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ABSTRACT

An International Look at the Lawsuit Avoidance Hypothesis of
IPO Underpricing

Hui Ling Ellen Lin

One potential explanation for the underpricing of initial public offerings is the
lawsuit avoidance hypothesis of Tini¢ (1998). In this study, we empirically test the
insurance effect of the lawsuit avoidance hypothesis which states that firms that are
subject to higher litigation risk underprice their issues more to reduce the likelihood of
being sued in connection with their IPO. In addition, by underpricing their issues, firms
can limit the amount of damages plaintiffs can claim in a lawsuit.

We examine the relationship between IPO underpricing and litigation risk in an
international setting using a sample of 6,326 firms that went public across 34 countries
between January 1995 and December 2002. We control for known determinants of [PO
underpricing and test whether IPOs in countries with higher levels of litigation risk are
more underpriced.

While the majority of single-country studies do not find support for the lawsuit
avoidance hypothesis, we find a significant positive relationship between litigation risk
and underpricing in a cross-country framework. Contrary to all single-country legal
liability studies outside the US and consistent with the US studies of Tini¢ (1988) and
Lowry and Shu (2002), our empirical results support the insurance effect of the lawsuit
avoidance hypothesis in an international context. Our findings imply that the degree of
litigation risk in a given country affects the level of underpricing for firms that go public
in that country. We conclude that differences in legal risk factors can partially explain

differences in underpricing across countries.
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An International Look at the Lawsuit Avoidance Hypothesis of

IPO Underpricing

1. Introduction

The underpricing of initial public offerings is an international phenomenon.
Investors around the world typically earn considerable initial returns although the level of
underpicing varies across countries and over time. The extant literature provides a variety
of explanations for IPO underpricing. One potential theory of underpricing is the lawsuit
avoidance hypothesis. Tini¢ (1988) and Hughes and Thakor (1992) argue that issuers and
underwriters underprice IPOs as a form of insurance to reduce the likelihood and
magnitude of future legal liability claims against them.

The objective of this paper is to empirically test the link between IPO underpricing
and litigation risk in an international framework. We test the lawsuit avoidance
hypothesis using a sample of 6,326 firms that went public across 34 countries between
January 1995 and December 2002. The research question we address is whether the level
of litigation risk in a country affects the degree of IPO underpricing for firms that go
public in that country. We control for known determinants of IPO underpricing and
various macroeconomic factors.

A major part of the extant literature on the litigation risk hypothesis focuses on the
US stock market. A few studies also test the hypothesis of underpricing in other
countries, including Australia (Lee et al., 1996), Finland (Keloharju, 1993), Germany
(Ljungqvist, 1995), Japan (Beller et al., 1992), New Zealand (Vos and Cheung, 1992),

1



Sweden (Rydqvist, 1994), Switzerland (Kunz and Aggarwal, 1994), and the United
Kingdom (Jenkinson, 1990). All of these studies focus on one country at a time, however.
We extend the existing literature by being the first to examine the lawsuit avoidance
hypothesis in a cross-country setting. Furthermore, the paper contributes to the
underpricing literature by providing a more comprehensive and controlled firm-specific
study related to international IPO underpricing.

Empirical studies using US data exhibit mixed results for the lawsuit avoidance
hypothesis. Tini¢ (1988) and Lowry and Shu (2002) find support for the hypothesis while
Drake and Vetsuypens (1993), Prabhala and Puri (1999), and Turtle and Walker (2004)
find no support. International studies find no support for the hypothesis in Australia,
Finland, Germany, Japan, New Zealand, Sweden, Switzerland, and the UK. We attempt
to answer the question whether cross-country differences in IPO underpricing levels can
in part be attributed to differences in legal risk factors between countries.

Our empirical results suggest that litigation risk in a given country is significantly
positively related to average underpricing returns, suggesting that legal liability can
partially explain differences in underpricing between countries. Contrary to all single-
country legal liability studies with the exception of some US studies (cf., Tini¢ (1988)
and Lowry and Shu (2002)), our results support the lawsuit avoidance hypothesis in an
international context.

The remainder of this thesis is organized as follows. In the next section, we discuss
the related literature. In Section 3, we describe the data collection process, discuss our

variable selection, and provide descriptive statistics. In Section 4, we conduct univariate



tests. In Section 5, we present our empirical results and provide results for a series of
robustness checks using firm level data. In Section 6, we perform a country level

analysis. In the last section, we provide conclusions.

2. Literature review

In this section, we briefly review the main theories and the related empirical
evidence for IPO underpricing. We then focus on the lawsuit avoidance hypothesis and
the related empirical studies. Lastly, we discuss the findings of other international IPO

studies as they relate to this thesis.

2.1. Underpricing literature

The academic literature has provided a plethora of explanations for IPO
underpricing. Most explanations fall under one of three main theories of IPO
underpricing: the signaling theory, the asymmetric-information theory, and the lawsuit
avoidance theory (Ibbotson et al., 1994). Numerous papers have empirically examined
the first two hypotheses. In comparison, relatively few studies empirically test the lawsuit
avoidance hypothesis.

Allen and Faulhaber (1989), Grinblatt and Hwang (1989), Welch (1989), and
Chemmanur (1993) argue that in order to signal their quality to the market, higher quality
issuers sell their IPOs at a lower price. These high-quality issuers can recover their

money in future seasoned equity offerings at a more favorable price. Empirical evidence



on the signaling theory is mixed. Ghosh et al. (2000) find support for the signaling
hypothesis while Jegadeesh et al. (1993), Garfinkel (1993), Michaely and Shaw (1994),
and Spiess and Petway (1997) find no support for the theory.

Baron (1982), Beatty and Ritter (1986), Rock (1986), and Benveniste and Spindt
(1989) posit that IPO underpricing is determined by the degree of asymmetric
information between participants in the IPO market, i.e. investors and investment
bankers, or informed investors and uninformed investors. Evidence in favor of the
asymmetric-information theory has been widely documented (cf., Beatty and Ritter,
1986; Koh and Walter, 1989; Megginson and Weiss, 1991; Hanley, 1993; and Michaely
and Shaw, 1994). However, Muscarella and Vetsuypens (1989) find no support for
Baron’s model.

The third potential explanation for underpricing, the lawsuit avoidance theory, states
that issuers and investment bankers underprice their IPOs in an attempt to avoid being

sued in the future. In this paper, we focus on the lawsuit avoidance hypothesis.

2.2. Theoretical studies related to litigation risk

Under the securities laws in countries like the US, issuers, underwriters, and
accountants face litigation risk in case investors sue them for misleading statements or
omissions in the IPO prospectus. The Securities Act of 1933 confers investors the right to
bring an IPO-related lawsuit against any participants involved in the marketing and sale

of a new equity issue. The potential settlement payments and legal fees associated with



lawsuits are notably costly. In addition, the loss of management time, and potential
damages to the reputations of underwriters and issuers are also considerable.

A potential link between IPO underpricing and litigation risk was first proposed by
Logue (1973) and Ibbotson (1975). The basic notion of the lawsuit avoidance hypothesis
is that issuers deliberately sell their IPOs at a discount to reduce the possibility of future
legal liability claims from investors. Tini¢ (1988) extends and develops the theoretical
framework. In Tini¢’s model, the expected legal liabilities are measured by the
probability of the issuer or the underwriter being sued and the amount of damages
suffered by these parties. The former is a decreasing function of the post-offer price over
the offer price and the latter is an increasing function of the difference between the offer
price and the post-offer price.1 Other formal models of the lawsuit avoidance hypothesis
embrace the theoretical works by Hughes and Thakor (1992) and Hensler (1995). Hughes
and Thakor (1992) expand Tini¢’s model by specifying sufficient conditions for
equilibrium underpricing in a game theory setting. Hensler (1995) extends Tini¢’s

conjecture by developing a maximized utility model which is set in a single period.

2.3. US empirical studies related to litigation risk

Empirical evidence on the lawsuit avoidance hypothesis is, at best, mixed. Tini¢
(1988) provides the first empirical test of the lawsuit avoidance hypothesis. He compares

the underpricing of 70 IPOs filed between 1923 and 1930 (prior to the Securities Act of

! Tinig (1988) expresses expected legal liabilities as E[L,] = f[P,/ Po] * g[Po — P{], where P, is the offer price
and P, is the post-offer price.



1933) to the underpricing of 134 IPOs filed between 1966 and 1971 (after the Securities
Act of 1933). He finds that the post-1933 IPOs provide significantly higher initial returns
than the pre-1933 IPOs. He argues that the increased litigation risk for issuers and
underwriters after the 1933 Securities Act motivated them to use higher underpricing acts
as a form of insurance against potential lawsuits. By selling an IPO share below its
expected value, both the issuer and the underwriter are less likely to be sued and this
reduces the amount of damages plaintiffs can claim.

Drake and Vetsuypens (1993) question Tini¢’s model. They argue that Tinig’s
results are difficult to interpret because he does not consider the variability of initial
returns over time. They compare the underpricing of sued firms to that of matched non-
sued firms. Their empirical results suggest that the underpricing of sued firms is higher
than that of comparable non-sued firms. They further argue that underpricing does not
shield issuers and underwriters from lawsuits and that underpricing is an ineffective form
of avoiding future legal liability. Lowry and Shu (2002) point out that Drake and
Vetsuypens” model is subject to an endogeneity bias as it ignores the endogenous
relationship between underpricing and litigation risk.

Prabhala and Puri (1999) provide evidence against Tini¢’s conjecture. They compare
Tini¢’s pre-1933 IPO sample to a sample of IPOs filed between 1985 and 1994. They
predict that pre-1933 IPOs should be riskier than IPOs in the 1985-1994 sample since

issuers and underwriters faced little legal liability prior to 1933.> They consider offer

2 Prabhala and Puri (1999) argue that pre-1933 IPOs were largely unregulated. The lack of regulation prior
to 1933 increased the possibility that IPO investors were misled by the issuer and were unable to recover
their losses.



price, offer size and the standard deviation of initial returns as proxies for IPO risk and
find that 1985-1994 IPOs were riskier than 1923-1930 IPOs. They conclude that the
difference in underpricing between Tini¢’s pre-1933 and post-1933 IPO sample is likely
caused by differences in risk without recourse to potential differences in legal risk
enforced by the Securities Act of 1933.

Lowry and Shu (2002) examine the link between litigation risk and IPO underpricing
by postulating two implications of the lawsuit avoidance hypothesis: the insurance effect
and the deterrence effect of IPO underpricing. Under the insurance effect, [PO firms
associated with higher litigation risk should underprice their shares more to avoid being
used. Under the deterrence effect, higher levels of underpricing reduce the possibility of
being sued and the expected legal liability costs. In order to resolve the methodological
problems of previous studies, Lowry and Shu adopt a simultaneous equations system in a
cross-sectional framework using a sample of 1,841 IPOs between 1988 and 1995. Their
empirical results provide support for both the insurance effect and the deterrence effect of
IPO underpricing.

Turtle and Walker (2004) use a sample of 1,669 IPOs filed in the US between 1996
and 2000, and find no support for the lawsuit avoidance hypothesis in a simultaneous
equations framework similar to Lowry and Shu (2002). They do not reject the lawsuit
avoidance hypothesis as a potential explanation for IPO underpricing but point out that it
has become less important in the US in recent years. They argue that two recent security
law reforms, the 1995 Private Securities Litigation Reform Act and the 1998 Securities

Litigation Uniform Standards Act, have significant reduced the litigation risk borne by



US issuers and their underwriters and have reduced the need to buy litigation insurance
through underpricing. In addition, they observe that IPO characteristics, including
underpricing, have little influence on plaintiffs’ decision to file a lawsuit and that a firm’s
litigation risk is largely determined by events in the IPO aftermarket including unrelated
industry downturns.

In our study, we examine the insurance effect of the lawsuit avoidance hypothesis in
an international context. We cannot test the deterrence effect because securities lawsuit
data are unobtainable for most countries. Thus a simultaneous equations model cannot be

applied in a cross-country framework.

2.4. International empirical studies related to litigation risk

Although Tinig (1988) and Lowry and Shu (2000) find support for the lawsuit
avoidance hypothesis in the US, studies in other countries find no support for the
hypothesis.

Lee et al. (1996) examine Australian IPOs from 1976 to 1989 using cross-sectional
data. They find support for the asymmetric information models of Rock (1986) and
Beatty and Ritter (1986). On the other hand, they argue that institutional characteristics
cannot explain the underpricing of Australian IPOs and that underpricing in Australia is
unrelated to litigation risk.

Keloharju (1993) studies the underpricing of IPO in the Finnish market using a
sample of 80 IPOs between January 1984 and July 1989. Although litigation risk is very

low in Finland, he finds an average initial return of 8.7%. Because the legal environment



in Finland differs from the US and IPO firms are rarely sued, he argues that legal liability
cannot be an important determinant of underpricing of Finnish IPOs. However, the
underpricing of US IPOs is significantly higher than that of Finish IPOs, which suggests
that the difference in underpricing may be attributed to differences in legal liability.

Vos and Cheung (1992) examine IPO underpricing in New Zealand prior to and
subsequent to the 1983 Securities Regulations Act, a law that is comparable to the 1933
Securities Act in the US. They find no change in IPO underpricing after the 1983
Securities Regulations Act and argue that their results contradict the lawsuit avoidance
hypothesis.

Kunz and Aggarwal (1994) investigate underpricing of IPOs in Switzerland using a
sample of 42 IPOs issued between 1983 and 1989. They find mean underpricing of
35.8% in the Swiss IPO market. The legal environment in Switzerland is like that in
Finland where litigation risk is almost negligible. They claim that the lawsuit avoidance
hypothesis cannot explain the high underpricing levels in Switzerland.

Other studies test the insurance effect of IPO underpricing in Germany (Ljungqvist,
1995), Japan (Macey and Kanda, 1990 and Beller et al., 1992), Sweden (Rydqvist, 1994),
and the United Kingdom (Jenkinson, 1990), but none of them find support for the lawsuit
avoidance hypothesis even though underpricing is significant in these countries.

Ritter (2003) points out that while class action lawsuits are frequent in the US, they
are exceptional in Europe. The different legal environment makes it more difficult to
directly test the lawsuit avoidance hypothesis in most European countries since legal

liability claims against issuers and underwriters are rare. Even though most international



studies do not support the litigation risk explanation of IPO underpricing, Van der Goot
(2003) claims that litigation risk is one of the factors why prestigious investment bankers
are less likely to underwrite riskier [POs in the Netherlands where class action lawsuits
are available.

Although empirical results for the lawsuit avoidance hypothesis are mixed and there
is little empirical support outside the US, the hypothesis has not been fully rejected.
There are many factors that affect IPO underpricing and no single factor fully explains
the underpricing puzzle. The existing literature examines the connection between
litigation risk and underpricing in a single country at a time. Our paper is the first to
examine the link between litigation risk and underpricing in a cross-country context.
Specifically, we test whether differences in cross-country litigation risk can explain the

variability of underpricing returns across countries.

2.5. Other international IPO studies

The existing underpricing literature has rarely employed a comprehensive cross-
country firm-specific analysis to study the performance of IPOs. A number of papers
have focused on comparing pairs of countries or countries in a group or region.

Ritter (2003) conducts a survey to compare European and American IPO markets.
Loughran et al. (1994) analyze international differences in IPO markets by consolidating

the empirical results from a number of country-specific studies.” Even though they

3 Note that the authors provide an updated version of this article on Jay Ritter’s website. The current
version provides information on cross-country underpricing until 2002.
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demonstrate that differences in underpricing in 38 countries are related to the
characteristics of IPO firms, they do not take the time-variation of returns, or other firm-
specific and industry-specific factors into account.

Ljungquvist, et al. (2003) are the first to conduct a comprehensive empirical study to
analyze international differences in IPO markets in a cross-country context. Their non-US
sample contains 2,143 IPOs issued in 65 countries between January 1992 and July 1999.
However, their dataset is subject to some limitations. Their sample is collected from
Equityware which initially serves as a database of cross-border IPOs. During 1992 and
1993, the sample does not contain any domestic listings. Furthermore, their sample does
not representatively cover the Asian-Pacific market. For instance, domestic Japanese
issues are only comprehensively incorporated in their sample starting from 1998. These
exceptions make their sample somewhat unrepresentative.

We are adding to the IPO literature by providing a more comprehensive analysis of
international differences of IPO underpricing in a cross-country setting and by being the
first study to test the lawsuit avoidance hypothesis using a broad sample of international
IPOs. Our original sample is derived from the Securities Data Company (SDC) New
Issues database that allows for a full coverage of IPOs across countries. To ensure the
accuracy of our data and to correct for known problems in the SDC database, we cross-
reference our data set with the Record of New Issues by the Financial Post and with
Bloomberg. We correct a number of errors inherent in SDC data.* Our data collection

process makes our sample more comprehensive and reliable than most datasets that are

* For a complete list of errors please refer to Appendix 2.
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derived from a single source and allows us to control for firm size, hot IPO markets,
underwriter ranking, industry, and macroeconomic factors. We will provide a more

detailed description of our data set in the next section.

3. Data

3.1. Sample selection

We derive our sample of IPOs between January 1995 and December 2002 from the
SDC New Issues database. We require issues to be listed in one of the 49 countries
covered by La Porta et al. (1998) because we adopt their country classifications by legal
origin to investigate litigation risk in our study.” We then exclude financial firms,
spinoffs, private placements, and non-domestic [POs. Furthermore, we only include firms
with SDC share types equivalent to Class A Shares, Common Shares, Ordinary shares,
Ordinary/Common Shares, Par Value Common Stock, Non Value Common Stock,
Registered Par Value Common Stock, Registered Non Value Common Stock or Equity
Shares.® In addition, firms must have closing prices available on Datastream either on the

fifteenth calendar day or the thirtieth calendar day after the IPO.”

5 La Porta et al. (1998) examine shareholder protections and the quality of law enforcement by legal origins
in 49 countries.

® Par Value Common Stock, Non Value Common Stock, Registered Par Value Common Stock, and
Registered Non Value Common Stock are the share types used in the Japanese stock market. Equity
Share is the share type used in the Indian stock market. Due to data availability problems in the Indian
stock market in SDC, we exclude all Indian IPOs (see Appendix 2).

If the fifteenth or thirtieth calendar day falls on a non-trading day we use data for the previous trading
day instead.

12



Although SDC provides a relatively comprehensive coverage of worldwide new
equity issues, its data quality is one of our main concerns. For example, SDC lists
announcement dates or subscription dates as issue dates for IPOs in a number of
countries. More than 50% of IPOs in Canada, Hong Kong, Italy, Japan, Malaysia,
Singapore, South Korea, Taiwan, and the UK are affected by this type of error. We
therefore cross-reference our data set with Bloomberg and the Record of New Issues by
the Financial Post. In case of missing or erroneous SDC data, we use data from
Bloomberg and the Financial Post. Our final sample consists of 6,326 firms from 34

countries that went public between January 1995 and December 2002.8

3.2. Variable description

We provide a comprehensive overview of the variables used in this study together

with data sources in Appendix 1. Our key variables are discussed below.

3.2.1. Underpricing

For each IPO, we calculate 15-day and 30-day underpricing, which are defined as
the percentage return from the offer price to the closing price on the fifteenth calendar
day and the thirtieth calendar day, respectively. We obtain offer price data from the SDC
database. US IPO return data are also from SDC while returns for non-US IPOs are

calculated using closing price data from Datastream.’ Similar to Ljungqvist et al. (2003),

¥ Note that in addition to India, 14 of the 49 countries covered by La Porta et al. (1998) are excluded
because they either had no IPOs during our sample period or they are not covered by Datastream.

® For US IPOs, we derive 2-week and 4-week return from SDC.
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we measure underpricing as the 15-day or 30-day return rather than the first-day return
not only because Datastream provides more comprehensive 15-day or 30-day closing
price data, but most importantly because some governments make regulations governing
price fluctuations per day in their stock markets. This approach allows prices to reach an

equilibrium point.

*** Insert Table 1 about here ***

In Panel A of Table 1, we list the number of IPOs and calculate the equally-weighted
mean, the value-weighted mean, and median underpricing by year. IPO volume and
underpricing fluctuate over time around the world. The number of IPOs with 15-day
returns ranges from a low of 496 in 2002 to a high of 1,157 in 2000. The arithmetic mean
of 15-day underpricing reaches 72.22% in 1999 compared to a full sample average of
38.60%. Although the equally-weighted mean, the value-weighted mean, and median
underpricing all show the highest underpricing returns in 1999, their relative magnitude is
not consistent in all years. For most years we observe that the equally-weighted mean
exceeds the value-weighted mean which in turn exceeds median underpricing, suggesting
that initial returns lead to be right skewed and that smaller issues tend to be more
underpriced than larger issues.

In Panel B, we provide the number of IPOs and calculate the equally-weighted
mean, value-weighted mean, and median underpricing by country. The number of IPOs

and the level of underpricing varies substantially from country to country. The US
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dominates in terms of IPO volume, followed by Japan, the UK, France, Canada,
Australia, Germany, and Hong Kong. On average, South Korean investors reap the
highest 15-day return, followed by investors from Greece, Canada, Malaysia, Indonesia,
Pakistan, Germany, the UK, and the Us.!?

Panel C of Table 1 provides a breakdown by industry following the classification by
Lowry and Shu (2002). Our data show that the communications, computers, and
electronics industry has the highest number of IPOs, accounting for more than one-third
of the new equity issues in our sample. IPOs in this industry also have the highest 15-day

and 30-day returns during our sample period.

3.2.2. Litigation risk variables

Our goal is to test whether cross-country differences in litigation risk can explain the
differences in underpricing across countries. Specifically, we hypothesize that firms in
countries with higher litigation risk underprice their IPOs more to avoid being sued.
Although detailed data for IPO-related lawsuits is available in the US, it is impossible to
collect detailed securities litigation information for the remaining 33 countries in our
sample. Thus, we cannot examine both the insurance effect and the deterrence effect of
IPO underpricing in a simultaneous equation model as in Lowry and Shu (2002). We
therefore focus on testing the insurance effect of the lawsuit avoidance hypothesis in an

international framework.

1 The equally-weighted mean of Canadian IPO returns is largely driven by small issues because over 70%
of Canadian IPOs in our sample are penny stocks. We define a penny stock as an issue with a converted
price below US$1.00.
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To measure litigation risk in different countries, we select five country-level
variables, which include the legal origin, the burden of proof, a class action lawsuit
dummy, the number of law providers, and the rule of law.

Our first proxy estimates litigation risk by legal origin for each country. We adopt
the legal regime classification by La Porta et al. (1998). La Porta et al. group countries
into four legal origins, i.e., English common law, French commercial code, German
commercial code, and Scandinavian civil law. They also identify two legal systems for
each country, i.e., common law and civil law.!' We use these variables to examine the
relationship between underpricing and litigation risk by legal origin or legal system. La
Porta et al. argue that investors are better protected in common law countries than in
countries that fall within the civil law family. Countries that follow the English common
law system generally have the strongest, while French civil law countries provide the
weakest investor protection. German and Scandinavian civil law countries tend to be
located in the middle. We argue that better investor protection in common law countries
results in higher litigation risk against issuers. Thus, we expect to observe higher
underpricing in English common law countries and lower underpricing in French,
German and Scandinavian civil law countries.

La Porta et al. (2003) calculate a burden of proof proxy as the arithmetic mean of the
burden director index, the burden distributor index, and the burden accountant index,

with higher ratings for less procedural difficulty in recovering losses. Specifically, the

1 NJote that countries with French commercial code, German commercial code, and Scandinavian civil law
are subcategories of the civil law system, while the common law system includes only English common
law countries.
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burden director/distributor index assesses “the procedural difficulty in recovering losses
from the issuer's directors/distributor in a civil liability case for losses due to misleading
statements in the prospectus”; and the burden accountant index assesses “the procedural
difficulty in recovering losses from the accountant in a civil liability case for losses due
to misleading statements in the audited financial information accompanying the
prospectus”. As a securities law variable, the burden of proof proxy provides a
meaningful measurement of legal liability across countries. We expect to find a positive
relationship between underpricing and the burden of proof.

We also use La Porta et al.’s (2003) class action dummy variable in our study. The
variable identifies the availability of class action lawsuits in a prospectus liability case in
a given country.!? Under the lawsuit avoidance hypothesis, we expect the availability of
class action lawsuits to be positively related to IPO underpricing. Relative to litigation
brought by individual investors, class actions generally represent all investors who lost
money as a result of the firm’s alleged security law violations. By representing all
investors at the same time (some of whom may not otherwise have filed a lawsuit) class
actions tend to result in substantially larger damage claims against the issuer and/or the
underwriter and auditor. In addition, as argued by Alexander (1993), class actions may
result in a considerable loss of reputation capital and may make it harder (and costlier)
for an issuer to raise capital through secondary equity offerings, thus increasing the firm’s

cost of capital. This is consistent with Van der Goot (2003) who argues that legal risk is

12 we thank La Porta et al. for making the burden of proof and class action lawsuit data available on Andrei
Shleifer’s web site (http://post.economics.harvard.edu/faculty/shleifer/papers/securities_data xls).
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one of the reasons that higher quality underwriters are less likely to take riskier
companies public in the Netherlands.

The fourth proxy is the number of law providers per 10,000 citizens in a given
country.13 We assume that the greater the number of law providers in a country, the
higher the litigation risk issuers or underwriters are exposed to in that country. We argue
that on one hand, a higher concentration of law providers provides investors with more
legal resources to pursue security law violators, and that on the other hand the increased
competition among law providers increases the likelihood that they will even take on
cases that have little or no merit. Thus, IPOs in countries with more law providers should
be more underpriced.

The rule of law, our fifty proxy, is a measurement of the law and order tradition in a
given country. According to the International Country Risk (ICR) guide, the rule of law
“reflects the degree to which the citizens of a country are willing to accept the established
institutions to make and implement laws and adjudicate disputes”. La Porta et al. (1998)
rescale the ICR index from a range of 0-6 to a range of 0-10 with a higher number
representing a higher law and order tradition. Lombardo and Pagano (2000) argue that
better legal institutions reduce the cost of monitoring and enforcing financial contracts
and thus lower the level of expected return that issuers offer investors. Hence, we expect
the rule of law to be negatively related to IPO underpricing across countries. Table 2

provides a list of all litigation risk and law enforcement proxies by country.

13 We thank Ray August for making the data available on his web site
(http://august]l.com/pubs/articles/lawyers.htm).
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*** Ingert Table 2 about here ***

3.2.3. Control variables

To control for underwriter prestige, we employ two approaches, a binary underwriter
reputation dummy and a scaled underwriter ranking. We only consider lead underwriters
in both approaches. Under the first approach, we define a high-quality underwriter as one
that underwrites both domestic and international IPOs while low-quality underwriters
only underwrite domestic IPOs. Under the second approach, we construct an international
underwriter ranking based on the SDC’s top 500 book runners during our sample period.
The extant literature has not provided the underwriter reputation ranking in an
international setting. While Carter and Manaster (1990) and Carter et al. (1998) assign
reputation rankings to US underwriters, the extant IPO literature provides no underwriter
ranking in an international setting. We extend Carter and Manaster’s (1990) and Carter et
al.’s (1998) approach to an international framework by assigning underwriter ranks on a
scale from 0 to 9, with higher scores for higher reputations. Our ranking is based on the
USS$ proceeds of the IPOs each underwriter underwrote during our sample period (see
Appendix 1 for more details).

We follow the industry classification of Loughran and Ritter (2004) and CIliff and
Denis (2004) to identify whether or not the firm is in the technology industry.”* We use

the resulting tech dummy variable to control for industry effects in our regression models.

4 Loughran and Ritter (2004) and CLiff and Denis (2004) classify firms with the following SIC codes as
technology firms: 2833, 2834, 2835, 2836, 3571, 3572, 3575, 3577, 3578, 3661, 3663, 3669, 3674, 3812,
3823, 3825, 3826, 3827, 3829, 3841, 3845, 4812, 4813, 4899, 7370, 7371, 7372, 7373, 7374, 7375,
7377,7378, 7379.
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In addition, we introduce IPO volume as a proxy for hot IPO markets. We define
IPO volume as the number of IPOs in the month of issue and during the eleven prior
months. IPO volume controls for variations in levels of IPO underpricing during hot and
cold issue markets and for the issuers’ tendency to take their firms public during
favorable climates in the IPO market (cf., Cliff and Denis (2004)).

We also control for firm size, which is measured by the natural logarithm of the IPO
proceeds. Consistent with Baron (1982), Beatty and Ritter (1986) and Rock (1986), we
expect that larger firms are less risky and are thus less underpriced.

In addition, we control for the level of economic development across countries,
which we define as the natural logarithm of the Gross Domestic Product per capita in US
dollars in 2000 for each country. Although GDP per capita may not be directly related to
underpricing, it is often associated with capital deepening. La Porta et al. (2003) suggest
that richer countries tend to have higher quality institutions which may be associated with

better financial development regardless of the laws.

4. Univariate tests

In this section, we conduct univariate tests to compare IPO underpricing by legal
origin and by firm characteristics. The univariate tests only present descriptive statistics
and provide a preliminary analysis while our inferences are primarily drawn from the

regression models in the next section.
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4.1. Univariate comparison of underpricing by legal origin

Table 3 presents univariate test statistics by comparing arithmetic mean underpricing
and median underpricing by two law systems, i.e. common vs. civil law, and across four
legal origins. We observe that firms in common law countries underprice their IPOs
significantly more than firms in civil law countries both in terms of 15-day and 30-day
arithmetic mean and median returns.

Firms in English common law countries have an average 15-day return of 40.72%,
compared to 33.88% in French civil law countries, 37.01% in German civil law countries,
and 7.96% in Scandinavian civil law countries. The differences in mean underpricing
between English and French origin and English and Scandinavian origin countries are
also significant, while it is insignificant between English and German origin countries.

The latter do show significant differences in terms of median underpricing, however.

**% Insert Table 3 about here ***

Common law countries make issuers susceptible to a higher level of litigation risk
than civil law countries. Thus, the relative underpricing levels are as expected. Under the
lawsuit avoidance hypothesis, the high underpricing we observe in English origin
countries is consistent with these countries imposing a higher litigation risk on issuers
due to better investor protection. Hence, our results suggest that firms in common law
countries with higher litigation risk underprice their IPOs more than their counterparts in

civil law countries to reduce their legal liability.
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4.2. Univariate comparison of underpricing by firm characteristics

Table 4 compares arithmetic mean and median underpricing by firm characteristics.
Specifically, we distinguish between tech and non-tech firms as well as firms
underwritten by prestigious and non-prestigious underwriters. We define a prestigious
underwriter as an underwriter who underwrites both domestic and international IPOs
whereas a non-prestigious underwriter only underwrites domestic IPOs. We argue that
underwriters with international exposure have more experience and a better reputation
than underwriters who are only domestically active. Consistent with Beatty and Welch
(1996) and Cliff and Denis (2004), we expect prestigious underwriters to take higher
quality firms public, thus we expect the presence of prestigious underwriters to be

positively related to [PO underpricing.

*** Insert Table 4 about here ***

The value of technology firms mainly comes from growth opportunities, which
results in more ex-ante uncertainty and higher risk. These uncertainties should lead to a
higher level of underpricing. Tech firms have a 15-day (30-day) arithmetic mean
underpricing of 48.53% (55.30%) compared to 32.56% (34.03%) for non-tech firms. The
differences are significant at the 0.1% level.

Beatty and Welch (1996) find underwriter prestige to be positively related to IPO
underpricing. Although we observe that both the 15-day and 30-day arithmetic mean

underpricing for prestigious underwriters is slightly higher than for non-prestigious
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underwriters (38.69% vs. 38.54% and 43.52% vs. 41.06%, respectively), both differences
are statistically insignificant. Our univariate statistics for underwriter reputation provide
weak support for Beatty and Welch’s argument. We will analyze the effect of

underwriter reputation on IPO underpricing in more detail in our regression analysis.

5. Firm level analysis

In this section, we develop our models and conduct ordinary least squares (OLS)
regressions to examine the link between underpricing and litigation risk across 34
countries. To ensure the robustness of our results we use a large number of regressions in
various model specifications. In addition, we perform a sensitivity analysis to ensure that

our results are robust to the exclusion of penny stocks from our sample.

5.1. Model development

To test the insurance effect of the lawsuit avoidance hypothesis in a cross-country
framework, we employ several multivariate regression models. The relationship between

IPO underpricing and litigation risk is expressed by the following equation:
M N
Underpricing,, = a + Z B.E., + Z 7.C + & )
m=1 n=l1

where Underpricing;; is the percentage underpricing return of firm i which went
public in country j. Fy; are firm-specific control variables including the IPO volume

during the current and the prior eleven months, a tech dummy, the natural log of offering
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proceeds, and the underwriter ranking or an underwriter reputation dummy.15 Chij are
countrywide litigation risk proxies and law variables such as the burden of proof, the
class action lawsuit dummy, legal origin dummies, the number of law providers, and the
rule of law as well as a countrywide control variable, namely the logged GDP per capita.
To investigate the correlation among our litigation risk proxies, we present
correlation coefficients between these variables for firm level data by assigning the
appropriate country variables to each IPO in Panel A of Table 5. In addition, we report
the correlation coefficients for country-level data in Panel B of Table 5. The correlation
between the English origin and the burden of proof, and the English origin and the class
action dummy on a firm level are 0.688 and 0.649, respectively. Although not presented
here, we performed robustness tests with models that exclude either of these variables but
observed no apparent multicollinearity problem despite the high correlation among the
variables. Thus, we include all three variables in our models. Furthermore, the burden of
proof and class action dummy have a relatively high correlation coefficient of 0.557.
Since our models were somewhat sensitive to the inclusion of both variables and because
both proxies appropriately measure litigation risk in different countries, we divide them
in our models to examine the relationship between each of these variables and IPO

underpricing separately.

*** Insert Table 5 about here ***

15 For robustness, we present models with either underwriter ranking or the underwriter reputation dummy.
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5.2. Regression results

5.2.1. Regression results by four legal origins

Table 6 reports OLS regression results of our full sample by four legal origins. In
Panel A we report estimation results for several specifications of our regression model in
which we regress 15-day underpricing on measures of litigation risk and law enforcement
as well as various control variables. Similarly, in Panel B we report regression results for
30-day underpricing. Because data for the number of law providers are unavailable for
Pakistan and Thailand, we present regression results including the proxy in models 1 to 4
while excluding the proxy in models 5 to 8. Models 1 to 4 are based on a subsample of
32 countries (Pakistan and Thailand excluded), while models 5 to 8 are based on our full

sample.

*** Ingert Table 6 about here ***

In all regression models using firm level data, we control for known determinants of
underpricing by introducing a hot IPO market proxy, a tech dummy, a size variable, and
an underwriter prestige measurement. We use either the underwriter ranking proxy or an
underwriter reputation dummy to control for underwriter prestige. The inclusion of either
underwriter prestige variable leads to similar results. Most of our findings for the control
variables in Table 6 are consistent with the IPO literature.

According to Baron (1982), Beatty and Ritter (1986), and Rock (1986), underpricing

is associated with asymmetric information between all parties in the IPO market.
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Investors tend to have access to more information on large firms, which results in a lower
level of information asymmetry between informed and uninformed investors as well as
between investors and underwriters. Due to the lower level of ex-ante uncertainty, large
firms tend to be less underpriced. We find a significant negative relationship between
underpricing and firm size in all our model specifications in Table 6, which is consistent
with the asymmetric-information hypothesis.

Consistent with our univariate results, the tech dummy has a positive coefficient in
all our OLS models in Table 6. The results are highly significant with p-values of less
than 0.001. Our findings confirm that the higher degree of uncertainty for tech firms
causes them to be more underpriced.

Carter and Manaster (1990) and Carter et al. (1998) posit that underpricing is
negatively related to underwriter prestige because prestigious underwriters are more
likely to underwrite high quality issues with a lower level of uncertainty. On the other
hand, Beatty and Welch (1996) observe that the relationship between underwriter prestige
and underpricing switches from negative to positive during the 1990s. Moreover, Cliff
and Denis (2004) find a positive association between underpricing and analyst coverage
by prestigious underwriters. Our findings are consistent with Beatty and Welch (1996),
and CLiff and Denis (2004) as each of our two underwriter prestige measurements, either
the underwriter ranking or the underwriter reputation dummy, shows a significant
positive coefficient in all our models.

Consistent with Cliff and Denis (2004), IPO volume has a negative coefficient in our

models. The results are statistically significant while including the number of law
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providers, but they become insignificant and close to zero after excluding the proxy. Our
results indicate that high IPO frequency is not necessarily associated with a high level of
underpricing in our cross-country sample.

To control for the degree of economic development, we introduce the natural
logarithm of GDP per capita in our model. We find a significant negative relationship
between economic development and underpricing in models 1 to 6 of both Panel A and B
in Table 6. The relationship becomes insignificant in models 7 and 8 when the number of
law providers is excluded and the class action lawsuit dummy is added.

Our inferences on the insurance effect of the lawsuit avoidance hypothesis across
countries are mainly based on the OLS regression results for the litigation risk and law
enforcement variables after controlling for several factors. Our findings provide support
for the insurance effect of the lawsuit avoidance hypothesis in a cross-country setting.
They consistently suggest that countries with higher litigation risk are associated with
higher level of underpricing.

We find that both 15-day and 30-day underpricing are positively related to the
burden of proof, which serves as a measure of litigation risk. The results for all models in
Table 6 are significant at the 0.1% significance level. On the other hand, we observe a
significant negative relationship between IPO underpricing and the French, German and
Scandinavian origin dummies which is consistent with the notion that countries with
these law systems provide investors with less investor protection than English common

law countries.
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We observe a significant positive relationship between underpricing and the
availability of class action lawsuits. Given that class action lawsuits impose potentially
ruinous litigation costs on a defendant firm and may result in a substantial loss of
reputation capital for both the issuer and the underwriter, the higher underpricing in
countries with class action lawsuits is again consistent with the insurance effect.

Finally, we observe a significant positive relationship between underpricing and the
number of law providers after we control for known determinants of IPO underpricing.
The more legal resources there are in a country, the better the legal representation of its
citizens. As expected under the lawsuit avoidance hypothesis, the better legal
representation of a country’s citizens leads to higher litigation risk for issuing firms and
thus to higher underpricing.

The rule of law proxy has a negative coefficient in all model specifications in Table
6, and is significant at conventional levels in models 3 to 8 but statistically insignificant
in models 1 and 2 for both 15-day and 30-day underpricing. Our results suggest that firms
in countries with better law enforcement underprice their IPOs less. This is consistent
with Lombardo and Pagano (2000) who argue that effective legal institutions reduce the
costs of enforcing financial contracts and thus reduce the expected return that firms offer
investors. Another explanation for the negative relationship may be that IPO-related
securities law violations such as misstatements or omissions of material information from
an IPO prospectus rarely result in jail time for the defendants. Thus, firms and their
officers are ultimately more afraid of the legal costs, including lawyer fees, fines and

potential settlement costs that a lawsuit imposes on them.
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5.2.2. Regression results by two law systems

In Table 7, we present OLS regression results of our full sample by two law systems.
All model specifications are the same as in Table 6 except that we use a dummy variable
to distinguish between the two legal regimes (common law vs. civil law) rather than the

four legal origins.

*** Insert Table 7 about here ***

The results in Table 7 are consistent with those in Table 6. Inferences on the control
variables are identical no matter whether four legal origins or two law systems are used.
However, there are some small exceptions. The rule of law variable is significantly
negative in all model specifications in Table 7, while it was insignificant in the first two
models in Table 6. On the other hand, the class action dummy becomes insignificant in
models 3 and 4 of Table 7, while it was significant in all models in Table 6. Otherwise,
the significance and economic magnitude of our results are little affected when replacing

the legal origin dummies with the legal regime dummy.

5.3. Robustness checks

To ensure the robustness of our results to variations in our sample selection, we form
a subsample of our original data set in which we exclude penny stocks, i.e. stocks with

converted offer prices below US$1. We then reperform our earlier analysis. We present
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regression results in which we use the four legal origins in Table 8 and the two law
systems in Table 9. All models in Table 8 correspond to those in Table 6 while all models

in Table 9 correspond to those in Table 7.

5.3.1. Robustness check of results by four legal origins

In Table 8, the tech dummy, the underwriter ranking and the underwriter reputation
dummy are significantly positively related to 15-day and 30-day underpricing at the 0.1%
significance level. These results are consistent with the full sample tests in Table 6. Also
consistent with our earlier results, we observe that firm size and the economic
development proxy are negatively related to 15-day and 30-day underpricing. Firm size is
insignificant in some models, however, once penny stocks are excluded. Similarly, the
logged GDP per capita is insignificant in some models when the number of law providers
is added. Finally, some coefficients for the IPO volume proxy become insignificant once

we exclude penny stocks from our sample.

*** Insert Table 8 about here ***

Consistent with our results for the full sample, common law countries have a higher
level of underpricing than countries in the civil law family. In addition, the number of
law providers remains positively related to underpricing. Although the coefficient of the
burden of proof variable remains positive, it becomes insignificant in some models in

Table 8. The rule of law shows a significant negative coefficient in all models versus
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some insignificant results in Table 6. Inconsistent with the results for our full sample, the
class action lawsuit dummy has a negative coefficient even though most results are
insignificant. It is not surprising that we observe a negative relationship between the class
action dummy and underpricing for our sample without penny stocks. IPO markets in
countries where class action lawsuits are available such as Australia, Canada, Malaysia,
and Taiwan, consist to a large extend of penny stocks. Dropping penny stocks from our
full sample reduces the level of underpricing in the countries where class action lawsuits

are available, thus affecting the link between underpricing and the class action dummy.

5.3.2. Robustness check of results by two law systems

For most control variables, the results based on our sample excluding penny stocks
are quantitatively and qualitatively similar to our full sample. Results for the common
law dummy, the number of law providers, and the rule of law are also similar. However,
results for the burden of proof and the class action dummy in Table 9 are inconsistent
with those in Table 7. Although the burden of proof proxy is positively related to 15-day
and 30-day underpricing, it is insignificant in all models using 15-day underpricing and
only significant in two models using 30-day underpricing. As in Table 8, the class action
dummy is negatively related to 15-day and 30-day underpricing, although some models
are insignificant in Table 9. Again, the exclusion of penny stocks may affect the
relationship between the burden of proof variable and underpricing, and between the

class action lawsuit dummy and underpricing.
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*** Ingsert Table 9 about here ***

6. Country level analysis

To further examine the association between country differences in litigation risk and
differences in underpricing across countries, we perform OLS regressions of country
level data using equally-weighted mean, value-weighted mean, and median underpricing

to control for country effects in our model specifications.

6.1. Model development

In a country level setting, the interrelation between IPO underpricing and litigation
risk is specified as follows:
N
Underpricing, = o+ Z B.C +e, )

n=1

where Underpricing; is the equally-weighted mean, the value-weighted mean, or the
median underpricing in country j and C; are countrywide litigation risk proxies and law
variables such as the legal origin, the burden of proof, the class action lawsuit dummy,

the number of law providers, and the rule of law as well as the logged GDP per capita as
a countrywide control variable.

As in our earlier discussion for the firm level analysis, we introduce the burden of
proof variable and the class action lawsuit dummy in separate models because of the high

correlation between them. Panel B of Table 5 reports the correlation between litigation
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risk and law variables for country level data. Similar to firm level data, the correlation
coefficient between the burden of proof and the class action dummy is 0.518 with a p-
value of 0.002.

Table 10 presents results for several specifications of an OLS regression of our
country level sample across the two law systems. We use two law systems rather than
four legal origins for our country level regressions because our countrywide sample size
is comparatively small. We control for the level of economic development as measured
by the natural logarithm of GDP per capita for each country. Due to missing data for the
number of law providers in two countries, we add the proxy in models 1 and 2 and
exclude it in models 3 and 4 for both 15-day and 30-day underpricing in all panels of
Table 10. Our sample comprises 194 country-year observations for equally-weighted
mean, value-weighted mean, and median underpricing when the number of law providers
is included and consists of 201 country-year observations for equally-weighted mean,
value-weighted mean, and median underpricing when the number of law providers is

excluded, i.e. when Pakistan and Thailand are added to the sample.

*** Insert Table 10 about here ***

6.2. Regression results for equally-weighted mean underpricing

Panel A of Table 10 provides results for OLS regressions in which 15-day or 30-day
equally-weighted mean underpricing is the dependent variable. Consistent with the

lawsuit avoidance hypothesis, the burden of proof proxy is significantly positively related
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to 15-day or 30-day equally-weighted mean underpricing. Similar to our findings from
firm level regressions, the relationship between the rule of law and 15-day or 30-day
equally-weighted mean underpricing is significantly negative. Consistent with Lombardo
and Pagano (2000), these results suggest that a higher quality of law enforcement lowers
the level of underpricing that issuers offer investors. Although common law countries
have a higher level of underpricing than civil law countries, the difference is only
significant in one model specification. The number of law providers has a positive
coefficient for both 15-day and 30-day equally-weighted mean underpricing and is
significant at the 10% level when the burden of proof variable is introduced into the
model. It becomes insignificant, however, when the burden of proof variable is replaced
by the class action dummy. The class action lawsuit dummy has a positive but
insignificant coefficient for both 15-day and 30-day equally-weighted mean underpricing.
Surprisingly, the logged GDP per capita has a significant positive coefficient in all
specifications except in model 1, which contradicts the results for the firm level sample.
This is likely caused by the fact that in a country level setting we cannot capture the

differing firm specific characteristics.

6.3. Regression results for value-weighted mean underpricing
In Panel B of Table 10, we perform country level regressions using 15-day and 30-

day value-weighted mean underpricing. All models in Panel B have a negative adjusted

R-square, suggesting that our regression models based on value-weighted mean
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underpricing are not well specified and explain little in the variation of underpricing
returns across countries.

The litigation risk and law variables have the expected sign in all our models, i.e. the
burden of proof variable, the class action dummy, the number of law providers, and the
common law dummy have positive coefficients for either 15-day or 30-day value-
weighted mean underpricing. None of them is statistically significant at conventional
levels, however. The law enforcement proxy, i.e. the rule of law variable, has a negative

coefficient for either of the return measures, but is again statistically insignificant.

6.4. Regression results for median underpricing

Panel C of Table 10 presents results for OLS regressions using 15-day or 30-day
median underpricing. The rule of law variable shows a negative coefficient which is
significant in most model specifications. The burden of proof variable has a positive
coefficient but is only significant in one model specification. Although the class action
dummy and the number of law providers have a positive sign as expected, none of them
is significant at conventional levels. The common law dummy even has a negative sign in
some specifications. Again, it appears that country-level regressions provide limited
insight into the lawsuit avoidance hypothesis, suggesting that an approach that controls
for firm-specific characteristics is indeed necessary to derive any meaningful

conclusions.
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7. Conclusions

To test the insurance effect of the lawsuit avoidance hypothesis, we examine the link
between litigation risk and underpricing using a sample of 6,326 IPOs across 34 countries
between January 1995 to December 2002.

Our study is the first to test the lawsuit avoidance hypothesis in a cross-country
framework. We perform a series of OLS regressions of underpricing on various country-
level litigation risk and law enforcement measures while controlling for known
determinants of IPO underpricing. Consistent with Tini¢ (1988) and Lowry and Shu
(2002), we find evidence in support of the insurance effect of the lawsuit avoidance
hypothesis. Our results show a significant positive relationship between underpricing and
all litigation risk proxies. At the same time, we find a significant negative relationship
between underpricing and a law enforcement proxy, which suggests that better
enforcement of the securities laws reduces the level of underpricing.

The findings for our control variables are in line with the existing literature.
Consistent with the asymmetric-information hypothesis, underpricing is significantly
positively related to a tech dummy and negatively related to firm size. In addition, we
find a significant positive relationship between underpricing and underwriter prestige,
which is consistent with Beatty and Welch (1996) and Cliff and Denis (2004). At the
same time, consistent with Cliff and Denis (2004), we observe that high IPO volume

results in lower levels of IPO underpricing in our cross-country sample.
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To test the sensitivity of our results to changes in our sample selection, we construct
an IPO sample that excludes penny stocks. Overall, the exclusion of penny stocks has
little effect on the positive link between litigation risk and IPO underpricing.

As a further robustness test, we conduct country-year regressions of the equally-
weighted mean, value-weighted mean, and median underpricing against the country-
specific variables in our data set. The results for the country level regressions based on
equally-weighted mean underpricing are consistent with the results for our firm level
regressions. Regressions using value-weighted mean or median underpricing are largely
inconclusive, however. We argue that the country level regressions provide little insight
into the link between litigation risk and underpricing because unique firm characteristics
are not captured in these models.

Our main inferences are drawn from our OLS regressions using firm level data. Our
results support the insurance effect of the lawsuit avoidance hypothesis in an international
setting. Our results suggest that firms in countries subject to higher litigation risk
underprice their IPOs more to avoid future legal liability claims. We postulate that cross-
country differences in underpricing can partially be explained by differences in country
litigation risk factors. Thus, our study confirms the notion that the degree of litigation risk
in a given country affects the level of underpricing for firms that go public in that

country.
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Appendix 1: Variable description

Variable

Sources Description

Litigation risk variables

Legal origin

Number of
law providers

Class action

dummy

Burden of
proof

Reynolds and  Four legal origins for each country: English common law,
Flores (1989), French commercial code, German commercial code, and
LaPortaetal. Scandinavian civil law. Two legal systems for each country:
(1998) common law and civil law.

August (1992), Number of law providers per 10,000 citizens in 1987 in a
http://augustl.co given country.
m/pubs/articles/l

awyers.htm

LaPortaetal. Dummy variable, = 1 if class action lawsuits are available in
(2003), a prospectus liability case in a given country, and = 0
http://post.econo otherwise.

mics.harvard.edu
/faculty/shleifer/
papers/securities

data.xls

LaPortaetal. The arithmetic mean of the burden director index, burden
(2003), distributor index, and burden accountant index (see La Porta
http://post.econo et al. (2003)), with higher ratings for less procedural
mics.harvard.edu difficulty  in  recovering  losses.  The  burden
/faculty/shleifer/ director/distributor index proxies for “the procedural
papers/securities difficulty in recovering losses from the issuer's directors/the
data.xls distributor in a civil liability case” caused by misleading
statements in the prospectus. The burden accountant index
measures "the procedural difficulty in recovering losses from
the accountant in a civil liability case for losses due to
misleading statements in the audited financial information

accompanying the prospectus”.

Law enforcement variables

Rule of law

International Measurement of the law and order tradition in a given
Country Risk  country. Scale from 0 to 10, with higher ratings for a higher
Guide, law and order tradition. The measure “reflects the degree to
LaPortactal. which the citizens of a country are willing to accept the
(1998) established institutions to make and implement laws and

adjudicate disputes” (see La Porta et al. (1998)).
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Appendix 1: Variable description (continued)

Variable Sources

Description

Control variables
IPO volume SDC

Tech dummy SDC

Log proceeds SDC

Underwriter SDC
ranking

Underwriter SDC
reputation
dummy

Log GDP per World
capita Development
Indicators,

La Porta et al.

(2003)

The number of IPOs in the month of issue and during the
prior 11 months.

Dummy variable, = 1 if the firm is in the technology
industry, and = 0 otherwise. We follow Loughran and Ritter
(2004) and Cliff and Denis (2004)who classify firms with the
following SIC codes as tech firms: 2833, 2834, 2835, 2836,
3571, 3572, 3575, 3577, 3578, 3661, 3663, 3669, 3674,
3812, 3823, 3825, 3826, 3827, 3829, 3841, 3845, 4812,
4813, 4899, 7370, 7371, 7372, 7373, 7374, 7375, 1377,
7378, 7379.

Natural logarithm of IPO proceeds, converted to US dollars.

Underwriter ranking based on the SDC’s top 500 book
runners during our sample period. We assign underwriter
ranks on a scale from 0 to 9 based on the US$ proceeds of
the IPOs they underwrote during our sample period:

=9 if proceeds > $20 billion;

= 8 if proceeds > $10 billion;

=7 if proceeds > $5 billion;

= 6 if proceeds > $2 billion;

=5 if proceeds > $1 billion;

= 4 if proceeds > $0.5 billion;

=3 if proceeds > $0.2 billion;

=2 if proceeds > $0.1 billion;

=1 if proceeds < $0.1 billion;

= 0 if the lead underwriter is not in the SDC's top 500
ranking.

Dummy variable, = 1 if the lead underwriter underwrites
both domestic and international IPOs, = 0 if the lead
underwriter only underwrites domestic IPOs.

Natural logarithm of the Gross Domestic Product per capita
in US dollars in 2000 for each country.
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Appendix 1: Variable description (continued)

Variable Sources

Description

Outcome variables

15-day SDC,

underpricing Datastream,
Bloomberg,
Financial Post

30-day SDC,
underpricing Datastream,
Bloomberg,

Financial Post

IPO return from the offer price to the closing price on the
fifteenth calendar day after the IPO. Offer price data are from
SDC. US IPO return data are also from SDC while returns
for non-US IPOs are calculated using closing price data from
Datastream. We cross-referenced our data set with
Bloomberg and the Financial Post’s Record of New Issues.
In case of missing or erroneous entries, we use data from
Bloomberg and the Financial Post (see Appendix 2).

IPO return from the offer price to the closing price on the
thirtieth calendar day after the IPO. Offer price data are from
SDC. US IPO return data are also from SDC while returns
for non-US IPOs are calculated using closing price data from
Datastream. We cross-referenced our data set with
Bloomberg and the Financial Post’s Record of New issues.
In case of missing or erroneous entries, we use data from
Bloomberg and the Financial Post (see Appendix 2).
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Appendix 2: Data corrections

Affected variable Affected countries  Main problem Resolution
IPO issue date Argentina, Australia, SDC provides We used Bloomberg to
Austria, Belgium, announcement dates  check and correct the
Canada, Finland, or subscription dates  erroneous issue dates.
France, Germany, as issue dates for In addition, we used
Greece, Hong Kong, some IPOs. Canada,  the Record of New
Indonesia, Italy, Hong Kong, Italy, Issues by the Financial
Japan, Malaysia, the  Japan, Malaysia, Post to check the issue
Netherlands, New Singapore, South dates of Canadian
Zealand, Norway, Korea, Taiwan, and IPOs.
Philippines, the UK are heavily
Singapore, South affected by the error
Korea, Spain, (with an error rate of
Sweden, more than 50%).
Switzerland, Taiwan,
Thailand, Turkey,
and the UK
Closing price India Datastream’s price Exclude all Indian
data for Indian IPOs  IPOs.
is too limited. Out of
1,771 Indian IPOs
listed on SDC, only
155 issuers are in
Datastream’s firm
list. Among these,
there are only 46
IPOs with 15-day or
30-day closing price
data.
Offer price Australia, Belgium,  Offer prices for some We used Bloomberg to

Canada, Greece,
Indonesia,
Philippines, South
Korea, and the UK

IPOs listed on SDC
are incorrect or
missing. Korean [POs
are most affected.

revise inaccurate offer
prices and fill in
missing offer prices. In
addition, we used the
Record of New Issues
by the Financial Post to
check the offer prices
of Canadian IPOs.
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Table 2. Litigation risk across countries

We present four litigation risk proxies, the number of law providers, the class action dummy, the
burden of proof index, and the rule of law across 34 countries by four legal origins. Definitions for
these variables are given in Appendix 1. Note that we were unable to obtain information on the
number of law providers in Pakistan and Thailand.

Country Number of law Class action Burden of proof Rule of law
providers dummy

English origin

Australia 24.99 1 0.66 10.00
Canada 18.43 1 1.00 10.00
Hong Kong 1.49 0 0.66 8.22
Malaysia 2.74 1 0.66 6.78
New Zealand 35.26 1 0.44 10.00
Pakistan n/a 1 0.44 3.03
Singapore 6.44 0 0.66 8.57
Sri Lanka 1.61 0 0.44 1.90
Thailand n/a 0 0.33 6.25
United Kingdom 16.99 1 0.66 8.57
United States 28.45 1 1.00 10.00

French origin

Argentina 92.42 0 0.22 5.35

Belgium 41.22 0 0.44 10.00
Egypt 49.45 0 0.22 4.17

France 46.34 1 0.22 8.98

Greece 48.23 0 0.44 6.18

Indonesia 12.92 0 0.66 3.98

Italy 91.99 0 0.22 8.33

Mexico 38.06 0 0.11 5.35

Netherlands 40.99 1 1.00 10.00
Philippines 16.74 1 1.00 2.73

Portugal 34.37 1 0.66 8.68

Spain 81.06 1 0.66 7.80

Turkey 7.06 0 0.22 5.18

German origin

Austria 51.07 0 0.11 10.00
Germany 34.13 0 0.00 9.23

Japan 31.71 0 0.66 8.80

South Korea 52.71 0 0.66 5.35
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Table 2. Litigation risk across countries (continued)

Country Number of law Class action Burden of proof Rule of law
providers dummy

Switzerland 28.67 0 0.44 10.00
Taiwan 5.49 1 0.66 8.52
Scandinavian origin

Denmark 22.76 0 0.78 10.00
Finland 23.42 0 0.66 10.00
Norway 24.83 0 0.44 10.00
Sweden 37.12 0 0.33 10.00
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