
International Journal of Business and Society, Vol 21 No. 3, 2020, 1239-1257 
 

PRICING MECHANISM AND IPO INITIAL RETURN: 
EVIDENCE FROM PAKISTAN STOCK EXCHANGE  

 
 

Waqas Mehmood 

Universiti Utara Malaysia 
 

Rasidah Mohd-Rashid§ 
Universiti Utara Malaysia 

 
Abd Halim Ahmad 

Universiti Utara Malaysia 
 
 

ABSTRACT 
 

This study adds to the extent of the literature by examining the impacts of pricing mechanism and premium 
offered on IPO initial return in Pakistan. Cross-sectional data were gathered using 90 listed IPOs retrieved 
from Pakistan stock exchange. Accordingly, ordinary least squares, quantile regression, robustness regression, 
and stepwise regression were employed to assess the factors that influenced initial return. This study describes 
the intensity of initial return in light of company specific and issue specific variables. Both closing and 
opening prices to offer price were incorporated to measure the initial return on the initial day of trading. The 
outcomes showed that after the reform of book building pricing mechanism, the initial return of IPOs 
increased, when compared to the fixed price offerings in Pakistan. This study concludes that information from 
book building pricing mechanism and premium had influenced both issuer and investor in subscribing IPO.  
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1. INTRODUCTION 
 
The first day of abnormal positive return (underpricing) within Initial Public Offering (IPO) has 
been pragmatically proven in every financial market (Mohd-Rashid, Masih, Abdul-Rahim, & Che-
Yahaya, 2018; Tutuncu, 2020). The anomaly of initial return is persistent, and this has also been 
reported in Pakistan, hence considered as a universal phenomenon (Aslam & Ullah, 2017; Khalid 
& Farhat, 2018; Sohail, Raheman, Zakaria, & Farhat, 2018a). Despite the massive number of 
evidences concerning IPO initial return, it is clear that initial return is a reoccurring phenomenon 
in each market. In Pakistan, the highest number of IPOs were issued during 1992-1998 particularly 
after deregulation and liberalisation, but the financial market took a slow turn after nuclear test 
sanctions were imposed on Pakistan by the US (Malik, 2012). In 1999, not even a single IPO was 
offered, which led to constriction of the overall IPO market (Pakistan Stock Exchange-Flotation, 
1999). More importantly, only 90 IPOs were offered during 2000-2017, which seemed very low, 
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when compared to that during the period of 1992-1998. This decreasing trend of IPOs was due to 
macroeconomic conditions of Pakistan, for instance, terrorist activities, political instability, social 
security issues, and slow industrial production growth (Mehmood, Mohd-Rashid, & Ahmad, 
2020c). Angelini and Foglia (2018) asserted that industrial production, market volatility, initial 
return, and interest rate affected the number of IPOs issued. Due to the effect of macroeconomic 
factors in Pakistan, its IPO market limited both gross domestic product (GDP) and employment 
growth.  
 
Apart from macroeconomic factors, Pakistan experienced two financial crises; Badla financing in 
2005 and financial global crisis in 2008. Prior to these financial crashes, intense involvement of 
institutional investors, commercial banks, and major market players was noted. In essence, these 
crashes resulted in no confidence among small investors, thus their decision to avoid investing in 
Pakistani capital market. After the deregulation and liberalisation period, various reforms had taken 
place to strengthen the Pakistani market. In this sense, book building, which was initiated in 2009, 
appeared to be the most noticeable mechanism to efficiently build the Pakistani market. In the book 
building pricing mechanism, high initial return is impossible because uninformed investors will 
bid with high prices, but initial return phenomenon still exists in Pakistan as several studies 
documented high initial return of 46% and  51.57% (Aslam & Ullah, 2017; Yar & Javid, 2014).  
Khalid and Farhat (2018) claimed that after the adoption of book building pricing mechanism, the 
initial return decreased in Sri Lanka and India, but not for the Pakistan market as higher initial 
return was recorded even after installation of book building pricing mechanism for new listing 
IPOs.  
 
Within the context of Pakistan, past studies concerning initial return issues reported a range of 
significant determinants, such as offer size and price, firm size, ownership structure, information 
asymmetry, ex-anti-certainty, market sentiment, aftermarket risk, subscription ratio, size of private 
firm and government entity, issue timing, and underwriter reputation, market volatility, market 
capitalisation (Aslam & Ullah, 2017; Javid & Malik, 2016; Kayani & Amjad, 2011; Khalid & Nasr, 
2007; Sohail, Bilal, Rukh, & Fatima, 2018b). The Pakistan’s security market size, regulatory 
framework, institutional setting, and efficiency of market differ from those of other developing 
nations. The high initial return continues to persist, hence a valid reason to explore this 
phenomenon within the context of Pakistan. Nevertheless, two crucial information frictions have 
been identified in Pakistan to affect individual investors and market sentiments, which raises this 
initial return phenomenon.  
 
This first crucial friction of raised information refers to pricing mechanism. In Pakistan, the fixed 
price method was used to offer IPO prior to 2009, and thereafter, the book building pricing 
mechanism has been employed. Book building is a price determination tool based on demands of 
investors that operates by institutional and high net-worth investors in Pakistan. In the entire 
process of book building pricing mechanism, price is determined by the bidding procedure after 
patching up of investors’ demands towards price. Through book building pricing mechanism, the 
maximum capital could be raised, but it would become difficult for the investors to determine the 
true value of the company. Hence, investors are invited to take part in the bidding process and the 
widening information asymmetry increases initial return. In this vein, information asymmetry 
amidst developing nations becomes wider due to market imperfection (Eldomiaty, 2008). 
Therefore, in Pakistan, the initial return is still high despite the implementation of book building 
pricing mechanism. On the contrary, adverse selection is also at extreme level relevant to fixed 
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price. Underwriters (investment banks) used book building as their marketing campaign by 
involving investors to determine their opinion prior to IPO pricing, in order to attract investors via 
high initial return of IPO. From the book building process, information is revealed and offer price 
is adjusted accordingly based on market feedback upwards or downwards in the prospectus. In 
precise, if the offer price of IPO is adjusted upwards, the initial return will be higher comparatively 
to downward adjustment.  Besides book building, fixed price is also used to offer IPOs in Pakistan, 
which is a common practice in other Asian countries, such as Hong Kong, Malaysia, and Thailand. 
Thus, it is essential to study the mechanism (book building) called soliciting private information 
from institutional investor, mainly because this study predicted that IPO initial return was affected 
by book building pricing mechanism due to ignorance of small investors.   
 
It is contended that through premium in the offer price, growth opportunities are present because 
investors are willing to pay high premium. IPO premium is the fraction of offer price that is 
measured through the variance between offer price and pre-IPO book value per share (Nelson, 
2003; Rasbeed, Datta, & Chinta, 1997). IPOs are offered at par and premium, wherein higher 
premium indicates good quality IPO that generates more demand and higher initial return on the 
first day of trading. The security exchange commission of Pakistan refers to the main body for 
corporate setting and provides regulations regarding premium. In Pakistan, premium is charged 
with both fixed price and book building mechanism. As for the general public, premium can be 
charged from those firms, especially amidst those who tend to show their profitable record from at 
least one year in prospectus. Meanwhile, in other Asian countries (e.g., Bangladesh, China, and 
Singapore), premium is excluded from the fixed price mechanism. Based on Pakistan's listing 
regulations, the charged premium must not exceed the amount of private placement premium and 
must be disclosed in a prospectus; any underwriter who are commercial bank, investment bank and 
at least two financial institutions must fully underwrite the IPO offered on premium. In the same 
vein, underwriters who are the major party in IPOs and adequately strong to provide signal of 
quality IPO, may eventually attract investors with greater premium (Gounopoulos, Mazouz, & 
Wood, 2019). Similarly, in the light of signalling theory, firms’ quality is expressed through 
underwriters who tend to increase expectations of higher initial return (Bangsund, 2014).  
 
This study argues that the method used in offering the IPO could explain the trends in attracting 
investors. As such, this study investigated the impacts of pricing mechanism and premium on IPO 
initial return. This study extends the work by Pu and Wang (2015) by incorporating the signalling 
factor that influences initial return. It is indeed important to investigate the factors that influenced 
IPO initial return within the Pakistani capital market. This research gap is bridged as this study met 
the following important objectives: (1) to examine the Pakistan’s regulatory environment regarding 
IPO subscription on premium; (2) to investigate the IPO practices upon initiation of book building 
offering method; and (3) to identify the important factors that influenced IPO initial return in 
Pakistan. In line with the study objectives, this paper is structured into several sections, as follows: 
Section 2 presents the literature review, Section 3 describes the study methodology, Section 4 
discusses the empirical analysis outcomes, and lastly, Section 5 concludes this study with several 
recommendations.  
 
 
 



1242                            Pricing Mechanism and IPO Initial Return: Evidence from Pakistan Stock Exchange 
 

2. LITERATURE REVIEW 
 
In any company, IPO is one of the most far reaching events. IPO refers to the first time when shares 
are sold to the public and it is the most consequential method to acquire financing. Across nations, 
vast empirical evidences on IPO initial return are evident, hence making it clear that there are 
considerable volatilities for the existence of initial return phenomenon. Amongst developed 
financial markets, the average initial return is lower than that recorded in emerging markets 
(Marcato, Milcheva, & Zheng, 2018).  For instance, the initial return in Sweden was 7.68% 
Abrahamson and De Ridder (2015), as well as 12.00% for Norway Marcato et al. (2018) and the 
USA (Guo, Wang, Seng, & Hung, 2017). As for the initial return in Pakistan, Aslam and Ullah 
(2017) reported 46.00%. The Pakistan’s security exchange commission introduced the book 
building pricing mechanism in 2009 to overcome issues related to high initial return. In book 
building process, the final offer price does not represent high initial return because during the 
bidding, uninformed investors lack information regarding firm value, and hence, bid higher share 
price. Khalid and Farhat (2018) claimed that the initial return decreased in India and Sri Lanka 
after adopting the book building, but an opposing scenario is noted for Pakistan as the initial return 
is still high and continues to escalate. Hence, its financial market faces inefficiency from the 
puzzling phenomenon of initial return. Table 1.0 presents several studies that had investigated IPOs 
in Pakistan, which displays increasing trend of initial return despite implementation of book 
building.  
 
 

Table 1.0: Previous studies on Pakistan’s initial return. 
Author Sample period Sample size Initial return 

Khalid and Nasr (2007) 2000-2005 50 35.66% 
Sohail and Raheman (2010) 2000-2009 73 42.10% 
Kayani and Amjad (2011) 2000-2010 59 39.87% 
Yar and Javid (2014) 2000-2012 59 51.57% 
Aslam and Ullah (2017) 2001-2010 59 46.00% 
Sohail et al., (2018a) 2000-2012 83 39.64% 

Source: Compiled by authors    
 
2.1 Hypotheses Development 
 
In the attempt of elaborating the initial return phenomenon, a range of theoretical models have 
been developed. Therefore, based on the literature, several hypotheses have been formulated in this 
study to determine the influence of pricing mechanism and premium influences on initial return.  
  
In the academic literature, investigation of book building was pioneered by and Benveniste and 
Wilhelm (1990), as they described book building process in three steps. First, the underwriter 
(investment bank) decides which investor has more potential to buy new offering. After that, new 
issues are evaluated by investors to provide demand indications to underwriter. Finally, according 
to investors’ demands, the underwriters adjust offer price of new offerings and allocate the highest 
shares to the investor who projected the highest demand. To date, the IPO book-building offering 
method has been widely applied as a formal procedure for pricing and allocation of new offerings. 
In book building, the underwriter plays key role and solicit quality information from potential 
investor(s). Underwriters work as marketers in the book building IPO offering method to generate 
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demand from investors in the primary market. Demands of investors are the fundamental 
assessment tool for stock valuation, and thereafter, underwriters adjust the offer price of IPO 
accordingly. Before making the final price, the issuers will receive much beneficial information 
regarding the potential investor, in which the power of an individual investor is neutralised. In the 
book building IPO offering method, the final set price by underwriter is lower than the closing 
price on the first trading day of IPO, and subsequently, the shares are under-priced (Ibbotson, 
1975). Pu and Wang (2015) applied dummy variable in their study to prove that the reform of new 
pricing mechanism is significantly higher than the fixed price offering. In Pakistan, the book 
building pricing mechanism was introduced in 2009 as the official flotation of IPO offering with 
fixed price mechanism. The financial market setting in Pakistan differs from that in Malaysia, Hong 
Kong, and Singapore. In the bidding process of book building, the participation of both institutional 
and high net-worth investors (investor who bids for 1,000,000 or above) reflects a unique 
combination of investors for bidding IPO share price. The available bidding information in 
preliminary prospectus is useful for investor valuation regarding IPOs subscription. This unique 
combination for bidding allows the investigation of the impact of IPO book building on the first 
day of initial return in Pakistan. Thus, the first hypothesis tested in this study is: 
 
H1. Pricing mechanism has a significantly positive influence on IPO initial return.  
 
From the light of signalling theory, a consumer/buyer uses market available information to be 
aware about the product quality prior to purchase decision. Hence, through market statistics, issuers 
get the opportunity to sell products at a higher price because sellers are informed about the quality 
and the buyer solely relies on the information available in the market. Subsequently, the buyer 
faces information asymmetry issue and purchases low quality product at a higher price (Akerlof, 
1978). Titman and Trueman (1986) asserted that firms pay a high amount to underwriters to better 
certify that the firms are indeed of high quality to attract investors. The underwriter offers IPOs at 
premium to investors using quality tactics (Gounopoulos et al., 2019). Similarly, Mohd-Rashid, 
Abdul-Rahim, Che-Yahya (2019b) argued that firms having high quality underwriters indicates 
low risk. Thus, investors end up paying high premium for the sake of continuous growth 
opportunity. High premium indicates quality IPO and investors are supposed to gain high return. 
Premium attracts more investors and increases subscription ratio, which result in underpricing, 
mainly because underpricing relies on investors’ demands. Regulations in Bangladesh, China, and 
Singapore state that premium is not charged at fixed price offering, but no regulation is imposed 
in Pakistan to charge premium on only book building. Therefore, premium in Pakistan is charged 
on both methods of offering. That being said, the second hypothesis tested in this study is; 
 
H2: Premium has a significantly positive influence on initial return.  
 
 

3. DATA AND METHDOLOGY 
 
Primarily, this study determined the most efficient model in predicting the initial return 
phenomenon in Pakistan. As such, this study examined new listed firms on Pakistan’s stock 
exchange. In order to attain this objective, 90 IPOs were retrieved from year 2000 until 2017 to 
examine the significant factors that increased the initial return in Pakistan. The secondary data for 
this study is already available on prospectuses and flotation. The significant data extracted from 
prospectus and flotation were pricing mechanism, available premium, offer price, total capital 



1244                            Pricing Mechanism and IPO Initial Return: Evidence from Pakistan Stock Exchange 
 
offered to general public, and total financial leverage. This study selected listed IPOs offered 
between year 2000 and 2017, especially after nuclear test sanction was imposed by the US in year 
1999. This resulted in deteriorating IPO activities due to macroeconomic factors, such as terrorism, 
political instability, and social issues. Subsequently, in 1999, the privatization operations were 
merged into one Privatization Commission. During the Musharraf regime's (1999) privatization 
process got some momentum, resulting in the privatization of many firms that began IPO activities 
after 2000. Table 1.1 shows the overall number of IPOs offered, the amount raised from IPOs, as 
well as overpricing and underpricing for 2000-2017. During this time period, book building pricing 
mechanism was initiated and only 25 IPOs were offered. On the other hand, a total of 65 IPOs was 
offered via fixed pricing mechanism.  
 
Table 1.1 shows the decreasing number of offered IPOs. For instance, only three IPOs were offered 
in 2000 and this pattern was noted for year 2017, while the highest number of offered IPOs was 
recorded for 2005 and 2007, which were 13 and 11 IPOs, respectively. To this end, the overall 
pattern displayed that issuers and investors had lost their confidence to invest in IPO market due 
to macroeconomic factors. During 2000-2008, the amount raised from IPOs was 80 to 250 million 
rupees, whereas 2008-2017 recorded IPOs worth 120 to 290 million rupees. This portrays that after 
implementation of book building in Pakistan market, more funds were raised similar to high initial 
return. In this vein, Table 1.1 depicts that underpricing intensity increased after book building 
adoption. After year 2009, the number of IPOs decreased, but the initial return increased 
comparatively in the presence of book building. Overall, the highest underpricing during 2000-
2017 was 125%, and thereafter, the second highest was 106%. This displays that the overall initial 
return pattern increased after installation of book building because the underwriters increased the 
demand of IPOs via book building. As a result, higher demands generate higher initial return. In 
the IPO context, underpricing is considered as performance indicator, which is measured as the 
difference noted for stock market price at first listing day of trading by firm valuation (offer price). 
It is also known as ‘leave money on the table’ by initial shareholders. Figure 1.2 illustrates the 
overall IPOs offered sector-wise, wherein only investment banking and technology communication 
sectors offered maximum IPOs for year 2000-2017. Hence, it is clear that various factors had 
influenced underpricing. More importantly, after adoption of book building pricing mechanism, 
IPOs were offered based on investor sentiment. As a consequence, appropriate pricing of IPOs 
becomes difficult in Pakistan.  

 
 

Table 1.1: Number of offered IPOs, amount raised, overpricing/underpricing during 2000-2017 

Year No. of IPOs 
offered 

Amount raised in 
million Rs. 

Overpricing 
Mean  

Underpricing 
Mean 

2000 3 80 -19.815% 23.333% 
2001 4 94 0.000% 29.643% 
2002 3 70 -8.500% 33.630% 
2003 4 59 0.000% 39.890% 
2004 10 139 -2.500% 55.778% 
2005 13 181 -6.944% 23.940% 
2006 3 250 0.000% 97.710% 
2007 11 238 -22.400% 71.570% 
2008 9 101 0.000% 142.160% 
2009 4 120 -2.600% 11.030% 
2010 5 250 -4.526% 56.429% 
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Year No. of IPOs 
offered 

Amount raised in 
million Rs. 

Overpricing 
Mean  

Underpricing 
Mean 

2011 4 170 -0.843% 32.510% 
2012 3 129 0.000% 32.570% 
2013 1 163 0.000% 50.000% 
2014 5 195 0.000% 15.210% 
2015 6 190 -6.500% 16.010% 
2016 4 270 -6.810% 106.630% 
2017 3 290 -5.000% 125.290% 

Source: Compiled by authors 
 
 

Figure 1.0: Number of IPOs offered by industry from January 2000 until December 2017 

 
Source: Compiled by authors 
 
In this study, the variables were divided in the categories of dependent, independent, and control 
variables. Initial return is the only dependent variable calculated using both closing and opening 
price measures. Closing price shows the change momentum of first listing day relative to offer 
price, but comparatively opening price measure, also known as market return, explains the opening 
price percentage change relative to offer price on the first day of listing (Handa & Singh, 2017; 
Mohd-Rashid, Abdul Rahim, & Yong, 2014).  Along with closing price, opening price 
measurement offers additional insight in identifying appropriate determinants of initial return in 
Pakistan’s IPO market. Table 1.2 presents the details of the variables embedded in this study 
towards meeting the study objectives.  

 
 

Table 1.2: Summary of variables. 
Variables Symbol Definition Expected 

signs 
Dependent Variable    
Initial return on first 
listing day 

IR close 
 
 

IR opening 

Closing price on the first trading day on the 
secondary market minus offer price, divided by 
offer price. 
Opening price on the first trading day on the 
secondary market minus offer price, divided by 
offer price. 
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Variables Symbol Definition Expected 
signs 

Independent Variables 
Pricing Mechanism DBB Dummy of pricing mechanism (book building 0, 

otherwise fixe price method 1).  
+ 

Premium DPA Dummy of premium offered (without premium 0, 
otherwise with premium 1).  

+/- 

Control variables  
Oversubscription OSR Total number of IPOs subscribed divided by total 

number of offered unit.  
+ 

Risk Risk Risk is reciprocal of offer price that is calculated as 
1 divided by offer price. 

+/- 

Offered to general 
public 

LNOGP Natural logarithm of total shares offered to general 
public.  

+/- 

Firm leverage LNFL Natural logarithm of total financial liabilities at the 
time of issuance of IPOs. 

+/- 

Sources: (Mohd-Rashid, Abdul-Rahim, Che-Yahya, & Tajuddin, 2019a); (Pu and Wang 2015); (Tajuddin, Mohd-Rashid, 
Khaw, & Che-Yahya, 2019); (Mehmood, Mohd-Rashid, & Ahmad, 2020a).  
 
In the light of signalling theory, pricing mechanism and premium offered have signalling potential 
to influence initial return. Therefore, ordinary least square (OLS), quantile regression, robust least 
square and stepwise least square was applied in this study to determine the correlations between 
independent and dependent variables. The two regression equations applied in this study are listed 
in the following:  
 
IR close = a+β1 DBBi+ β2 DPAi + β3 OSR + β4RISKi + β5 LNOGPi + β6 LNFLi + εi (3.1) 
IR opening = a+β1 DBBi+ β2 DPAi + β3 OSR + β4RISKi + β5 LNOGPi + β6 LNFLi + εi (3.2) 
 

This study has two independent variables: The first independent variable is pricing mechanism, 
which was applied as a dummy variable. It showed if the issuer used book building (represented 
by 0) or fixed price (represented by 1) to offer IPOs. The second independent variable is premium, 
which showed if issuers offered IPOs without premium (represented by 0) or with premium 
(represented by 1). Next, this study included four control variables: oversubscription, risk, offered 
capital to public, and financial leverage. Oversubscription, which was measured by the total 
number of IPOs subscribed and divided by the total number of offered IPOs, has a significant 
influence on IPO initial return. Risk is reciprocal of offer price and calculated as 1 divided by offer 
price. Natural log is used for the proxy of the total number of shares offered to general public. 
Financial leverage refers to the total liability at the time of offered IPOs, which is proxy by natural 
log of total liability.  
 
From the extant literature, justification of control variables was drawn. For instance, investor 
demands mean pre-listing demand of IPOs estimated via oversubscription ratio (Mehmood, Mohd-
Rashid, & Ahmad, 2020b). According to Tutuncu (2020), initial return is associated with higher 
demand of new listed IPOs. As for risk of IPO, newly listed firms are riskier, when compared to 
older firms, mainly because new listed firms have more uncertainty and especially, less 
expectations of good future performance (Bansal & Khanna, 2013). Uninformed investors (general 
public) are not informed about the external operations, opportunities, and risks associated to the 
firms. Therefore, high participation of institutions provides signal of quality due to low 
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participation of uninformed investors. Deb and Marisetty (2010) claimed that individual sentiment 
financial leverage is an important accounting variable and it has a direct link with initial return.  

 

4. FINDINGS AND DISCUSSION 
 
Table 1.3 presents the descriptive results of all the study variables. The statistical results contain 
mean, median, maximum, minimum, standard deviation, and statistical sample size. The statistical 
results show that the mean value of initial return (underpricing) is 33.23% for 2000-2017, while 
the highest initial return is 228% and the minimum is -0.1502%.  This signifies that Pakistan had 
higher initial return than other emerging countries, such as Malaysia Che-Yahya, Abdul-Rahim, 
and Mohd-Rashid (2018) and India Handa and Singh (2017) with 28.20% and 22.90% 
underpricing, respectively. The high variation in initial return of IPOs in Pakistan appears to be the 
basic motivation to study factors that influenced the first trading day of return. Hence, book 
building adoption influenced the demand of investors and increased initial return.  
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Table 1.3 shows 25.26% of mean value for dummy variable DBB. Similarly, DPA scored 51.57% 
mean value. The highest IPOs were offered during 2000-2009, but after that period, IPO activities 
reduced tremendously due to macroeconomic factors. In the start of 2009, book building was 
introduced in Pakistan’s IPO market and the maximum number of IPOs was offered via fixed price 
mechanism. More importantly, after implementing the book building pricing mechanism, the initial 
return increased due to information asymmetry, which seemed common across Pakistan. The 
developing nations also reported higher information asymmetry due to market imperfection 
(Eldomiaty, 2008). Book building pricing mechanism is also called ‘demand-generating tool’ 
because it offers good opportunities for issuers to gain maximum proceeds. Hence, initial return is 
considered as compensation due to the involvement of underwriter through informational 
efficiency during the pricing process. As for premium, over the book value; IPOs were priced with 
significant premium in Pakistan. The IPO market condition influenced the IPO price, which 
included a premium in the offer price.  
 
The control variables, such as OSR result, showed minimum 0.973 times and maximum 17.45 
times. On average, the OSR result was 2.563 times, indicating that OSR ratio displayed huge 
variation. Pakistan had lower OSR relative to other countries, such as Malaysia, which was higher 
by 30.45 times (Tajuddin, Mohd-Rashid, Abdullah & Abdul-Rahim, 2015). IPOs are associated 
with various risk levels, such as the minimum risk level reported at 0.043%, while the maximum 
risk level was 11%, and on average, 6.8%. The results indicate that a low level of risk is associated 
with low offer price of IPOs, while higher risk level is linked with higher offer price. The offered 
capital to the general public (uninformed investors) is another essential individual owner who does 
not participate in pricing process. Based on the descriptive outputs, the minimum value of general 
public holdings was PKR 16,249,1000 and the maximum was PKR 2,195,900,000, while the mean 
value was 188,125,000. Financial leverage is the financial debt position of issuers at the time of 
IPO offerings in the market, which explains that more level of debt means higher leverage that 
directly affects the overall operations of a company. As such, the minimum value of financial 
leverage was PKR 10,890,100, and the highest value was PKR 24,837,400,000, while the average 
value was PKR 1,894,830,000; indicating the high financial leverage in Pakistan that negatively 
affected earnings per share.   
 
Figure 1.1 illustrates the total number of IPOs offered, oversubscription, and initial return on the 
first day of trading, which explain the trend from January 2000 until December 2017. Pakistan 
displayed rich IPOs activities prior to 1999 sanctions, but the continuous deterioration in IPO 
activities after that, especially after the implementation of book building. In Pakistan, fixed price 
and book building are used to offer IPOs, but before 2009; only fixed price mechanism was 
employed to offer IPO, wherein the number of offered IPOs was more prior to 2009. Besides IPO 
activities, oversubscription initial return increased continuously after the adoption of book 
building, which appears as very interesting in Pakistan. Under book building pricing mechanism, 
the possibility of initial return is very low because uninformed investors lack quality information, 
hence they bid for higher share price. Nevertheless, capturing investors’ demand through book 
building is possible, thus leading to higher initial return in Pakistan.  In this vein, Khalid and Farhat 
(2018) asserted that after adopting the book building pricing mechanism in Sri Lanka and India, 
their initial return intensity decreased, but in Pakistan; initial return became higher.  
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Figure 1.1: Number of IPO offered, oversubscription, and initial return for 2000-2017 

 
Source: Compiled by authors 
 
Table 1.4 presents the outcomes from the correlation analysis. The results show that DPA is 
negatively correlated, while DBB and OSR are positively correlated with higher correlation 
coefficient. The findings describe absence of multicollinearity problem, mainly because all the 
determining variables had less than 0.62 pairwise correlation. This reflects that strong correlation 
changes the effects of an individual variable on dependent variable (Maddala & Lahiri, 1992). 
Overall, the result reports significant correlation, except for LNFL.  
 
 

Table 1.4: Pearson correlation analysis 
  IR DBB DPA OS RISK LNOGP 
DBB 0.0904**      
DPA -0.1760** 0.0871**     
OSR 0.6164** -0.1663 0.0679**    
RISK -0.0853 -0.3493 -0.6263 -0.0709**   
LNOGP -0.0239 -0.2484 -0.1143 -0.1709 0.0165  
LNFL 0.0028 0.1099 0.0650 0.0039 -0.1356 0.1712 

Notes: ** indicates significant at 5% and *** indicates significant at 1%. IR is initial raw return that is calculated by closing 
price on the first trading day on the secondary market minus offer price, divided by offer price. DBB is dummy of pricing 
mechanism (book building 0, otherwise fixed price method 1). DPA is dummy of premium offered (without premium 0, 
otherwise with premium 1). OSR is total number of IPOs subscribed divided by total number of offered unit. Risk is 
computed from 1 divided by offer price of the first day of listing.  LNOGP is the total amount of shares offered to the 
public. Risk is computed from 1 divided by offer price of the first day of listing. LNFL is financial leverage with long-term 
liability during IPO offering.  
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Table 1.5 presents the outcomes obtained from cross-sectional, quantile, robustness regression, and 
stepwise analyses of all the determining variables. In order to meet the study objectives, the cross-
sectional regression analysis determined the roles of pricing mechanism and premium to explain 
the occurrence of higher initial return in Pakistan. In the cross-sectional analysis, data 
autocorrelation existed, and Durbin Watson is the most useful source to identify autocorrelation. 
In this study, the cross-sectional regression generated dual results based on IR closing and IR opening.  
Therefore, Panel A reports Durbin Watson IR closing (2.086) and IR opening (1.6454). The generated 
results explain that autocorrelation problem existed more in IR closing. The correlation analysis result 
presented in Table 1.4 is consistent with the Durbin Watson result. Furthermore, Panel A reports 
adjusted R2 square of IR closing at 47% and IR opening at 28%, which express the overall variation in 
initial return. The result suggests that IR closing has more contribution than IR opening. Table 1.5 shows 
that the DBB dummy variable is indeed significant to explain initial return at (sig.= 0.0234) and 
the coefficient value is 0.21185. This result indicates that initial return is significantly higher in 
Pakistan after the implementation of book building. This result is similar to that reported in past 
studies  (Pu & Wang, 2015; Song, Tan, & Yi, 2014).  
 
Based on the listing regulation adopted in Pakistan, institutional investors have maximum 75% 
holding proportion of new offerings and 25% shares allocation to the general public. This means; 
the highest quantity of shares is sold to institutional investors, which reflects humongous 
proportion. Under the book building offerings, underwriters have a preferential allocation to raise 
oversubscription of IPOs because with 75% allocation of institutions, underwriters can raise 
information from informed investors. Therefore, underpricing depends on the underwriters’ 
discretion to favour uninformed investors, wherein underpricing is compensation to reveal positive 
information (Mazouz, Mohamed, Saadouni, & Yin, 2017). In this study, premium appeared 
negatively significant to explain initial return of IPO. This result indicates that large firm offerings 
higher premium as compared to small firms that show lower assets volatility and uncertainty in 
their value. Thus, firms having higher premium offerings lower underpricing due to low 
information asymmetry. This result is supported by (Chhabra, Kiran, & Sah, 2017). Similarly, 
Rasbeed et al. (1997) investigated the influential factors of IPO premium price and reported that 
price of premium is significant with risk of IPO, which can lead to higher initial return for initial 
investors. Hence, IPOs are offered at par and premium, while higher premium reflects good quality 
of IPO to generate more demand and higher initial return on the first day of trading. 
 
The justification for the control variables has been drawn from the extant IPO literature. OSR is 
significant with initial return, which is similar to that reported elsewhere (Kayani & Amjad, 2011; 
Khalid & Raheman, 2009). This study suggested that initial return relies on the demand of IPOs. 
According to Mehmood et al., (2020a), investors’ demand increases due to information 
heterogeneity, which can result in increased initial return. Furthermore, the risk of IPOs is 
negatively associated with initial return. This result is contrast with (Mohd-Rashid et al., 2014). 
Thus, it is suggested that risk and return are the major concerns of investors’ attitude towards IPOs 
investment. LNOGP seemed significant to explain initial return, which is consistent with (Khalid 
& Raheman, 2009). This study argued that Pakistan has low portion of general public holding 
regulations. Therefore, high involvement of institutional investors gives signal of quality IPO, 
which tends to increase initial return. LNFL, however, is insignificant to explain initial return. 
Thus, financial leverage is not an IPO success indicator because investors do not care about the 
leverage level of firms.  
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Next, Panel B of Table 1.5 reports the relationship of initial return through quantile regression 
method. The quantile regression is a powerful tool used to describe the characteristics of dependent 
variable at varied levels for more accurate results (Angrist & Pischke, 2008). Based on a prior 
model proposed by Koenker and Bassett (1978), this study used the quantile regression to 
determine robustness. The effects of the independent variable are described through the coefficient 
on initial return of IPO. Based on the reported results, DBB and DPA are positively significant at 
90th percentile, but insignificant at 50th and 10th percentile. OSR is the only variable that is 
significant at 90th, 50th, and 10th quantile. This signified that these significant variables are stronger 
upon initial return of IPO.  
 
Panel C of Table 1.5 reports the relationship of initial return through the robustness regression 
method. Robustness regression is used to estimate results after omitting outliers from the dataset 
to gain results without error. The findings were reported based on IR closing and IR opening initial 
return measurements. DBB and DPA are insignificant, but OSR is only significant in IR closing 
measurement. Meanwhile, DBB is insignificant, whereas DPA, OSR, RISK, and LNOGP are 
significant to explain initial return of IPO in IR opening measurement. The result explains that these 
determinants are stronger in explaining initial return. Lastly, Panel D reports the stepwise 
regression to further estimate the relationship of initial return through the significance of individual 
variables. Through stepwise regression, ‘hunch’ predictors are possible to identify true 
determinants. The result designates the variances in the relationships of the individual variables. 
According to the reported results, DBB, OSR, and LNOGP are positively significant in describing 
IPO initial return, while negatively significant for DPA and RISK. 
 
 

5. CONCLUSION 
 
This paper examined the issues of pricing mechanism and premium in describing the initial return 
phenomenon in Pakistan’s IPO market. This study hypothesised that pricing mechanism and 
premium offered signals of good quality IPO because the book building pricing mechanism 
demands assessment tool to adjust offer price accordingly. High premium shows higher growth to 
investors in terms of quality IPO. Hence, in this study, in testing the hypotheses, four other 
variables were controlled in order to determine the influence of IPO initial return. A total of 90 
IPOs listed on Pakistan’s stock exchange were used as study sample deriving from January 2000 
until December 2017.  
 
The results indicate that pricing mechanism and premium had significant effect on IPO initial 
return. This implies that book building is a price determination tool based on investors’ demands 
and operated by institutional and high net-worth individual investors in Pakistan. The entire process 
of book building is determined by the bidding procedure after patching up investors’ demands 
towards the price. The investors pay high premium for the sake of continuous growth opportunity. 
Thus, the findings of this study indicate that book building pricing mechanism and premium offer 
signals of firm quality and influence the initial return of IPOs. Furthermore, oversubscription, risk 
associated with IPO, and offer of capital to the general public displayed significant influence on 
initial return of IPO. New listing firms issuing IPOs and their performances relied on price 
momentum in Stock Exchange. In this study, new and additional evidence are provided in terms 
of information, which is beneficial for investors in making the accurate decision. More importantly, 
the results exhibit that the influential factor that gives signals in book building tends to raise IPO 
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initial return. From the empirical findings, IPOs offered from book building pricing mechanism 
must ensure important disclosure information of the issuer that might affect the subscribing 
decision of IPO. 
  
Based on the empirical findings, this study provides significant implications, such as investors 
should be more concerned about offer price from book building price mechanism because demand 
generated in book building pricing mechanism has an important bearing on IPO pricing. Second, 
policymakers and regulators may utilise informative findings from this study to deal with issuers 
to disclose information clearly in the prospectus. Finally, this study offers future research avenue 
to others by providing further extension with other variables of IPO from the literature, specifically 
for those countries where book building appears to be the most acceptable method in offering IPOs. 
This study recommends that other macroeconomic institutional quality variables may be 
considered, such as economic outputs (inflation, deflation, GDP), interest rate, corruption, rule of 
law, regulatory quality, government effectiveness, and political stability, as potential determinants 
of IPO initial return. This study suggests that further development of the existing literature is 
possible with the availability of data, such as increase in sample size and use of other useful proxies 
of the given variables. 
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