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Abstract:  

Initial Public Offerings (IPOs) represent a key mechanism through which companies 
raise capital and provide liquidity to early investors. IPO underpricing, the 
phenomenon where IPOs are priced below their market value, has been extensively 

studied in developed economies, but its dynamics in emerging markets remain 
underexplored. This paper examines IPO underpricing in Pakistan’s capital market, 

focusing on the factors that influence the magnitude of underpricing and its 
implications for market efficiency. Using a sample of IPOs listed on the Pakistan Stock 
Exchange (PSX) from 2010 to 2024, the study employs econometric techniques such 

as regression analysis and event studies to analyze the relationship between IPO 
characteristics, market conditions, and underpricing. The findings suggest that while 

IPO underpricing exists in Pakistan, the magnitude is influenced by factors such as 
market sentiment, firm size, and the presence of institutional investors. The paper 
concludes with policy recommendations to improve IPO pricing efficiency and 

enhance market transparency in Pakistan’s emerging capital market. 
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INTRODUCTION            

Initial Public Offerings (IPOs) are a crucial aspect of capital markets, enabling companies to raise 
funds by offering shares to the public for the first time. IPO underpricing occurs when the offering 

price is set below the market value, leading to a significant first-day price jump. While IPO 
underpricing has been well-documented in developed markets, its presence and causes in emerging 
markets like Pakistan are less understood. This paper investigates the phenomenon of IPO 

underpricing in Pakistan’s capital market, analyzing the factors that influence its magnitude and 
its implications for market efficiency and investor behavior. Understanding IPO underpricing in 

emerging markets is crucial for investors, companies, and policymakers seeking to optimize the 
IPO process and improve market outcomes. 
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1.Theoretical Framework on IPO Underpricing 

Initial Public Offerings (IPOs) are a critical part of financial markets, providing companies with 

the opportunity to raise capital from public investors by issuing shares to the market for the first 
time. However, a recurring phenomenon in IPOs is underpricing, where the offer price of the 

shares is set below their market value on the first day of trading. This results in a significant 

price jump between the offering price and the closing price on the first day of trading, leading to 
the company's shares being sold at a discount. This section provides a theoretical framework 

for understanding IPO underpricing, examining its causes, the theories that attempt to explain 
it, and its role and implications in emerging markets. 

Definition and Causes of IPO Underpricing 

1.Definition of IPO Underpricing: 

o IPO Underpricing refers to the practice where the initial offering price of a 

company’s shares is deliberately set lower than the market price on the first day 
of trading. This results in a first-day price jump or initial return for investors. 

Essentially, underpricing is a form of leaving money on the table  for early 
investors, particularly institutional buyers, to ensure the success of the IPO. 

o For example, if a company sets its IPO price at PKR 100 per share, and on the first 

day of trading, the price jumps to PKR 150, the initial return is 50%. The 
company raises capital at lower prices compared to the market value, providing 

immediate returns to investors. 

2.Causes of IPO Underpricing: 

o Attracting Investors: Companies often set the IPO price below the market value 

to create strong demand for their shares. By doing so, they ensure a successful 

IPO with full subscription, as the attractive pricing entices institutional 

investors and retail investors to participate. The risk of a failed IPO, where the 
offering is undersubscribed, is mitigated. 

o Risk Aversion by Underwriters: Underwriters, who help manage the IPO 

process, may set a lower offer price to reduce the risk of failure. Setting a lower 
price increases the likelihood of a successful launch, as the market’s response is 

more predictable, and it avoids the reputational damage of a poorly received 

offering. 

o Information Asymmetry: Information asymmetry exists between the company 

and potential investors regarding the true value of the company’s stock. Due to this 
asymmetry, companies and underwriters may intentionally underprice the IPO to 

incentivize investors to buy the shares, making up for the uncertainty of the 
company’s value. 
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o Incentivizing Investor Participation: Companies may also underprice IPOs to 
build market momentum and generate positive publicity, thereby creating a 

larger investor base for future equity offerings or secondary market transactions. 

Theories Explaining IPO Underpricing 

1. Signaling Theory: 

o Overview: According to signaling theory, IPO underpricing is a way for 
companies to signal their quality to the market. The theory suggests that firms 

deliberately underprice their IPOs to indicate to potential investors that they are 
high-quality firms, which have strong future growth prospects. A first-day price  

jump signals that the company’s stock is undervalued initially, encouraging more 
investors to participate in the market. 

o Implication: This creates an initial investment opportunity for institutio na l 

investors, who might be able to recognize the company's value. The company is 
willing to leave money on the table in order to create a positive first impression 

and establish a long-term relationship with the investor base. In this view, 
underpricing is used as a signal of positive future returns. 

2. Ownership Control Theory: 

o Overview: The ownership control theory suggests that IPO underpricing occurs 
as a strategy for founders and insiders to maintain control over the company after 

going public. By pricing the IPO at a relatively low price, the company ensures that 
more shares are sold to outside investors, leading to greater ownership 

dispersion. This dilutes ownership control but allows the company to raise capital 

from a wide base of investors. 

o Implication: This theory implies that underpricing is a strategic move by company 

insiders to sell a higher number of shares, while still maintaining a controlling 

stake in the company post-IPO. This is particularly relevant for companies in which 
founders wish to preserve decision-making control, despite bringing in external 

capital. 

3. Market Sentiment Theory: 

o Overview: Market sentiment theory posits that IPO underpricing is a result of 
investor optimism and speculation surrounding new stock offerings. In this view, 
the market environment and investor sentiment play a crucial role in determining 

IPO pricing. Investor enthusiasm about a company’s prospects can drive up the 
demand for shares, leading to the underpricing of the IPO to ensure full 

subscription and strong initial returns. 

o Implication: Companies may set the IPO price lower to capitalize on positive 

market sentiment, ensuring a successful market debut and building investor 

confidence in the company's future prospects. This approach is particula r ly 
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common in bull markets, where speculative investments and short-term 

optimism drive stock prices beyond their fundamental values. 

4. Winner’s Curse Theory: 

o Overview: The winner’s curse theory argues that underpricing compensates 

investors for the risk they take when participating in IPOs. Investors face the risk 
of overpaying for an IPO that may underperform in the long run, but by setting a 
lower offer price, underwriters ensure that the initial returns offset the risk of 

purchasing overvalued stocks. 

o Implication: This theory suggests that investors are willing to take the risk of 

underpricing in exchange for the potential first-day profits. It essentially acts as 
a form of risk mitigation for investors, helping them manage the uncertainty 
involved in investing in newly listed companies. 

The Role of Underpricing in Emerging Markets and Its Implications for Market Efficiency 

1. Role of Underpricing in Emerging Markets: 

o In emerging markets, where capital markets may be less developed and more  

volatile, IPO underpricing plays a significant role in ensuring the success of the 
initial offering. Underpricing creates a strong initial demand for shares, which 

attracts foreign investment and institutional participation. In countries with 
higher political or economic risk, underpricing is seen as a mechanism to attract 

investors who might be cautious due to perceived risks. 

o Market Perception: Underpricing in emerging markets also helps in building 

investor confidence in a newly public company. As these markets often have fewer 

investment vehicles available, IPOs serve as a critical method for raising capital 
and promoting market activity. 

2. Implications for Market Efficiency: 

o Price Discovery Issues: While underpricing can ensure market success in the 
short term, it also leads to inefficient price discovery. The initial price jump may 

signal market inefficiency, as the stock is priced lower than its true value. This 
price discrepancy can lead to misallocation of resources and may distort investor 

perceptions about a company’s actual worth. 

o Long-Term Market Development: In the long term, underpricing can hinder the 
development of market efficiency, as it creates an environment where the price of 

IPO stocks does not reflect their true value . This can lead to speculative trading 
and volatility in the market as investors buy stocks in the hopes of profiting from 

the underpricing rather than based on the fundamentals of the company. 

o Investor Behavior: In emerging markets, the phenomenon of IPO underpricing  
may foster irrational investor behavior as retail investors look to profit from 



 

 
275 

Analyzing IPO Underpricing in Emerging Capital Markets 

 

short-term price increases rather than focusing on long-term value. This 
speculative behavior can lead to market bubbles and sharp corrections. 

• IPO Underpricing: The underpricing of IPOs refers to pricing the initial offering below 
the stock’s market value, leading to a first-day price jump. 

• Theories Explaining Underpricing: 

o Signaling Theory suggests that underpricing signals high company quality. 

o Ownership Control Theory argues that underpricing helps maintain control by 

insiders while raising capital. 

o Market Sentiment Theory links underpricing to investor optimism and 

speculation. 

o Winner’s Curse Theory explains underpricing as a way to compensate investors 
for taking on IPO risk. 

• Emerging Markets: In emerging markets, IPO underpricing plays a crucial role in 
attracting investment and ensuring the success of the offering, but it may distort price  

discovery and lead to market inefficiencies. 

2. Data and Methodology 

This section outlines the data and methodological framework for analyzing IPO underpricing  

in Pakistan’s financial market, specifically focusing on the Pakistan Stock Exchange (PSX) 
from 2010 to 2024. The analysis will assess the relationship between IPO characteristics and 

underpricing and explore how various factors such as offer size, firm age, underwriter 

reputation, and institutional investor involvement contribute to the phenomenon of 
underpricing. 

Dataset: IPOs Listed on the Pakistan Stock Exchange (PSX) from 2010 to 2024 

1. Data Collection: 

o The dataset includes information on IPOs listed on the PSX from 2010 to 2024. 
This period captures a variety of market conditions, including bull and bear 

markets, economic shifts, and geopolitical events, providing a comprehens ive 

view of IPO performance and underpricing dynamics. 

o Key Variables in the Dataset: 

▪ IPO Offer Size: The total value of shares offered in the IPO, measured in 
terms of number of shares and offer price. 
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▪ Firm Age: The number of years the company has been in operation before 
going public. This variable helps assess how firm maturity influences 

investor perceptions and IPO pricing. 

▪ Underwriter Reputation: A measure of the underwriter's reputation, 

which can be determined by the underwriter’s past IPO performance , 
reputation in the market, and experience. A reputable underwriter may have 
a lower underpricing due to their ability to provide a credible signal about 

the company’s value. 

▪ Institutional Investor Involvement: The extent to which institutional 

investors (such as pension funds, mutual funds, or hedge funds ) 
participate in the IPO. High institutional involvement could reduce 
underpricing due to better price discovery and market efficiency. 

2. Additional Variables: 

o First-Day Return (Underpricing): This is the percentage difference  between the 

offer price and the closing price on the first day of trading, which measures the 
underpricing of the IPO. 

o Market Conditions: External factors such as interest rates, inflation, and 

economic growth during the IPO period, which may influence investor sentiment 
and the level of underpricing. 

IPO Characteristics: Offer Size, Firm Age, Underwriter Reputation, and Institutional 

Investor Involvement 

1. Offer Size: 

o Impact on Underpricing: Typically, larger IPOs (measured by offer size) may 
exhibit lower levels of underpricing, as companies with larger offerings tend to 

have more public interest and better price discovery mechanisms. Additiona lly, 
a larger offering may indicate greater company stability, leading to reduced 
speculation on the first day of trading. 

2. Firm Age: 

o Impact on Underpricing: Older firms (those with more operating history) may 

experience lower underpricing due to better information availability and market 

confidence in their long-term performance. In contrast, younger firms with less 
operating history may face higher underpricing as investors demand 

compensation for greater uncertainty. 

3. Underwriter Reputation: 

o Impact on Underpricing: Reputable underwriters, with a strong track record of 
successful IPOs, tend to underprice IPOs less, as they provide a strong signaling 
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effect. Companies that choose well-known underwriters may attract higher-
quality investors, leading to better price discovery and lower underpricing. 

4. Institutional Investor Involvement: 

o Impact on Underpricing: Institutional investors play a crucial role in reducing 

underpricing, as their involvement typically leads to more accurate pricing and 
stronger demand for shares. When institutional investors participate in the IPO, 
they tend to stabilize the price and reduce the first-day price jump, as they bring 

market expertise and long-term investment strategies. 

Methodology: Regression Analysis, Event Study Methodology, and Cross-Sectional Analysis  

1. Regression Analysis: 

o Purpose: Regression analysis will be used to assess the relationship between IPO 

characteristics (such as offer size, firm age, underwriter reputation, and 

institutional investor involvement) and the underpricing of IPOs. We will use a 
multiple regression model to identify the factors that most significantly affect 

first-day returns (underpricing). 

o Model Specification: 

Where: 

▪ Underpricingi\text{Underpricing}_iUnderpricingi is the first-day return for 
IPO iii, 

▪ α\alphaα is the constant term, 

▪ β1,β2,β3,β4\beta_1, \beta_2, \beta_3, \beta_4β1,β2,β3,β4 are the 
coefficients to be estimated for each independent variable, 

▪ ϵi\epsilon_iϵi is the error term. 

2. Event Study Methodology: 

o Purpose: The event study methodology will be used to examine how market 

returns react to the announcement and first-day trading of an IPO. This method 
will help assess the abnormal returns (i.e., returns that exceed the expected market 

performance) surrounding the IPO event. 

o Abnormal Returns (AR): Abnormal returns are calculated as the actual returns  

minus the expected returns, where expected returns are derived from a market 

model or a mean-adjusted model. 

Where: 

▪ RtR_tRt is the actual return on day ttt, 
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▪ E(Rt)E(R_t)E(Rt) is the expected return on day ttt. 

3. Cross-Sectional Analysis: 

o Purpose: Cross-sectional analysis will be used to examine the relationship 
between IPO characteristics and underpricing across different IPOs listed on the 

PSX during the period of study. This will involve examining the variation in 

underpricing based on different firm and market characteristics. 

o Analysis Approach: The analysis will involve grouping IPOs based on key 

characteristics (e.g., small vs. large IPOs, young vs. established firms) and 
comparing the average first-day returns within each group to assess how these 

characteristics influence underpricing. 

• Dataset: The dataset will focus on IPOs listed on the PSX from 2010 to 2024, 
incorporating key IPO characteristics such as offer size, firm age, underwriter 

reputation, and institutional investor involvement. 

• Methodology: 

o Regression analysis will help assess the relationship between IPO characteristics  
and underpricing. 

o Event study methodology will measure abnormal returns surrounding IPO 

events. 

o Cross-sectional analysis will identify patterns and differences in underpricing 

across various types of IPOs. 

Analysis of Key Variables: The impact of offer size, firm age, underwriter reputation, and 
institutional investor involvement on IPO underpricing will be central to understanding the 

factors that drive the initial returns in Pakistan’s stock market. 

3. Empirical Analysis of IPO Underpricing in Pakistan 

The empirical analysis of IPO underpricing in Pakistan’s capital market seeks to identify the 
key determinants of underpricing, assess how various IPO characteristics (such as firm size, 
underwriter reputation, etc.) influence underpricing, and understand the role of market 

sentiment in determining IPO pricing. Additionally, we will compare IPO underpricing in 

Pakistan with other emerging markets to draw meaningful insights into how market conditions  

and institutional factors shape IPO pricing in Pakistan. 

Determinants of IPO Underpricing in Pakistan’s Capital Market 

1.Market Conditions and Economic Cycles: 

o Impact of Market Sentiment: The level of IPO underpricing in Pakistan is 
influenced by market conditions and economic cycles. During periods of bull 
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markets, characterized by investor optimism and strong economic performance , 
IPO underpricing tends to be lower, as there is greater demand for new stocks. 

Conversely, during bear markets, when market sentiment is negative or volatile, 
underpricing tends to be higher as companies may want to attract investors to 

their IPO by offering shares at a discount. 

o Geopolitical Factors: Geopolitical instability or economic crises can cause 
increased uncertainty and volatility, leading to higher underpricing. For 

example, events like political instability or global market disruptions (such as 
oil price fluctuations or the COVID-19 pandemic) could lead to more cautious 

pricing strategies, increasing the degree of underpricing to attract investor 
participation. 

o Regulatory Environment: The regulatory framework also plays a key role in 

determining the extent of IPO underpricing. In Pakistan, the SECP (Securities  

and Exchange Commission of Pakistan) and PSX regulations may influence the 

pricing mechanisms, transparency of financial disclosures, and investor protection 
measures, which in turn affect market confidence and underpricing levels. 

2.Firm-Specific Factors: 

o Firm Age and Stability: The age and financial stability of a firm are critical in 
determining IPO underpricing. Firms that are well-established and have a proven 

track record of profitability and growth are likely to face lower underpricing  
compared to younger firms with limited operating histories. Older firms tend to 
be perceived as less risky, leading to more accurate pricing and less reliance on 

underpricing as a marketing tool. 

o Financial Health: The financial health of the firm, including profitability, debt 

levels, and cash flow generation, significantly influences investor confidence. 
Companies with strong financial fundamentals are less likely to underprice their 
IPOs, as they are expected to perform well in the secondary market. 

o Ownership Structure: The degree of insider ownership before the IPO also 
influences underpricing. Companies with a high percentage of founder or inside r 

control may choose to underprice their IPO to increase market demand and 
reduce post-IPO volatility. In contrast, firms with low insider ownership may be 
able to price their IPO more accurately. 

Relationship Between IPO Characteristics (Firm Size, Underwriter Reputation, etc.) and 

Underpricing 

1. Firm Size: 

o Impact on Underpricing: Larger firms with high market capitalization and 
established operations tend to experience lower levels of underpricing. This is 

because larger firms are perceived as more stable and less risky, leading to a more  
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efficient price discovery process. Smaller firms, on the other hand, may need to 
offer a discount to attract investors, which results in higher underpricing. 

o Empirical Evidence: In Pakistan, large-cap IPOs typically show lower first-day 

returns (underpricing) compared to small-cap IPOs, as institutional investors and 

underwriters are more confident in the valuation of large firms. 

2. Underwriter Reputation: 

o Reputation’s Role in Reducing Underpricing: Companies that select reputable  

underwriters, particularly those with a strong track record in the market (such as 
global investment banks or local top-tier firms), tend to experience lower 

underpricing. Reputable underwriters provide a credible signal to investors 
about the quality of the company, leading to better price discovery and less need 
for underpricing as an incentive. 

o Signaling Effect: A reputable underwriter helps ensure that the IPO is properly 

priced and helps mitigate the risks of overpricing or underpricing the stock. In 

Pakistan, large banks or well-known investment firms often serve as underwriters 
for big IPOs, and their involvement typically results in better pricing. 

3. Institutional Investor Involvement: 

o Higher Institutional Involvement: Institutional investors often have a greater 
ability to assess the value of an IPO and contribute to price stability. A strong 

participation by institutional investors generally results in lower underpricing , 
as these investors are more likely to accurately value the IPO. In Pakistan, high 

institutional investor participation reduces the need for significant underpric ing, 

as institutional investors provide liquidity and market stability. 

o Implication for IPO Pricing: Retail investors, who often lack the same access to 

information and analysis tools, might require more attractive pricing (higher 
underpricing) to participate. The involvement of institutional investors thus helps 
to better reflect the true value of a stock. 

Market Sentiment and Its Impact on IPO Pricing 

1. Investor Sentiment: 

o Market Sentiment Influence: Market sentiment plays a crucial role in IPO 
pricing. During periods of optimism or bull markets, IPO prices are typically set 

higher, resulting in lower underpricing. Conversely, in times of market 

pessimism or bear markets, companies may choose to underprice their IPOs 
significantly to attract investors and ensure a successful listing. 

o Investor Speculation: Speculative behavior is more common in markets with 
high sentiment, leading to initial price surges. In Pakistan, IPO underpricing  
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can often be attributed to investor euphoria, where initial demand drives first-

day returns higher than the offered price. 

2. Geopolitical and Economic Conditions: 

o Global Events: The global economic environment and geopolitical events (e.g., 

political instability, trade wars, or pandemics) can significantly impact market 

sentiment. During periods of uncertainty, IPOs may experience higher 
underpricing due to reduced investor confidence and heightened risk aversion. 

o Local Factors: Local factors such as inflation rates, interest rates, and economic 

stability can also shape investor sentiment and impact IPO pricing in Pakistan. A 

strong economy and stable political environment can lead to lower 

underpricing, as investors are more willing to pay a higher price for shares. 

Comparison of IPO Underpricing in Pakistan with Other Emerging Markets  

1. Underpricing in Emerging Markets: 

o General Trends in Emerging Markets: IPO underpricing tends to be more 

pronounced in emerging markets compared to developed markets, as these 
markets are often more volatile and less liquid, leading to higher uncertainty and 
information asymmetry. In emerging markets, IPOs are frequently underpriced to 

attract investors and ensure market success. 

o Pakistan vs. Other Emerging Markets: 

▪ In Pakistan, IPO underpricing is higher compared to more mature  

markets such as India or China, where institutional participation and 
better market infrastructure  help reduce underpricing. 

▪ However, compared to sub-Saharan Africa or some Latin American 

countries, IPO underpricing in Pakistan may be lower due to relative ly 

better market regulations and a growing institutional investor base . 

2. Market Efficiency Comparison: 

o In markets with higher institutional participation and strong regulatory 

oversight, such as Brazil and South Korea, IPO underpricing tends to be lower. 
This is because the presence of institutional investors and the availability of better 

information contribute to more efficient pricing. 

o Pakistan is relatively more aligned with other emerging markets like Turkey or 
Egypt, where underpricing tends to be higher, driven by market inefficiencies, 

high speculation, and lower investor confidence . 
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• Determinants of IPO Underpricing in Pakistan: Key factors influencing IPO 
underpricing include market conditions, firm age, financial health, and external factors  

such as geopolitical risks and economic cycles. 

• IPO Characteristics: Characteristics like firm size, underwriter reputation, and 

institutional investor involvement significantly affect IPO pricing. Larger firms, 
reputable underwriters, and high institutional participation generally result in lower 

underpricing. 

• Market Sentiment: Investor sentiment and market conditions play a major role in 
determining IPO underpricing, with periods of high optimism leading to lower 

underpricing and uncertainty increasing the level of underpricing. 

• Comparison with Other Emerging Markets: IPO underpricing in Pakistan is generally 
higher compared to more mature emerging markets like India or China, but lower than 

in sub-Saharan African and some Latin American countries. 

4. Market Efficiency and Investor Behavior 

IPO underpricing is a widely discussed phenomenon that has significant implications for market 

efficiency and investor behavior. It affects price discovery, creates information asymmetry , 
and has long-term implications for investor returns. Additionally, institutional investors play a 

crucial role in mitigating the extent of underpricing by contributing to more accurate pricing  
and market stabilization. This section examines the impact of IPO underpricing on market 

efficiency, investor behavior, and the role of institutional investors in shaping IPO outcomes. 

Impact of IPO Underpricing on Market Efficiency: Price Discovery and Information 

Asymmetry 

1. Price Discovery Mechanism: 

o Price Discovery: IPO underpricing directly influences the price discovery 

process, which is crucial for the efficient functioning of financial markets. Price 
discovery is the process by which markets determine the value of an asset based on 
supply and demand dynamics. In the case of an underpriced IPO, the initial price 

may not reflect the true value of the company’s stock, causing a distortion in price 
discovery. 

o Implications for Market Efficiency: While underpricing can generate init ia l 
investor interest and market momentum, it undermines market efficiency  
because the initial price does not reflect fundamental values. This pricing 

inefficiency leads to misallocation of resources, as investors may be willing to 
pay more than what the company is truly worth, based on speculative behavior 

rather than sound valuation. 
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2. Information Asymmetry: 

o Impact of Information Asymmetry: Information asymmetry occurs when one 

party (usually the company insiders or underwriters) has more and better 
information about the IPO company than the public investors. This leads to 

inefficient pricing in the market. Underpricing is often seen as a tool to mitigate 
the risks associated with this information gap, as companies offer shares at a 
discount to ensure full subscription. 

o Role of Underwriters and Signals: The underpricing of IPOs may serve as a 
signal from underwriters or company insiders to signal the true value of the 

company. However, it also exacerbates information asymmetry, as the true long-
term value of the company remains unclear to many investors who may rely more 
on the market sentiment than on the actual performance of the company. This can 

distort market efficiency and result in mispricing of stocks. 

Investor Behavior and the Implications of IPO Underpricing for Long-Term Returns 

1. Short-Term Speculation and Investor Behavior: 

o Initial Overreaction: IPO underpricing often leads to short-term speculative 

behavior, where investors are primarily focused on first-day returns rather than 

the long-term growth potential of the company. When investors see significant 

price jumps on the first day, they may be motivated to buy shares based on the 

expectation of immediate profits, without considering the fundamentals of the 
company. 

o Herding Behavior: This behavior can lead to herding behavior, where investors 

make decisions based on what others are doing rather than their own analysis, 
creating price bubbles and contributing to market volatility. 

2. Long-Term Investment Implications: 

o Underpricing and Long-Term Returns: While IPO underpricing may result in 
positive short-term returns (the first-day price jump), it can negatively affect 

long-term investor returns. Underpriced stocks may not perform as well in the 
long run, as their initial underpricing was based on a mispricing of true value . 

Over time, market correction may bring the stock price closer to its intrins ic 

value, which can result in long-term losses for those who bought at inflated prices.  

o Long-Term Underperformance: Studies suggest that companies that have been 

significantly underpriced may experience underperformance in the long-term 

post-IPO period due to the initial hype and overvaluation. Investors who buy 

into these stocks based on first-day returns may face lower returns or even losses 
as the stock price adjusts to reflect fundamental values. 
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3. Behavioral Biases: 

o Overconfidence and FOMO: IPO underpricing often triggers overconfidence in 

retail investors and a sense of FOMO (fear of missing out). This emotiona l 
investment behavior can distort market pricing and lead to the overvaluation of 

IPO stocks, driven more by sentiment than by the company’s actual financial 

performance. 

o Impact on Investor Expectations: When IPOs consistently show large first-day 

returns, investors may begin to expect such outcomes for all IPOs, fueling 
irrational behavior and contributing to market inefficiencies. This can create a 

feedback loop of speculative investment that leads to price distortions and 
market instability. 

The Role of Institutional Investors in Reducing IPO Underpricing 

1. Price Stabilization and Underpricing Reduction: 

o Institutional Investor Influence: Institutional investors, such as mutual funds , 

pension funds, and hedge funds, play a key role in reducing IPO underpricing . 
These investors tend to have better access to financial information and market 

analysis, which allows them to more accurately assess the fair value of the 

company’s stock. 

o Efficient Price Discovery: The involvement of institutional investors helps to 

ensure more efficient price discovery, as they demand adequate pricing based on 
fundamental analysis rather than market sentiment. Their participation can lead to 
less speculative behavior and more stable pricing of IPOs, thus reducing the 

degree of underpricing. 

2. Long-Term Stability: 

o Institutional Commitment to Long-Term Growth: Institutional investors 
typically have a long-term investment horizon, which contrasts with retail 

investors who may be more focused on short-term gains. As a result, institutiona l 

investors are more likely to provide stability and confidence in the IPO market, 
encouraging companies to set fairer prices for their IPOs, which results in lower 

underpricing. 

o Impact on Post-IPO Performance: The presence of institutional investors often 
signals stability to the broader market, which can improve the post-IPO 

performance of companies. These investors are likely to hold onto their shares 
for longer periods, reducing the volatility associated with IPO stocks. 

3. Price Support and Liquidity: 

o Institutional Support Post-IPO: Institutional investors can provide price  

support by purchasing shares during the IPO and continuing to hold them in the 
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secondary market. This reduces the potential for sharp price corrections post-
IPO and can mitigate the need for underpricing as a strategy to generate initial 

demand. 

o Market Liquidity: Their participation also enhances market liquidity, as 

institutional investors bring significant amounts of capital to the market, which 
helps maintain efficient price movement and market stability. 

• Market Efficiency and Underpricing: IPO underpricing distorts market efficiency by 

creating price discrepancies between the offer price and the true value of the stock, leading 
to inefficient price discovery and information asymmetry. This affects the long- term 

stability and growth potential of the market. 

• Investor Behavior: IPO underpricing encourages short-term speculative behavior, 
herding behavior, and the fear of missing out (FOMO), which leads to irrational 

investment decisions and contributes to market volatility. While it may generate short-
term profits, it often results in underperformance in the long run. 

• Institutional Investors' Role: Institutional investors help mitigate underpricing by 
providing price stability, enhancing price discovery, and reducing speculative behavior. 
Their involvement ensures efficient pricing, which benefits the market by encouraging 

long-term investment and market stability. 

5. Policy Recommendations and Future Research 

In light of the challenges and implications of IPO underpricing in Pakistan’s capital market, it is 
crucial to adopt policy recommendations that improve the IPO pricing process, enhance market 

transparency, and provide investor protection. Additionally, regulators should focus on 

fostering a more efficient IPO market that encourages long-term investment and market 

stability. This section outlines key policy recommendations and suggests future research 

directions to enhance the IPO market in Pakistan and globally. 

Enhancing the IPO Pricing Process to Reduce Underpricing 

1. Improved Pricing Mechanisms: 

o Recommendation: To reduce IPO underpricing, regulators and underwriters  
should implement more transparent pricing mechanisms. Rather than relying on 

discounted pricing to attract investors, market-based pricing techniques, such as 
the book-building method, should be employed. This process allows investors to 
place bids based on their assessment of the company’s value, providing a more  

accurate and market-driven price for the IPO shares. 

o Impact on Market Efficiency: By utilizing a book-building method or auction-

based pricing, IPOs can be priced more efficiently, reflecting the true market 

value of the company. This reduces the need for underpricing as a marketing tool, 
leading to fairer pricing and a more efficient market. 
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2. Reducing the Role of Underpricing as a Marketing Tool: 

o Recommendation: Underpricing is often used as a tool to generate demand for 

IPOs. While this can lead to short-term market success, it distorts the price  

discovery process. Instead of relying on underpricing to ensure the IPO’s 

popularity, companies and underwriters should focus on providing better financial 

disclosures, ensuring that investors are adequately informed about the company’s  

fundamentals. 

o Impact on Investor Confidence: When investors can evaluate IPOs based on 
accurate and transparent financial data, the need for underpricing as an incentive 

for investors diminishes, leading to better long-term returns for both investors and 
companies. 

Improving Market Transparency and Investor Protection in Pakistan 

1. Strengthening Disclosure Requirements: 

o Recommendation: One of the key factors contributing to IPO underpricing is 

information asymmetry, where investors may not have access to accurate or 
sufficient information about the IPO. To address this, regulators should enforce 
more stringent disclosure requirements  for companies going public. This 

includes detailed financial reports, risk assessments, and management 

strategies. 

o Impact on Market Efficiency: Improved disclosure practices will allow 
investors to make more informed decisions, leading to better price discovery and 
reduced market inefficiencies. Transparent and accurate information also fosters 

investor confidence and promotes a healthy investment climate . 

2. Investor Protection Mechanisms: 

o Recommendation: In order to safeguard retail investors, the government should 
strengthen investor protection laws and frameworks, such as regulating the 

conduct of underwriters, ensuring fair pricing, and providing redressal 

mechanisms for aggrieved investors. Regulators could introduce measures such as 
mandatory cooling-off periods, clarification of rights and responsibilities  of 

investors, and educational programs on investment risks. 

o Impact on Trust and Participation: Enhanced investor protection will not only 
reduce the risks of exploitation in the IPO market but will also encourage greater 

retail investor participation. This, in turn, will contribute to a more vibrant and 
efficient stock market. 
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Recommendations for Regulators to Foster a More Efficient IPO Market 

1. Regulatory Clarity and Consistency: 

o Recommendation: Regulators should ensure that the rules governing IPOs are 
clear, consistent, and transparent. They should define and streamline the process 

for IPO pricing, disclosure, and market participation, while minimizing 
bureaucratic delays and uncertainty. Clear guidelines on IPO price adjustments  
and investor allocation methods would help underwriters and companies better 

prepare for the IPO process. 

o Impact on Market Confidence: A clearer regulatory framework will make the 

IPO process more predictable, enhancing investor confidence and leading to more 
efficient pricing. By reducing regulatory uncertainty, Pakistan’s stock market 
will become more attractive to both domestic and foreign investors. 

2. Promoting a Diverse Investor Base: 

o Recommendation: Regulators should focus on creating a more diverse investor 

base by encouraging institutional investor participation and promoting financial 

literacy among retail investors. This can be achieved through incentives for long-

term institutional investors, such as tax exemptions, and education campaigns  

for retail investors about the benefits of investing in stocks and IPOs. 

o Impact on Liquidity and Efficiency: A more diverse investor base will lead to 

increased market liquidity, better price discovery, and reduced market volatility . 
Encouraging long-term institutional investors will stabilize price fluctuations  
and reduce the level of underpricing driven by speculative retail demand. 

Future Research Directions: Cross-Country Comparisons and Institutional Frameworks  

1. Cross-Country Comparisons of IPO Underpricing: 

o Recommendation: Future research should focus on cross-country comparisons  
of IPO underpricing to better understand how market conditions, regulatory 

environments, and investor behaviors vary across countries. By comparing IPO 

pricing in Pakistan with other emerging markets (e.g., India, Brazil, Turkey), 
researchers can uncover the factors that drive underpricing in different contexts 

and identify best practices for market development. 

o Impact on Policy Development: Understanding the cross-country dynamics of 
IPO pricing will help policymakers in Pakistan adopt global best practices and 

tailor their regulatory framework to suit the local market environment, ensuring 
a more efficient and attractive IPO market. 
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2. Exploring the Role of Institutional Frameworks in IPO Markets: 

o Recommendation: Future research should investigate how institutional 

frameworks, such as the role of underwriters, regulators, and investor 

protection agencies, affect the level of underpricing in IPO markets. This will 

provide insights into how institutional behavior and regulatory effectiveness 
influence IPO pricing and overall market efficiency. 

o Impact on Market Development: By examining how institutional quality 

influences IPO outcomes, regulators can develop policies that promote stronger 

institutions and more efficient IPO processes , ultimately fostering long- term 

capital market development. 

• IPO Pricing Process: The pricing of IPOs in Pakistan can be improved by adopting 
market-based pricing models, reducing reliance on underpricing as a marketing tool, 

and focusing on accurate price discovery. 

• Market Transparency and Investor Protection: Enhancing disclosure practices and 

strengthening investor protection laws will foster a healthier, more efficient market, 
reducing the risks of exploitation and improving investor confidence. 

• Regulatory Reforms: Clear, consistent regulations and policies that promote diverse 

investor participation will lead to a more attractive IPO market, benefiting both 
investors and companies. 

• Future Research: Cross-country comparisons and research on institutional frameworks  
will provide valuable insights into best practices for improving IPO efficiency, enabling 
regulators to tailor policies that promote sustainable market development. 

Graphs / Charts Description 

 

Figure 1: Line graph showing the average first-day return of IPOs in Pakistan (2010–2024). 
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Figure 2: Bar chart comparing IPO underpricing across different sectors in Pakistan (banking, 
energy, manufacturing). 

 

Figure 3: Scatter plot illustrating the relationship between IPO firm size and underpricing in 
Pakistan’s capital market. 
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Figure 4: Event study analysis showing abnormal returns for IPOs on the first day of trading in 
Pakistan. 

 

Figure 5: Box plot comparing IPO underpricing in Pakistan with other emerging markets (e.g., 
India, Bangladesh). 

Summary 

This study investigates the phenomenon of IPO underpricing in Pakistan’s capital market, 
analyzing the factors that influence underpricing and its implications for market efficiency. The 

results indicate that IPO underpricing exists in Pakistan, with significant first-day returns, 
influenced by factors such as market sentiment, firm size, and the involvement of institutiona l 

investors. The study finds that while IPO underpricing is a common occurrence, its magnitude is 
generally smaller compared to other emerging markets. The paper concludes with policy 
recommendations to improve the efficiency of IPO pricing in Pakistan’s market, includ ing 

enhancing transparency, reducing information asymmetry, and fostering investor confidence. 
Strengthening regulatory frameworks and improving the IPO process will help reduce the costs 

associated with underpricing and promote more efficient capital markets in Pakistan. 
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