three-year performance of $ 100 invested in the portfolio of securities 

issued by high quality underwriters. The implication is that underwriters could use this 

publicly available information to increase the quality of their issues by selecting which 

issues to underwrite on the basis of important firm characteristics such as EPS rankings. 

Nonetheless we also present evidence that firm characteristics such as price earnings 

ratio, return on equity, and more importantly earnings per share, play no important role in 

determining whether an issue is underwritten by a high quality underwriter despite the 

fact that they seemed to have predictive power to explain the cross-sectional variation in 

the long-term returns of SEOs. Instead, high quality underwriters seem to be more 

concerned with other characteristics of the issue such as the size of the issue and the 

idiosyncratic risk of the issuing firm. 

Our sample consists of2,305 seasoned equity offerings as reported in the 

Securities Data Company's New Issues Database and spans the years between 1980 and 
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1993. Consistent with the findings of Loughran and Ritter and Spiess and Affleck-

Graves (1995), we find under-perfonnance in the adjusted returns of issuing firms over a 

three-year window of -16.59% and -8.99% for a size-matched and size- and industry-

matched controls, respectively." Further, we also document that SEO's handled by 

more prestigious underwriters, the top-five underwriters as measured by their market 

share, suffered less under-performance than those handled by less prestigious 

underwriters. In fact the performance of the top-five underwriters is indistinguishable 

firom the performance of their industry/size match portfolios. We also compare the 

performance of the top-five underwriter's portfolio to the performance of control 

portfolios of issuing securities constructed using pre-issue, publicly available, 

information. We find that portfolios of issuing firms based on rankings of pre-issue 

earnings growth and return on equity (ROE), both match the performance of the issues of 

the high quality underwriters. Further, a portfolio based on rankings of earnings per share 

of the firms in our sample outperforms the portfolio of securities underwritten by ±e top 

five underwriters. In fact, we document that firm characteristics such as EPS and ROE 

have predictive power to explain cross sectional variation in the long-run performance of 

SEOs. Curiously, we also find that these same characteristics have no explanatory power 

in determining whether an issue is underwritten by a high quality underwriter. In 

contrast, prestigious underwriters seem to be more concem about other characteristics 

such as the size of the issue, and the risk of the firm. 

~ The under-perfomiance in the adjusted returns of issuing fimis extends over a five-year window; -20.81% and -
14.09% for a size-matched and size- and indnstry-matched controls, respectively. 
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Several studies have documented the under-performance of both IPO's and SEO's 

relative to non-issuing firms. Ritter (1991) finds under-performance for a sample of 

IPO's over a three-year window relative to a size and industry-matched sample of non-

issuing firms. In particular, they document a 35% holding period return for the portfolio 

of IPOs and a 62% holding period return for the matched sample. Loughran and Ritter 

(1995), after controlling for book-to-market effects and the winner's curse, find that SEOs 

under-perform a matched group of non-issuing firms. Further, they document that issues 

made during a hot meurket suffer firom severe under-performance while issues during slow 

markets suffer very little under-performance. Spiess and Affleck-Graves (1995) interpret 

the under-performance of SEOs as consistent with asymmetric information between 

managers and investors, and suggest this evidence supports the hypothesis that managers 

choose to issue when their stock is over-valued. 

Carter, Dark and Singh (1997) compare three different proxies for underwriter 

reputation and find a positive relationship between the reputation of the underwriter and 

the long-run performance of initial public offerings. The three proxies they compare are: 

a) the Carter and Manaster (1990) measure, b)the Johnson and Miller (1988) measure, 

and c) the Megginson and Weiss (1991) measure. The first two measures use the relative 

placement of the underwriter's name in 'tombstone' announcements. The Megginson-

Weiss measure uses the relative market share of the underwriter as a proxy for the 

underwriter's reputation. Carter, Dark and Singh find that all three measures are 

significantly correlated with each other at the 1-percent level. 



The rest of the paper is organized as follows. Section 2.2 presents some basic 

characteristics of our sample and documents that SEOs by high reputation underwriters 

do better than SEOs of low reputation underwriters. Section 2.3 shows that the portfolio 

of securities issued by high reputation underwriters underperforms some portfolios that 

can be formed using only information that was publicly available at the time of the issue. 

Section 2.3 also shows that underwriters seem to ignore this information when choosing 

the firms for which they will underwrite securities. Section 2.4 sununarizes the findings. 

2.2. Seasoned Equity Offerings and Underperformance. 

A. The Sample 

Our initial sample uses the Securities Data Company's (SDC) New Issues 

Database. We include only domestic, non-financial, non-utility firms that made a 

seasoned equity offering with a minimum offer price of $5 during the period! 980-1993.^ 

Exchange offers, shelf registrations, and unit offerings are excluded. Finally, we also 

require that firms have return data in the CRSP tapes. Applying these criteria results in a 

sample of 2,305 issuing firms. All issue related variables (e.g., offer price, expenses, etc.) 

are obtained firom SDC's New Issues Database. Market capitalization and returns are 

obtained firom the CRSP tapes. 

Table 2.1 Panel A presents surrunary statistics for the SEOs in our sample. The 

number of shares issued averaged 1,793,000 million shares, and ranged between 68,000 

We exclude alt finns with an SIC code between 6000-6790,4911-4959, and 9900. 
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and 43,496,000 shares. The offer price was between $5,125 and $100.75, with a mean 

and median value equal to $21.074 and $ 18.125. The average issue had underpricing 

equal to -2.3%, and resulted In proceeds equal to $38,133,000 and expenses equal to 

$289,730. The proceeds ranged between $1 million and $1.60 billion, and had expenses 

between $1,935 and $2,850,000. 

Table 2.1 Panel B presents basic statistics for the issues underwritten by high 

quality underwriters. In contrast. Table 2.1 Panel C shows the characteristics of issues 

underwritten by low quality underwriters. To proxy for the underwriter's 

quality/reputation, we use the Megginson and Weiss (1991) measure. For each year, the 

underwriter's market share is defined as the dollar amount issued by the underwriter 

divided by that same year's aggregate dollar amount issued by all underwriters in our 

sample. To measure the quality of the underwriters we rank them in descending order 

according to their market share. High quality underwriter's include only the top five 

underwriters according to the market-share ranking. The high quality underwriters were 

responsible for 30.28% of the issues in our sample. Low quality underwriters are those 

underwriters that are ranked eleven and above. Low quality underwriters took 46.81% of 

the issues in our sample to the market. Further, the average underwriter brings 4.8% 

(3.5% median) of the dollar value of issues to market. Salomon Brothers had the largest 

market share during any given year (32.4%) followed by Morgan Stanley with 26.1% and 

Drexel, Bumham and Lambert with a market share of 18.1%. 
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On average, issues made by the high quality underwriters have higher offer prices, 

issued more shares, and resuhed in higher proceeds. The average offer price for high 

quality underwriters was $26.14 but only $ 16.94 for low quality underwriters. This 

difference is significant with a Z-statistic equal to 13.49 (p = 0.0001). Similarly, high 

quality underwriters were involved with larger issues as measured by the proceeds: 

$62.98 million and $22.09 for the high and low quality underwriters respectively. This 

difference is also significant, and has a Z-statistic equal to 15.20 (p = 0.0001 ). The last 

result is also confirmed by the number of shares issued (Z = 9.50; p= 0.0001). 

On the other hand, the issues of high quality underwriters also resulted in lower 

expense rates, lower underpricing, and lower proportional spreads. The average expense 

rate (i.e., expenses divided by the proceeds fi*om the issue) is 0.0207 for low quality 

underwriters but only 0.0095 for high quality underwriters (Z = -14.4407; p = 0.0001). 

Similarly, the underwriter's spread (i.e., the part of the proceeds from the issue that the 

underwriter keeps divided by the proceeds from the issue) is also significantly lower for 

high quality underwriters (Z = -16.58; p = 0.0001). Furthermore, the underpricing of 

issues by high quality underwriters is significantly lower than the underpricing of issues 

of low quality underwriters (Z = 2.15; p = 0.03). 

Table 22 Panel A presents statistics for all firms that issued equity in our sample. 

At the time of the issue, the firms had an average earning per share equal to $0.83, and it 

ranged between -$13.88 and $11.84. The five-year earnings growth rate ranged between 

-99% and 266.8%, and averaged 27.6%. The price earning ratio fell between 2.2 and 
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432.5, and had a median value equal to 20.62. The market value of the firms averaged 

S400 million, and ranged between $1 million and $59,385 million. Further, the beta of 

the firms ranged between -0.66 and 4.31, and had a median value equal to 1.26. 

Table 2.2, Panel B and C, describes the firm characteristics for firms that issued 

equity with the help of high quality and low quality underwriters respectively. In 

particular, firms that issued equity with the help of high quality underwriters have higher 

earnings per share, debt to equity ratios, pre-issue betas, total revenue, and market value. 

The average earning per share of firms issuing equity with high-quality underwriters is 

$1.15, but only $0.64 for firms that used low-quality underwriters (Z = 7.22, p = 0.0001). 

The average debt to equity ratio is 60.74 and 58.23 for firm that used high-quality and 

low-quality underwriters respectively (Z = 4.71. p = 0.0001). The beta is 1.20 and 1.08 

for the firms in the issues of high and low-quality underwriters respectively (Z = 2.44, p = 

O.OI 5). The revenue for the same groups is $ 1,272 million and $ 179 million respectively 

(Z = 14.72, p = 0.0001) while the market value is $800 million and SI58 million (Z = 

16.66, p = 0.0001). 

On the other hand, firms that issued equity with the help of high-quality 

underwriters had a lower return on assets and lower cumulative return performance 

during the year prior to the issue. Further, the firms have indistinguishable return on 

equity and price earnings ratios. The return on assets is 7.44 for the group that used high-

quality underwriters and 19.38 for the group that used low-quality underwriters (Z = -

3.48, p = 0.0005). For the same groups, the one-year prior cumulative adjusted return 
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performance is 0.60 and 0.65, respectively (Z = -4.06, p = 0.0001). The average price 

earning ratio is 34.07 and 38.77 for the group that used high-quality and low-quality 

underwriters respectively; however, this difference is not significant (Z = -0.74, p = 

0.4614). Similarly, the difference in the return on equity for the same two groups is not 

significant: 12.38 and 12.04, respectively (Z = 1.29, p = 0.1967). 

B. Long Term Performance and Underwriter Reputation. 

In this section, we first analyze the long-term performance of the SEOs in our 

sample. The results, which show that the three-year holding period retum of SEOs is 

lower than the same retum on size and industry-size match samples, are consistent with 

those documented in Loughran and Ritter (1995) and Spiess and Affleck-Graves (1995). 

Second, we examine the relationship between the documented under-performance and the 

reputation of the lead underwriter. We find that the under-performance is lower for firms 

that issue equity with the help of high-quality underwriters. In fact, the firms in portfolio 

of high-quality underwriters match the retum on the industry-size match sample portfolio. 

Our finding of better performance for the portfolio of SEOs that used high-quality 

underwriters is consistent with the findings of Carter, Dark and Singh (1997) for the IPO 

market. 

Table 2.3 describes the long-term performance for the portfolio of firms that made 

a seasoned equity offerings in our sample. We compare the performance of the issuing 

firms to the performance of a size-matched and a industry-size matched portfolio. To 



58 

construct the size-matched portfolio, for each issuing firm, we selected from CRSP a firm 

that met two requirements: a) it did not issue equity during the period, and b) it had a 

market value equal to or larger than the market value of the issuing firm. Table 2.3 Panel 

A shows that the resulting portfolio had a beta equal to 0.81 and a market value equal to 

$390.82 million. In fact, the control portfolio has a beta that is significantly smaller than 

the portfolio of SEOs. Similarly, to construct the industry-size matched portfolio we 

selected a firm that met three requirements: a) it had the same two-digits or, when a two-

digit match could not be found, one-digit SIC code, b) it did not issue equity during the 

period, and c) it had a market value equal to or larger than the market value of the issuing 

firm. Panel A in Table 2.3 show that the resulting portfolio has a beta equal to 1.13 and 

$466.29 million. The beta of the control portfolio is not statistically different firom the 

beta of the portfolio of SEOs. 

Panel B in Table 2.3 describes the long-term performance of the portfolio of firms 

that issued equity in relation to the control portfolios. We calculated cumulative 

abnormal returns using the two mentioned control portfolio as benchmarks. After three 

years, the portfolio of issuing firms shows a negative cumulative return equal to -0.1659 

(t = - 5.72). Furthermore, during the three years after the issue, the performance of the 

portfolio of issuing firms resixlts in positive and significant C ARs only in four months. In 

fact, the performance is negative in 26 out of the 36 months following the offering date. 

Similarly, the three-year CAR is -0.0899 (t = -3.14) when the industry-size matched 

portfolio is used as benchmark. Moreover, the CARs are negative and significant in 22 of 



59 

the 36 months following the issue. To sum up, both control portfolios out-performed the 

SEO portfolio. In fact, the under-performance of the SEO portfolio extends to the five 

years following the issuing date. 

Table 2.4 examines the relationship between the reputation of the lead underwriter 

and the underperformance of the SEOs. The table shows that the SEOs made by high-

quality underwriters underperform the size and industry-size matched portfolios less than 

the SEOs made by low-quality underwriters. Panel B of Table 2.4 documents the risk and 

size of the issiiing and control portfolios. In the case of the high-quality underwriters, the 

beta of the size and industry-size matched portfolio is 0.85 and 1.03 respectively. Both 

numbers are statistically smaller than the beta of 1.21 for the SEOs of high-quality 

underwriters. On the other hand, the beta of the size and industry-size matched portfolios 

for the low-quality SEOs is 0.73 and 0.97. Both numbers also are statistically smaller 

than the beta of 1.09 for the SEOs of low-quality underwriters. 

Table 2.4 Panel B documents the long-term performance of the high- and low-

quality SEOs. After three years, the cumulative abnormal returns of the high-quality 

underwriter portfolio is -0.1142 (t= -2.52) when the size-matched portfolio is used £is 

benchmark. In contrast, the CAR of the low-quality underwriter portfolio is -0.2542 (t = -

5.48). In fact, the difference in CARs is statistically significant and implies that high-

quality SEOs under-perform the benchmark less than low-quality SEOs. However, both 

portfolios exhibit negative performance during 25 of the 36 months. When the industry-

size control is used, the CAR of high-quality SEOs is not statistically different from zero 
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(CAR = 0.0043, t = 0.10). In fact, none of the cars are statistically negative. In contrast, 

the CAR for low-quality SEOs is -0.1675 (t = -3.61). Therefore, we have that the SEOs 

of firms that used high-quality underwriters matched the performance of their industry-

size peers that did not issue equity. 

To further examine the relationship between underwriter reputation we estimated 

the regressions in Table 2,5. These regressions have the three-year holding period return 

as the dependent variable. Model 1 presents a basic model where holding-period return is 

a function of the underwriter's reputation, the beta of the firm, the market's holding period 

return and the size of the firm. In Model 1, as well as in all other models, the White's test 

detects the presence of heteroscedasticity, therefore we report White's asymptotic t-

statistics. We use the underwriter's market share to proxy for underwriter reputation. 

This variable is significant at the p = 0.0722 and has a value equal to 1.11. Therefore, 

consistent with our previous findings, securities issued with the help of high-quality 

underwriters tend to have higher long-term returns. Surprisingly, the beta of the firm is 

negatively related to long-term performance; the coefficient on beta is -0.18 and is 

significant at die p = 0.0000. Furthermore, the coefficient in the size of the firm, as 

measured by the logarithm of market value, is 0.03 and not significant (p = 0.1234). 

Finally, the coefficient on the three-year holding period retum of the market is significant 

(p = 0.0000) and has a value equal to 1.09. 

Model 2 in Table 2.5 adds variables to control for the characteristics of the issue. 

We include controls for the size of the issue, and the issue's expense and spread rates. 
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When we include these controls, the coefficient on the underwriter's reputation increases 

to 1.46 and is significant at the p = 0.0205. The size of the firm is now significant and 

has a coefficient equal to 0.14 which is significant at the p = 0.001. The beta of the issue 

is still negatively related to the holding period return, the value is equal to -0.17 and 

significant at the p = 0.0000. Similarly, the market holding period return remains positive 

and significant (coefficient = 0.95, p = 0.0000). Of the control variables, only the size of 

the issue — as measured by the logarithm of the proceeds ~ is significant. Size of the 

issue is negatively related to long-term performance and has a coefficient equal to -0.23 

and p = 0.0000. 

Model 3 adds variables to control for the characteristics of the firm issuing equity. 

The control variables added are the price earnings ratio, the earnings per share, return on 

equity, total debt to equity ratio, and a dummy variable equal to I if the firm is listed in 

the NYSE. The results in Model 3 confirm our previous findings. The coefficient on the 

underwriter's reputation variable is 1.71 and significant at the p = 0.03. The coefficients 

on size, beta, market holding-period return, and issue size, remain without qualitative 

change and significant. Of the new controls, only the return on equity and the leverage 

are significant. The coefficient on the return on equity is significant at the p = 0.0170 and 

has a value of 0.01. Leverage has a coefficient equal to 0.001 and a p = 0.0246. 

To sum up, this section has shown that issues that are brought to the market with 

the help of high-quality underwriters tend to out-perform similar issues brought with the 

help of low-quality underwriters. In fact, the three-year holding period return is 0.34 for 
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the portfolio of firms that used high-quality underwriters but only 0.20 for the low-quality 

underwriter group of firms. This difference is significant at the p = 0.0000 (Z = 5.09). 

23. SEOs and Private Information. 

In this section we investigate the issue of whether high-reputation underwriters are 

in a better position to identify which SEOs are from the best firms. The results in Section 

2.2 are consistent with the hypothesis that underwriters with high reputation are 

successfixl in selecting better firms. This section shows that portfolios of issuing firms, 

formed on the basis of publicly available information, match the performance of the 

portfolio underwritten by high-quality underwriters. Further, we also present evidence 

that underwriters seem to ignore the information contained in these portfolios when 

selecting which firms to underwrite. 

To form the public information portfolios we proceed as follows. First, we rank 

the issues according to earnings per share. Then we calculate the median earnings per 

share for the issues underwritten by top-five underwriters. An issue is then included in 

the EPS portfolio if and only if it has earnings per share that are higher than the median 

earnings per share for the issues underwritten by top-five underwriters during the 

previous calendar year. We repeat this procedxire to form the earnings-growth and the 

retum-on-equity portfolios. Similarly, we form the price-earnings portfolio only that in 

this case an issue is included if and only if the PE is less than the median PE of the issues 

underwritten by top-five underwriters during the previous calendar year. 
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Table 2.6 examines the performance of the portfolio of securities issued by high-

quality underwriters relative to the performance of the public information portfolios. In 

Table 2.6, Panel A describes characteristics of the portfolios. The EPS portfolio has a 

beta equal to 1.10 and has a market value of $958 million. The portfolio includes 585 

securities; of those securities, 46% (269) are securities underwritten by high-quality 

underwriters. The earnings-growth portfolio has a beta equal to 1.24 and a market value 

equal to $302 million. Of the 455 securities included in the portfolio, 26% (118) are 

securities underwritten by high-quality underwriters. The price-earnings portfolio 

includes 611 firms, has a beta equal to 1.00 and an average market value of $695 million. 

Finally, the ROE portfolio has a beta equal to 1.17 and a market value equal to $429 

million. Forty-two percent of the securities in the ROE portfolio are underwritten by 

high-quality underwriters. The betas of the public-information portfolios are not 

statistically different from the beta of the portfolio of securities underwritten by high-

quality underwriters. 

Panel B of Table 2.6 documents the long-term performance of the portfolio of 

securities underwritten by high-quality SEO's in relation to the public-infomiation 

portfolios. After three years, the cumulative abnormal returns of the high-quality 

underwriter portfolio is -0.0746 (t = -2.16) when the EPS portfolio is used as benchmark. 

In fact, 83% of the CARs are negative and significant at the 10%-level, and none of the 

CARs are positive and significant. When the earnings-growth portfolio is used as 

benchmark, the CAR of high-quality SEO's is not statistically different from zero (CAR 
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= 0.0540, t = 1.56). However, 61% of the CARS are statistically different from zero. 

Using the price-earnings portfolio as a benchmark results in an abnormal return of -

0.0953 (t-stat = -2.76). Thirty-three of the 36 CARs are negative and significant at the 

10% level. Finally, when the ROE portfolio is used as benchmark, the high-quality 

underwriter portfolio has CARs that are not statistically different from zero (CAR = -

0.0335, t = -0.95). Furthermore, none of the CARs are positive and significant and 63.9% 

of the CARs are negative at the 10% level. 

To sum up, the evidence in Table 2.6 suggests that the performance of the high-

quality underwriter portfolio can be matched by forming portfolios of SEO's based on 

publicly available information. In fact, the evidence thereof suggests that die public-

information portfolio outperforms the portfolio of high-quality underwriters. 

Table 2.7 explores the determinants that influence the choice of top-five 

underwriters to underwrite an issue. Table 2.7 presents the results of a probit regression 

where the independent variable is a qualitative variable equal to 1 if the issue was 

underwritten by a top-five underwriter and 0 otherwise. We use as explanatory variables 

some firm characteristics such as price-earnings ratio, earnings per share, return on 

equity, eaming-growth, return on assets, size of the firm, and leverage. We also include 

some issue characteristics such as the size of the issue, the risk of the issue (beta and 

standard deviation of market residuals), the market for the issue (NYSE dunmiy). 

Finally, we control for the type of market in which the issue was made as proxied by the 

aggregate proceeds from all SEO's for the year in which the issue was made. 
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Of all the variables, only the NYSE dummy, the size of the firm, and standard 

deviation of the market model residuals are significant. The coefficient on the NYSE 

dummy is 0.37 and is significant at p = 0.0002. Therefore, NYSE firms are more likely 

to be underwritten by high-quality underwriters. Similarly, the coefficient on the size of 

the firm is 0.32 and significant at p = 0.0251. Therefore, high-quality underwriters prefer 

larger firms. Finally, the coefficient on the standard deviation of the residuals is -31.99 

and significant at p = 0.0004. Thus high-quality underwriters dislike firms with higher 

idiosyncratic risk. Surprisingly, none of the other firm characteristics, besides size, have 

a marginal effect in the choice of top-five underwriters. The coefficients on PE, ROE, 

earnings-growth, ROA, and leverage are all statistically insignificant. 

To sum up the results in this section, portfolios formed on the basis of publicly 

available information match or better the performance of the portfolio of securities 

underwritten by high-quality underwriters. This result questions the role of the 

underwriter in providing certification about the value of a firm in SEO's and adds to the 

puzzle of why firm use underwriters. In other words, our results indicate that investors 

can successfully identify high-quality firms (at least as successfully as high-quality 

underwriters) by examining firm characteristics such as PE, EPS, and eaming-growth, 

leaving no room for underwriter certification. 
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IV. Conclusion 

This paper has examined the role of underwriter's reputation and certification in 

seasoned equity offerings. Our findings indicate that the portfolio of securities 

underwritten by high-quality underwriters outperforms the portfolio of securities 

underwritten by low-quality underwriters. However, we also find that portfolios formed 

solely on the basis of publicly available information match or better the performance of 

the portfolio of securities underwritten by high-quality underwriters. The implication of 

the last result is that investors do not need underwriters to identify high-quality firms 

when buying SEO's. This finding adds to the puzzle of why public firms that issue equity 

use underwriters. 
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Table 2.1 
Issue Characteristics of Finns Making Seasoned Equity Offerings. 

The sample includes firms that made a seasoned equity offering during the period 1980-1993 
as reported in the New Issues Database of the Securities Data Company. 

Panel A; All sample firms 

Obs Mean Median 
Standard 
Deviation Minimum Maximum 

Shares Issued 
(000,000) 

2305 1.793 1.27 2.10 0.068 43.496 

Offer Price($) 2305 21.07 18.13 12.57 5.13 100.75 

Initial Underpricing 1189 -0.023 -0.015 0.036 -0.225 0.107 

Underwriter's 
Spread (%) 

2304 0.055 0.055 0.014 0.007 0.125 

Proceeds 
($000,000) 

2305 38.13 23 59.46 1 1060 

Expenses of the 
Offer ($000) 

2261 289.7 240 198.2 1.9 2850 
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Table 2.1 - Continued 

Panel B: Issues by the five underwriters with the highest market share (e.g., with a ranking 
equal to or less than five in terms of their market share.) A lower rank indicates a higher 
market share, e.g., a ranking of I indicates that the underwriter has the highest market share. 
A different ranking is calculated each year based on that year's issues. 

Standard 
Obs Mean Median Deviation Minimum Ma.\imum 

Shares Issued 
(000,000) 

698 2.478 1.645 3.229 0.069 43.496 

Offer Price ($) 698 26.14 23.06 14.99 5.25 99.25 

Initial Underpricing 361 -0.015 -0.009 0.029 -0.200 0.061 

Underwriter's 
Spread (%) 

698 0.048 0.050 0.012 0.010 0.100 

Proceeds 
($000,000) 

698 62.98 37.00 95.24 1.00 L060.0C 

Expenses of the 683 291.6 246.0 198.2 6.0 1,606.0 
Offer ($000) 

Panel C: Issues by the underwriters with a market share ranking of eleven or more. 

Standard 
Obs Mean Median Deviation Minimum Maximum 

Shares Issued 
(000,000) 

1079 1351 1.000 1.043 0.080 10.000 

Offer Price ($) 1079 16.94 15.00 9.16 5.13 100.75 

Initial Underpricing 579 -0.027 -0.019 0.038 -0.221 0.078 

Underwriter's 
Spread (%) 

1078 0.061 0.060 0.013 0.007 0.125 

Proceeds 
($000,000) 

1079 22.09 16.00 20.63 1.00 174.00 

Expenses of the 1064 281.5 236.6 171J 15.0 1,900.0 
Offer ($000) 
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Table 2.2 
Characteristics of the Finns Making a Seasoned Equity ORering. 

The basic characteristics reported in the table were calculated for each firm using data that was 
available prior to the issue. 

Panel A: Full Sample. The sample includes all issues listed in the New Issues Database of the 
Securities Data Company with an issue price of at least SS. Financial and Utilities companies 
are excluded as well as companies that did not have return data on the CRSP tapes.. 

Variable Obs Mean Median Minimum Maximum 
Standard 

Dev 

Earnings Per Share 2269 0.83 0.77 -13.88 11.84 1.67 

Earning Growth (five-year) 1129 28.36 23.30 -62.90 266.80 36.22 

Price Earnings Ratio 1954 39.33 20.62 2.23 4325.00 137.07 

Return on Equity 1941 12.24 10.97 0.01 189.37 8.89 

Return on Assets 1093 13.47 6.87 0.06 5800.00 175.21 

Total Debt to Equity Ratio 2016 61.81 29.80 0.02 3511.49 165.38 

One-year Cumulative 
Abnormal Returns 

1667 0.57 0.63 -65.42 3.42 2.81 

Scholes-Williams Beta 1675 1.17 1.15 -0.96 3.77 0.65 

Dummy equal to one if firm 
listed in NYSE 

2305 0.32 0 0 1 0.47 

Revenue ($000,000) 2283 568.51 90.00 0.10 83900.00 3110.84 

Market Value ($000,000) 2292 399.87 128.60 1 59385.20 2026.60 
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Table 2^ - Continued 

Panel B: Firm characteristics of issues made by high-quality underwriters. High quality 
underwriters are the five underwriters with the highest market share. The market share is 
calculated each year using the proceeds from the issues made that year. 

Variable Obs Mean Median Minimum Maximum 
Standard 

Dev 

Earnings Per Share 685 1.15 0.98 -12.17 11.84 2.04 

Earnings Growth (five-year) 337 24.60 19.50 -56.70 211.40 33.52 

Price Earnings Ratio 596 34.07 20.02 3.96 850.00 66.23 

Return on Equity 588 12.37 11.24 0.01 113.15 9.03 

Return on Assets 345 7.44 5.95 0.11 39.95 5.61 

Total Debt to Equity Ratio 630 69.75 38.58 0.02 3323.53 167.40 

One-year Cumulative 
Abnormal Returns 

528 0.60 0.56 -0.42 2.43 0.42 

Scholes-Williams Beta 529 1.21 1.17 -0.96 3.13 0.62 

Dummy equal to one if firm 
listed in NYSE 

698 0.50 1.00 0.00 1.00 0.50 

Revenue ($000,000) 692 1272.09 194.10 0.60 83900.00 5449.24 

Market Value ($000,000) 694 800.01 242.80 3.80 59385.20 3523.51 
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Table 2J. - Continued 

Panel C: Firm characteristics of Issues made by low-quality underwriters. Low quality 
underwriters are defined as those underwriters with a ranking equal to or higher than eleven. 

Variable Obs Mean Median Minimum Maximum 
Standard 

Dev 

Earnings Per Shzu-e 1063 0.64 0.67 -12.56 7.64 1.22 

Earnings Growth (five-year) 534 30.72 25.20 -62.90 266.80 36.94 

Price Earnings Ratio 916 38.77 20.60 2.23 1750.00 109.01 

Return on Equity 913 12.04 10.75 0.27 189.37 9.35 

Return on Assets 533 19.38 7.50 0.07 5800.00 250.69 

Total Debt to Equity Ratio 916 58.23 25.47 0.15 3511.49 165.64 

One-year Prior Cumulative 
Abnormal Return 

749 0.66 0.67 -63.38 3.42 2.40 

Scholes-Williams Beta 755 1.09 1.09 -0.61 3.77 0.65 

Dummy equal to one if firm 
listed in NYSE 

1079 0.19 0.00 1.00 1.00 0.39 

Revenue ($000,000) 1067 179.86 51.30 0.10 9502.30 528.24 

Market Value ($000,000) 1072 158.67 76.30 1.00 7318.90 370.47 
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Table 2 J 
Long-term Performance of Seasoned Equity Offerings: Full Sample 

Only those firms with non-missing returns for the entire 60 months are included in the sample. 
The size matched control firms are selected based on their year-end market value for the year 
prior to the issue. For each firm that issued equity, a firm that did not issue equity and that has 
the closest market value to the issuing firm is selected as control firms. The industry-size 
matched control firms are selected based on sorts by industry and size. For each firm that 
issued equity, a firm in the same industry, that did not issue equity during the period, and with 
the closest market value to the issuing firm is selected as control. 

Panel A: Portfolio Characteristics 

Portfolio 
Number of 
Securities Beta 

Market Value 
($000,000) 

Portfolio of firms with seasoned 
equity offerings 

1675 1.17 399.87 

Size-matched control portfolio of 
firms without seasoned equity 
offerings 

1370 0.81 390.82 

Industry-size-matched control 
portfolio of firms without seasoned 
equity offerings 

1270 1.13 466.29 

Panel B: Long-Term Performance of Portfolio of Seasoned Equity Offerings 

Variable 

Value after 
three years (t-
stat) 

Number 
(Percent) that are 
Positive and 
Significant at 
10%-leveI for 
Three-Year 
Period 

Number 
(Percent) that are 
Negative and 
Significant at 
10%-level for 
Three-Year 
Period 

Cumulative abnormal returns using 
the size-matched portfolio as 
benchmark 

-0.1659 
(-5.72) 

4 
(10%) 

26 
(72%) 

Cumulative abnormal returns using 
the industry-size-matched portfolio 
as benchmark 

-0.0899 
(-3.14) 

3 
(83%) 

22 
(61%) 
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Table 2.4 
Long-term Perfonnance of Seasoned Equity Offerings: 
Issues by High-quality and Low-quality Underwriters. 

Only those firms with non-missing returns for the entire 60 months are included in the sample. 
The size matched control firms are selected based on their year-end market value for the year 
prior to the issue. For each firm that issued equity, a firm that did not issue equity and that has 
the closest market value to the issuing fimi is selected as control firms. The industry-size 
matched control firms are selected based on sorts by industry and size. For each firm that 
issued equity, a firm in the same industry, that did not issue equity during the period, and with 
the closest market value to the issuing firm is selected as control. 

Panel A: Portfolio Characteristics 

Portfolio 
Number of 
Securities Beta 

Market Value 
($000,000) 

Portfolio of firms with seasoned equity 
offerings that used high-quality 
underwriters 

529 1.21 800.01 

Size-matched control portfolio of firms 
without seasoned equity offerings for the 
high-quality-underwriter group. 

437 0.85 829.69 

Industry-size-matched control portfolio 
of firms without seasoned equity 
offerings for the high-quality-
underwriter group 

413 1.03 887.74 

Portfolio of firms with seasoned equity 
offerings that used low-quality 

755 1.09 158.67 

underwriters 

Size-matched control portfolio of firms 615 0.73 122.46 
without seasoned equity offerings for the 
low-quality-underwriter group. 

Industry-size-matched control portfolio 564 0.97 178.99 
of firms without seasoned equity 
offerings for the low-quality-underwriter 
group 
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Table 2.4 - Continued 

Panel B; Long-Term Performance of Portfolio of Seasoned Equity Offerings 

Variable 

Value after 
three years 
(t-stat) 

Number 
(Percent) that 
are Positive and 
Significant at 
10%-level for 
Three-Year 
Period 

Number 
(Percent) that 
are Negative 
and Significant 
at 10%-level for 
Three-Year 
Period 

Cumulative abnonn.ri| returns for the 
high-quality-underwriter portfolio using 
the size-matched portfolio as benchmark 

-0.1142 
(-2.52) 

1 
(2.8%) 

25 
(69.4%) 

Cumulative abnormal returns for the 
high-quality-underwriter portfolio using 
the industry-size-matched portfolio as 
benchmark 

0.0043 
(0.10) 

3 
(8.3%) 

0 
(0.0%) 

Cumulative abnormal returns for the 
low-quality-underwriter portfolio using 
the size-matched portfolio as benchmark 

-0.2541 
(-5.48) 

1 
(2.8%) 

25 
(69.4%) 

Cumulative abnormal returns for the 
low-quality-underwriter portfolio using 
the industry-size-matched portfolio as 
benchmark 

-0.1675 
(-3.61) 

0 
(0.0%) 

22 
(61.1%) 
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Table 2.5 
Relationship Between Long-Term Performance and 

Firm and Issue Characteristics 

Ordinary least squares regression. The dependent variable is the three year holding period 
return for seasoned equity offerings as reported by Securities Data Company's New Issues 
Database from 1980-1993. White t-statistics are shown in parentheses. 

Model 1 Model 2 Model 3 

Intercept -0.2564 0.2015 -0.4361 
(-2.08) (0.59) (-1.01) 

Underwriter Market 1.1083 1.4635 1.7161 
Share by Year (1.80) (2.32) (2.17) 

Size of the Firm: Log of 0.0311 0.1425 0.1173 
Market Value (1.54) (3.26) (2.06) 

Beta -0.1781 -0.1726 -0.10 
(-4.38) (-4.21) (-1.87) 

Three-year Holding 1.0904 0.9572 0.8891 
Period Market Return (7.50) (6.51) (5.38) 

Size of Issue: Log of -0.2338 -0.1983 
Proceeds (-4.22) (-2.94) 

E.xpense Rate: Expenses 2.5691 -2.1022 
Divided by Proceeds (0.52) (-0.42) 

Spread Rate: Underwriter -4.9987 3.8281 
Spread Divided by (-1-23) (0.79) 
Proceeds 

Nyse Dummy 0.0356 
(0.50) 

Price Earnings Ratio 0.0001 
(0.40) 

Earnings Per Share 0.0267 
(1.07) 

Return on Equity 0.0100 
(2J9) 

Leverage: Total Debt to 0.0010 
Equity Ratio (2.25) 

Adjusted R^ 0.0383 0.0496 0.0454 

F-Test 17.59 13.17 5.89 

N 1667 1632 1235 
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Table 2.6 
Loog-term Performance of Seasoned Equity Offerings by High-Quality Underwriters: 

Relative Performance Using Public-Information Portfolios 

Only those firms with non-missing returns for the entire 60 months are included in the sample. 
Each control portfolio is constructed by sorting the full sample of issuing firms in descending 
order and then selecting from the top a number of firms equal to the number of firms in the 
portfolio of the top-five underwriters. For example, the 529 firms with highest eamings-per-
share are included in the EPS portfolio. 

Panel A: Portfolio Characteristics 

Percent of 
Three- Securities in 
year the portfolio 

Number holding of high- Market 
of period quality Value 

Portfolio Securities return Beta underwriters ($000,000) 

Portfolio of firms with seasoned 611 0.31 1.18 100 942.5 
equity offerings that used high-
quality underwriters 

Portfolio of firms that issued 585 0.46 1.1 42.6 958 
equity and had the highest EPS. 

Portfolio of firms that issued 455 0.26 1.24 25.9 301.7 
equity and had the highest five-
year pre-issue rate of growth in 
earnings. 

Portfolio of firms that issued 611 0.48 I 33.6 694.5 
equity and had the lowest price 
earnings ratio. 

Portfolio of firms that issued 663 0.42 1.17 31.5 428.7 
equity and had the highest return 
on equity. 
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Table 2.6 - Continued 

Panel B; Long-Term Performance of Portfolio of Seasoned Equity Offerings 

Number (Percent) Number (Percent) 
that are Positive that are Negative 
and Significant at and Significant at 
10%-level for 10%-level for 

Value after three Three-Year Three-Year 
Variable years (t-stat) Period Period 

Cumulative abnormal returns for -0.0746 0 30 
the high-quality-underwriter (-2.16) (0.0%) (83.3%) 
portfolio using EPS portfolio as 
benchmark 

Cumulative abnormal returns for 0.0540 22 0 
the high-quality-underwriter (1.56) (61.1%) (0.0%) 
portfolio using the portfolio 
with highest earnings growth as 
benchmark. 

Cumulative abnormal returns for -0.0953 0 33 
the high quality-underwriter (-2.76) (0.0%) (91.7%) 
portfolio using the PE portfolio 
as benchmark 

Cumulative abnormal returns for -0.0330 0 23 
the high-quality-underwriter (-0.95) (0.0%) (63.9%) 
portfolio using the ROE 
portfolio as benchmark 

Panel C: Long-Term Performance of Portfolio of Seasoned Equity Offerings (Holding Period 
Returns) 

Variable Wealth Relative Percent of firms in portfolio 
with a wealth relative less 
than one 

EPS benchm£irk portfolio 0.92 64.5% 

Earnings growth benchmark 
portfolio 

1.04 58.1% 

PE benchmark portfolio 0.92 63.9% 

ROE benchmark portfolio 0.89 65.6% 
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Table 2.7 
Characteristics of the Issues Uaderwritten by High-Kiuality Underwriters. 

Probit regressions: Dependent variable is equal to 1 if the issue was brought to the market by a 
top-five underwriter and 0 otherwise. 

Variable Name Model 

Intercept -1.38 
(4.14) 

Earnings Per Share -0.0957 
(0.54) 

Price Earnings Ratio -0.0017 
(1.33) 

Return on Equity -0.0064 
(0.10) 

Earnings Growth 0.0032 
(1.94) 

Return on Assets -0.0232 
(0.63) 

Size of Firm: Log of Market Value 0.3167 
(5.02) 

Leverage: Total Debt to Equity Ratio -0.0005 
(0.26) 

S ize of Proceeds: Log of Proceeds 0.1712 
(0.90) 

Nyse Dummy 037 
(3.72) 

Three-year Holding Period for Market -0.7229 
(0.95) 

Beta 0.1718 
(1.38) 

Standard Deviation of Market Model -31.9933 
Residuals (3.56) 

Aggregate Proceeds for the Year O.OOOO 
(O.IO) 

Log of Likelihood -176.88 
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