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Investor Preferences, Mutual Fund Flows, and the Timing of 1POs

Abstract

| examine the role of investor preference on firmsctision regarding initial public offerings. It
is crucial for first time issuers to understand tvhaarket desires in order to successfully
complete the IPO process. In this study, | lookaestor preference from two aspects: investor
sentiment and investor risk preference. Using mgnipen-end mutual fund flows as a proxy
for investor sentiment, | find that IPO volume, hdtawals, underpricing, and price revision are
all related to my fund flows proxy. Issuers’ filirdecisions are also affected by the predicted
sentiment for the expected IPO month. | also hypsite that a going public firm will try to
issue its IPO when investor risk preference is fable to the firm’s own risk characteristics.
Using the difference between flows into equity nalitiunds and flows into bond mutual funds
as a proxy for investor risk preference, | findttha issuing firm attempts to issue shares when
investors risk preference is favorable to the firBmpirical results suggest that issuers
incorporate not only general investor sentimentais investor risk preference into their issuing
and filing decisions.



I ntroduction

In this study, | empirically examine the role oWastor preference measured by mutual fund
flows in the entire initial public offering (IPO)rpcess. There are two aspects of investor
preferences: general sentiment and risk preferdngestor sentiment indicates how optimistic
investors are about the security markets at angngpoint® Investor risk preference may change
from time to time that leads to desires for semsitwith different risk features. They could
therefore be important considerations for firmsakhare planning to go public. The entire IPO
process includes issuers’ filing behavior, pricevigiens, withdrawal activities, issuance
decisions, and eventual underpricing. Sentimenthiexplain hot and cold IPO markets
featuring high and low number of equity issues,cpeals from IPO activities, and IPO
underpricing’ For instance, if investor sentiment is particylarigh, then markets will have a
higher demand for equity, making it a favorabledita issue new equity.

Hot IPO markets and high first-day returns havegldreen documented in financial
academic researéhLowry and Schwert (2002) show that more compatées to go public
following periods of high initial returns. PastarcaVeronesi (2005) develop a model of optimal
timing in which IPO volume fluctuates due to timariation in market conditions. Lowry (2003)
further examines the determinants of IPO volume sughests that capital demands of private
firms, adverse-selection cost of issuing equityd #me level of investor optimism can explain
these fluctuations. While IPO volumes and undenpgichave been studied in the literature,
Ljunggvist, Nanda, and Singh (2006) provide a thgcal model to link underpricing, hot IPO

markets, and long-run underperformance to invesgatiment.

2 For more discussion on investor sentiment, sebdia, Shleifer, and Vishny (1998), DeLong, Shieifummers,
and Waldmann (1990a), and DelLong, Shleifer, Sumpnaet Waldmann (1990Db).

% See Ritter (1984) and Helwege and Liang (2004pafdiscussion of hot and cold IPO markets.

* See Ibbotson and Jaffe (1975), Ibottson, Sindafa,Ritter (1988, 1994).



A recentWall Street Journaérticle suggests that large Wall Street firms hgoed reason
to prefer the traditional model known as “book Hunb” when advising a private firm on the
going public decision. Using book building “entagsauging the interest of hedge funds and
mutual funds in an offering” (July 6, 2005, C1).d&obuilding is selected by the majority of
issuers and underwriters to better evaluate invgsteference and promote issuance. In this
paper, | use monthly open-end mutual fund flowpraxy for investor sentiment. Mutual funds
have grown in popularity over the past few decadexording to the Investment Company
Institute, registered investment companies manhgesingle largest component of household
assets. The popularity of funds among individuakstors makes it a logical place to look for
investor preference. Equity fund managers withinfows will be more inclined to invest in
IPOs since they need to invest this cash somewhdiee equity market. Thus, | regard higher
net inflows into equity mutual funds as indicatigé investor sentiment favorable to equity
issuance.

The second aspect of this study examines the oakitip between IPO risk characteristics
and investor risk preference at the time. Givenuhigue characteristics of fund flows, investor
risk preferences can be inferred based on fundsfiono different risk-classes of securities. This
study adds to the IPO literature by linking investek preference to the risk characteristics of
IPOs. In addition to investor sentiment changingraime, investors’ attitudes toward risk may
also change. While related to sentiment, invessirpreferences might play an additional role in
the IPO market. Even in a cold market, when theeefewer IPOs, if investors are relatively
more risk averse, then market conditions might lweenfavorable for safer companies to go

public. In this study, | intend to capture the saparoles that investor sentiment and investor



risk preference each play in influencing firms’ aes related to the IPO process such as timing
and filing decisions.

As a first step, | examine whether sentiment, messuiy equity fund flows, impacts
issuing activities. Several studies suggest thatditry to time the market when issuing new
equity (Schultz, 2003). Lee, Shleifer, and ThalE991) propose using the discount on closed-
end funds to proxy for investor sentiment. Theyuioent a relation between closed-end fund
discounts and annual IPO volume that suggests timvesntiment is important in determining
when firms go public.

Previous research has examined cycles in the unde and timing of IPOS.If the
demand for new securities is low, then firms thadase to go public may be unable to raise
enough capital and will have to withdraw their offigs. If, on the other hand, investor sentiment
is high, then there can be windows of opportumtyvhich firms offer new shares to the public.
Successfully timing of these windows enables issuer raise sufficient capital in order to
support their future projects. Baker and Wurgled02) suggest that capital structure is the
cumulative outcome of past attempts to time thatgquoarket. Investor sentiment could be an
important consideration for firms that are plannio@o public

Using fund flows to measure sentiment and invesigk preferences provides several
advantages. Mutual fund flow data measures theahdilar amounts that are being directed
into security markets. As large portions of IPOrskaare subscribed by institutional investors
(Hanley and Wilhelm, 1995; Aggarwal et al., 200frigqvist and Wilhelm, 2002) that include
mutual fund companies, fund flows provide directioations of how optimistic IPO participants

feel about the security markets at any given pdiimns attempt to time their IPOs to exploit

® See, for example, Ritter (1984) and Helwege aiaahdi(2004).



favorable market sentimefhConsistent with this argument, we find that thenber of IPOs is
positively related to mutual fund flows in the setanonths leading up to the IPO. On the other
hand, the number of withdrawn IPOs is found to egatively related to concurrent equity fund
flows.

To further understand how sentiment becomes incated into the IPO process, | examine
issuers’ filing behavior. Lowry and Schwert (20G2)d that firms tend to file IPOs following
periods of high initial returns because high resweflect positive information learned during the
registration period. | expect issuers to rationdlly with the Securities Exchange Commission
(SEC) only when they believe that the expectedréusentiment will remain high during the
expected IPO month. Consistent with this hypothesignd a positive relation between the
number of IPO filings and the predicted investontseent during the expected IPO issuance
month.

Ljungqvist, Nanda, and Singh (2006) and DerrierDB)Quse investor sentiment to explain
the partial adjustment phenomenon and the degreendérpricing. Ljunggvist, Nanda, and
Singh argue that underpricing occur as fair comatms to the regulars for carrying IPO stock
in inventory because sentiment demand may disappearaturely. My study follows the same
stream of thought by examining the link betweereoffrice revision and underpricing to the
fund flow proxy of investor sentiment. | find thaderpricing is more severe in months in which
there are higher mutual fund flows. Moreover, timalfoffer price revision is positively affected
by the sentiment at the time of setting the price.

Previous studies do not consider the impact ofstorerisk preferences on the IPO process.
Figure 2 illustrates how a change in investor ps&ferences pivots the security market line,

resulting in varying changes in valuation for firm#th different levels of risk. For example,

® See Figure 1 for more discussions.



higher risk firms may face lower valuation discauit periods of low risk aversion. There is

less of a chance of undervaluation for high ris©$HAn a market when investors are less risk
averse. To exploit the favorable condition, higtkrlPOs come to the capital market at a time
when investor risk aversion is low. Therefore, r&k Ibetween firm characteristics and investor
risk preferences is expected, and IPO volume aodegds should also be related to investor risk
preferences.

Using the difference between flows into equity nalittunds and flows into bond mutual
funds as a proxy for investor risk preference, araine whether issuers time their offering in
periods where investor sentiment is conducive gads in their risk category. | find that issuers
bring the companies public at times when their dlséracteristics are favored by investors. Thus,
issuers’ time the market keeping in mind both gaharvestor sentiment and investor risk
preferences.

This paper adds to the existing literature on IHCke following ways. First, | use monthly
open-end mutual fund flows as a measure of invesgotiment. Fund flows measure the actual
dollar amount being directed into the capital mar&ad give issuers sense on how much
investors demand for equity investments. Secomelate these flows to different aspects of the
IPO process like the incidence of hot and cold B@les, filing behavior, price revision, and
eventual underpricing.Third, the unique characteristics of fund flowsoal me to make
inferences on investor risk preferences at any amk to relate these preferences to IPO firms’
issuing and filing decisions. Issuers may attenoptake advantage of a favorable market by

matching their firm risk characteristics with int@srisk preference at the time.

"I also investigate whether specific sector sentimeists in the market. Analyzing sector flows te tutility,

healthcare, technology, finance, and natural resoindustries, | find that for every $100 millioncrease in the
prior month’s sector fund flows, the current sedi®®© proceeds increase by $47 million. Further, pbsitive

impact of current sentiment on underpricing aneoffrice setting also holds at the sector level.



This paper is organized as follows. Section | dises the IPO process and related literature.
Section Il describes the IPO data, investor semtipend risk preferences proxies measured by
fund flows. Section Il examines the time-seriektiens among fund flows and IPO volume,
firms filing behavior, underpricing, and price reian. Section IV addresses the role of investor
risk preferences on firms issuing and filing adies. Finally, Section V summarizes and

concludes the paper.

|. Related Literature and Hypotheses Development
A. IPO Process

The IPO process begins with a team meeting thatllystakes place six to eight weeks
before a company officially registers with tBecurities and Exchange Commiss{&EC)® An
IPO team consists of the lead investment bank,caoumtant, and a law firm. During this time
period, the IPO team develops the company’s pragpeahich includes company financial data
for the past five years, information on the managetinteam, and a description of target markets,
competitors, and growth strategy.

Once the preliminary prospectus is filed with tHeCS the lead underwriter assembles a
syndicate of other investment banks that will higlpsell the deal. Each bank in the syndicate
gathers information from clients to gauge initiahthnd. The next step in the IPO process is the
road show, where the company management team presisective investors and presents their
business plan.

Once the road show ends and the final prospectdedkared effective by the SEC, the
company management meets with its investment bardetide the final offering price. If the

deal is especially hot, the offering price may tove the mid filing price or close to the high

8 IPO process information is gathered from http:Awsharebuilder.com/about_us/articles/ipo/article®.h



filing price. Once the final offering price has besgreed upon, an IPO will start trading the next
day in the market.

In total, the IPO process can take from four tolé@emonths from the first “all-hands”
meeting to the closing date. The process involwes separate phases preparation for
registration, which is within management’s contotl can take from two months to a year, and
registration with the security authority, which éepls on the workload of the SEC and can take
a few weeks to several months.

The firm going public makes three timing decisionie first is the decision to go public
and start assembling an IPO team; this timing datis rarely available to the general public.
The second decision is when to file registrationhvthe SEC authority. After or during its
prospectus is reviewed by the SEC, the firm goimdplip decides whether to issue or to
withdraw from the market based on market conditiand the initial demand from prospective
investors. The filing date and issue date of e& has an official record with the government
agency. This study examines the factors that affiects’ filing, withdrawing, and issuing

decisions based on these official records.

B. Hypothesis Development

This study examines the relations between investmtiment, measured by equity fund
flows, and activities in the IPO process. Warth£#995) and Cha and Lee (2001) employ
monthly equity mutual fund flows as a proxy for eggate demand; Warther suggests that
mutual fund flows are a logical place to look fodicators of unsophisticated investor sentiment.

Brown et al. (2005) find that daily fund flows che used as a proxy for investor sentiment and

® Information gathered from “Going public: everythigiou need to know to take your company publicluiding
internet direct public offerings” by James B. Arkeier with Ron Schultz, 1998 and from “The Ernst éuvig
Guide to Taking Your Company Public”, 1995.



construct a simple sentiment factor consistingqfity fund flows and metal fund flows. This
robustness check provides a similar magnitude plagatory power for the sentiment premium.
Frazzini and Lamont (2005) look into the ownersbipmutual fund in each stock to infer
individual investor sentiment. Building on theseadsés, this paper uses monthly U.S. open-end
equity fund flows as proxies for investor sentimant uses the difference between equity and
bond fund flows as proxies for investor risk prefezes. The unique fund flows proxy allows us
to observe investor demand for stocks and inveghitolerance based on flows into funds with
different risk objectives.

Underpricing of IPOs has long been documented m PO literature. Ritter (1984)
analyzes the hot issue market of early 1980s, dwvhich the average first-day return was
48.4%. Each hot issue market period was followecaldgrge and prolonged increase in IPO
volume. Using a large sample of IPOs that went ipuitween 1975 and 2000, Helwege and
Liang (2004) find that firms with lower profits arldwer capital expenditure intensity, but not
necessarily greater growth opportunities, can weceiore favorable responses from investors
when going public in a hot market. Their results eonsistent with the characterization of hot
markets as periods when investors are more witlingurchase IPO stocks, rather than periods
in which private firms experience a greater needif@ncing or change in ownership structure.
In other words, shifts in the demand for IPOs aréngportant determinant of IPO cycles.

Ljunggvist, Nanda, and Singh (2006) link an IPO pamy’s optimal response to the
presence of sentiment investors and short saletreams. Issuers allocate stocks to regular
institutional investors for subsequent resale totiseent investors. A hot market may end
prematurely; therefore, underpricing occurs to cengate regulars to hold IPO inventories.

Because offer size increases as a result of higéstor sentiment, regular investors must be

10



compensated for taking on the risk of carrying timeentory. This model generates several
empirical implications, including IPO volumes, peecls, and long-run underperformance. As
the optimism of investors’ increases, more comhave an incentive to go public, resulting in
an increase of IPO proceeds and more underpriniaghiot market.

Lowry (2003) provides a more detailed examinatidnlRO volume and timing. Lowry
explains the fluctuation of IPO volume by evalugtithe firm’s demand for capital, investor
sentiment, and information asymmetry. She finds vhaation in the level of investor optimism
causes the costs of issuing equity to differ ard ¥lume to fluctuate over time. Investors are
overly optimistic during some periods and are wglito pay more for firms than they are worth.
Lowry adopts the method from Lee, Shleifer and &h&1991) and uses discounts on closed-end
funds as a proxy for investor sentiment. Investentimment is found to be an important
determinant of IPO volume.

Firms going public will try to issue IPOs when theecurities are desirable. Figure 1 shows
that when investor sentiment is high, assets ai@egrat a higher level compared to their
fundamental value, regardless of firm charactesstrFor firms that attempt to raise maximum
proceeds from the offerings, coming to the markbkenvinvestors are enthusiastic about stock
market is crucial. When investor sentiment is highuer are able to sell equities to the public at
a higher price, resulting in a hot market for IPOsing equity fund flows to measure investor
demand for stocks; | expect that more firms comeht stock market to raise capital when
sentiment is high. In other words, | expect to ag®sitive relationship between sentiment and
the number of offerings. By the same token, morthadvaws should occur when sentiment
measured by equity fund flows is low resulting inegative relationship between sentiment and

withdrawn activities.
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From Lowry and Schwert (2002), issuers file registm with the SEC and become public
following a period of large IPO underpricing. The#sults suggest that issuers register with the
SEC based on previous positive news and the expmctdat this trends will continue until
firms go public. Investor sentiment can affectranfs equity offering process from many aspects,
starting from the filing decision to the offer gicevision before the issuing date. To directly tes
firms’ timing decision, | look at firms’ filing bedwior and relate their filing decisions to the leve
of predicted sentiment. Because the equity offepraress usually takes two to three months,
examining filing decisions reveals implicationstbé firms’ action to engage in the issuance.

This leads to the first hypothesis:

Hypothesis 1.aThe likelihood of firms to issue an IPO increaseathwhe level of investor
sentiment, as measured by open-end mutual fund.flow

Hypothesis 1.bThe number of withdrawn IPOs is negatively relai@ihvestor sentiment,
as measured by open-end mutual fund flows.

Hypothesis 1.cA firm’s decision to file with the SEC is positivalssociated with the expected

future sentiment.

Researchers have documented that, on average,h&@ssare underpriced relative to the
first day closing price (Ibbotson, 1975). Most dfetunderpricing theories are based on
asymmetric information between investors and issu€hese models can be categorized into
two groups that the issuer is more informed tharestors or that some investors are more

informed than the issuers. Welch (1989), Allen &adilhauber (1989), and Booth and Smith
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(1986) fall into the first category, while Rock @3, Beaty and Ritter (1986), and Benveniste
and Spindt (1989) represent the second.

Benveniste and Spindt (1989) suggest that issussrprice the issues in order to induce
regular participants to reveal indication of insgréuring the book building process. Their model
predicts a partial adjustment of the offer pricghwiespect to private information in order to
compensate regulars for revealing positive inforomatUnderwriters only partially incorporate
positive information learned during the registratiperiod into the final price. Benveniste and
Spindt’'s model provides an explanation for IPO updeing and the allocation pattern to
repeated IPO participants.

In Derrien’s (2005) framework, the IPO offer prickosen by the underwriter depends on
both the intrinsic value of the company and norselér sentiment. Because the underwriter is
committed to costly aftermarket price support, tineerwriter sets an IPO price that is between
the company’s intrinsic value and the price thas@&draders are ready to pay. Therefore, the
information about noise trader sentiment is paytialcorporated into IPO prices; the level of
initial return is also positively related to notsader sentiment.

Cornelli, Goldreich, and Ljungqvist (2006) use tharopean pre-IPO (or “grey”) market to
proxy for investor sentiment with respect to indival stocks instead of considering sentiment as
a market-wide phenomenon. When small investor®egee-optimistic, they are willing to pay a
price above fundamental value, therefore obsenangigh aftermarket price. When small
investors are pessimistic, they are priced out & market resulting in no effect on the
aftermarket price. There exists an asymmetric icrlabetween grey market and aftermarket
prices. Thus, small investors can cause the p@3tpifite to be above the fundamental value but

not below it. This is similar to the work of Mill§l977), who finds that the price of financial
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securities is subjective to diverging opinions agnamvestors and short-sale constraints that are
driven by optimistic investors.

Since the final price is usually set a day befbeeissuing date, the offer price, relative to its
initial filing price range, should be positivelylaged to investors’ valuation for the security.
Underwriters or issuers incorporate higher valuafrom investors into the pricing process but
must reward investors for revealing positive infation based on Benveniste and Spindt's
model. When investors place a higher valuationafaecurity and reveal such information to
underwriters or issuers, investors receive compamsa the form of underpricing. The more
the positive valuation that investors reveal to tiederwriters, the higher the degree of
underpricing needed to compensate investors. litiaddaftermarket investor valuation drives
the first day trading price of an IPO and leadsatbigher first day closing price. Thus, the

following hypothesis is made:

Hypothesis 2.aThe level of IPO underpricing increases with theeleof investor sentiment as
measured by fund flows.
Hypothesis 2.bThere is a positive association between the firfidrgorice relative to the

initial pricing range and the degree of investonsment as measured by fund flows.

Investors with different levels of risk aversionvast in funds with different objectives.
Therefore, examining flows to different mutual fgnobjectives reveals the level of risk-taking
by investors. Shy and Stenbacka (2003) suggestiitilatiow competition in the mutual fund
industry, the perfect equilibrium portfolio exhbimaximal risk differentiation; with intensified

competition, intermediate funds attracting investarith intermediate attitudes towards risk
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select to diversify their portfolios. Dwyer, Gilkas, and List (2002) specifically test investors’
risk preference levels by looking at what typesfwrids investors hold. Money market and
municipal money market funds are considered thst lesky types of funds. Stock funds are the
most risky and are held by investors with the hgghisk tolerance.

Warther (1995) concludes that mutual fund investade securities based on information
that simultaneously affects security returns. Kaldiy(2004) examines the relationship between
fund flows and asset returns by classifying funts ifive categories based on the riskiness of
securities held in the funds. She finds that flomte high-risk stock funds are positively related
to the measure of stock returns and corporate betndhs. However, this cross-asset relationship
is absent for the low-risk stock category; thafl®ys into low-risk stock funds are unrelated to
stock market returns. These results collectivetiicate that price pressure created by funds is
only a partial explanation for the relationshipvibetn flows and market returns. She studies the
impact of three sources of predictability that efffehe flow-return relationship to find time
varying risk aversion has the highest explanatowey for flows into different objective funds.

Because of the unique characteristics of fund flamgestors’ attitudes toward risk can be
measured by evaluating the different risk objedigéthe mutual funds in which they invest. In
a higher risk tolerance market, investors prefgkyrinvestments and investors require a lower
risk premium per unit of risk to which they are egpd. As in Figure two, a riskier company will
be priced at a higher level in a low risk aversimarket compared to a less risky firm. If
companies going public intend to time the marketidsying securities at a higher value, they
will try to match the timing of their issues to erfwd of higher demand for their securities. Even

if IPOs are usually allocated to institutional ist@s'® the demands for IPOs from institutional

10 Using a small U.S. IPO sample, Ljungqvist and \&fith (2002) show an average of 66.3% shares areas#id to
institutional investors. Evidence from Hanley andi®m (1995) and Aggarwal et al. (2002) suggestilsir results.
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investors will still reflect demand from the gerguablic. If the demand for risky stocks is high,
institutional investors will want to have more stmof a risky IPO. Figure 2 illustrates a case
where risky IPOs experience a higher valuation wimmestors become less risk averse. The
issuers are expected to rationally file the regt&in with the SEC only when they believe that
investor risk preference will be favorable arouhe expected issuance dates. Therefore, the
number of high risk firms undergoing an IPO decesawith the level of risk aversion of the
investors. Moreover, a firm’s decision to file witie SEC is associated with the expected future

investor risk preferences. This leads to the thypothesis:

Hypothesis 3.aThe number of high risk firms undergoing an IPOrdases with the level of
risk aversion of the investors.
Hypothesis 3.bA firm’s decision to file with the SEC is assoaiateith the expected future

investor risk preferences.

This study intends to shed some light on the m@tstip between investor sentiment and
firm’s going public process. The above hypotheseso@ate investor sentiment measured by
equity fund flows with firms’ filing, withdrawingand issuing decisions. Sentiment’'s impact on
price revision and long time IPO puzzle, underpgciare also examined here. In addition, this
study proposes to examine firms’ filing and issuithgcisions from risk preference aspects.
Associating a firm’s risk characteristics with iister risk preferences in the market allows us to

gain more understanding about features of the |1R@xen.

1. Sample Selection and Data Description

16



A. Sample Selection

The sample consists of firms completing an IPO betwJanuary 1986 and December 2004.
This information was obtained from the SecuritiegdDCorporation (SDC) database. Excluding
unit offerings, closed-end funds, REITs, ADRs, pestocks (IPOs with offer prices below five
dollars), and non-firm committed issuing technigssuance, the final sample consists of 5,631
IPOs.

To examine the impact of investor sentiment onawerall IPO process, equity fund flows
from the Investment Company Institute (ICl) are duses proxies for the market's desire for
equities. Monthly aggregate fund flow data from ti# includes virtually all U.S. open-end
mutual funds. ICI classifies funds into 21 categerbased on underlying securities. Among the
21 categories, ICI defines larger fund categorgestack funds, bond funds, money market funds,
and hybrid funds. Monthly differences between aggte equity and bond fund flows are used to
proxy for investor risk preferences between coretére and risky investments. Mutual fund net
flow is obtained by deducting the redemption ar@ribt result of transfers between funds from
new sales of each fund categadty.

To classify an IPO as a risky issue, the IPO aféeket return standard deviation is
compared to the average return standard deviatigtooks listed on NASDAQ, NYSE, and
AMEX. Aftermarket standard deviation of stock retsiris calculated using the first 30 return
observations, starting from the third trading d@iie stock return data comes from Wharton
Research Data Service CRSP daily stock databasemHiket value of each security is also
obtained from CRSP daily stock and book value ffatam COMPUSTAT North America. The

underwriter prestige ranking comes from Carter,kDand Singh (1998) and was updated by

1 See www.ici.org for detailed discussion on aggregaonth fund flows.
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Ritter and Loughran in 2004.Carter, Dark, and Singh’s (1998) rankings rangenfone being
least reputable to nine being the most reputabliemwriter, whereas Ritter and Loughran’s

rankings range from 1.1 to 9.1.

B. Data Description

Table | provides the descriptive statistics for IP@ume, proceeds, first-day return, offer
prices, and days in registration. Proceeds arestadjlby the consumer price index listed in the
U.S. Department of Labor Bureau of Labor Statistid®®oceeds from an IPO average $39.83
million during the period 1986 to 2004. The averpgeceeds are smaller earlier in the sample
period and reach peak during 2001 in our sample.iiistance, average proceeds in 1986 are
$26.87 million and 145.90 million dollars in 2004ded on 1983 consumer price index.

The average first-day return during the full sampdeiod is 20.49%. The average first day
returns are especially high for 1999 (72.71%) af0802(56.82%), during the internet bubble
period. The average offer price is $12.21 and rarigen $9.96 in 1988 to $15.31 in 2001. The
last column in Table | provides information on thesrage registration time in days. The number
of average days between an IPO company filing withSEC and the SEC declaring the IPO
effective is 78.63 days, ranging from 36.25 dayd 986 to 155.68 days in 2001. However, in
most years, an IPO spent an average of two to thoeghs in the registration period.

A firm’s decision to file with the SEC is based i@ completeness of the prospectus along
with the perception that market demand will cong¢ina be high for the next couple of months.
During the registration period, the issuing compaggeives information on whether it is a hot

IPO from the demand gauged from prospective investth bad news occurs during the

12 See Jay Ritter's website at http://bear.cba.ufiltter/ipodata.htm
13 \www.bls.gov/cpi
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registration period or the demand from prospedtivestor is weak, the issuer may withdraw its
IPO registration from the SEC to avoid a cold IRCthe firm going public perceives strong
demand for the issue, then it waits for SEC apgdramd starts trading once the issue is declared
effective.

Table Il presents descriptive statistics on theisemt and investor risk preference proxies.
Monthly equity fund flows are used as a proxy fovdstor sentiment; monthly flows, flows
deflated by CPI (base year 1983), and flows adjubtetotal market capital are presented here.
The higher the equity fund flows, the higher theestor sentiment about the security markets.
The average monthly equity flows during the sangagod is $5.35 billion in real 1983 dollars.
Monthly equity fund flows range from $1.28 billi@utflows in 2002 to $14.43 billion inflows in
2000. The proxy for investor risk preferences is thfference between equity fund flows and
bond fund flows, adjusted for CPI or total markapital depending on the specification. The
larger the difference between equity and bond ftiodis, the less risk-averse investors are
during the period. The average difference betwéesd two funds categories is $3.74 billion
dollars during the sample period.

The investor sentiment proxy is associated and eoeapwith the Yale Confidence Index.
Yale Confidence Index is constructed by Yale Scluddlanagement. The International Center
for Finance at Yale constructs stock market comicgeindexes, including the individual One-
Year Confidence Index and the Crash Confidencexin@iee former refers to the percentage of
the population that expect an increase in the Dowhé coming year, while the latter refers to
the percentage of the population that attachés ptbbability to a stock market crash in the next

six months. There is a positive correlation of 0./A®etween monthly equity fund flows and the
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individual One-Year Confidence Index and a positieerelation of 0.4074 between fund flows
and the Crash Index.

Investor risk preference proxy measured by thesdbfice between equity fund flows and
bond fund flows is related and compared to riskrpaemeasured by Chen, Roll, and Ross
(1986). Risk premia is a measure of risk tolerazwee defined as the difference between return
on a “Baa and under” bond (lower quality) portfodiad the return on a portfolio of long-term
government bonds. According to Chen, Roll, and Ribés variable has a mean of zero in a risk-
neutral world and can be thought of as a measurineofdegree of risk aversion implicit in
pricing. The more risk-averse that investors dre larger the difference between the return on a
“Baa and under” bond portfolio and the return opoatfolio of long- term government bonds.
My investor risk preference proxy suggests thatrtiuee risk-averse investors are, the smaller
the difference between equity fund flows and bamttifflows because investors in such markets
tend to direct their investments towards safer is&esl i.e. bonds rather than stock securities.
Therefore, a negative relationship is expected éetwmy risk preference proxy and Chen, Roll,
and Ross’s measure for degree of investor risksawer A correlation of -0.4086 is found
between the two proxies. A negative relationshi@l® found when the difference between
equity and bond fund flows is adjusted by total keacapitalization.

The monthly IPO volume and equity fund flows haveoarelation coefficient of 0.3968.
Equity fund flows are positively associated witlke f*O cycles and this leads to the following
guestion: do equity fund flows predict the numbkeRDs, or vice versa? Following Lowry and
Schwert (2002), this question is addressed usiag@tanger Causality F-test, which indicates
the incremental explanatory power of the predictarable given two lags of the dependent

variable in models for equity fund flows and themnher of IPO. The p-value in the model as
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observed in Table Ill, where equity fund flowshe tdependent variable, suggests that the results
fail to reject null that lagged IPO volume does helong in the regression. In other words, IPO
volume does not Granger cause equity fund flowsvéil@r, the p-value suggests that the results
reject the null that lagged equity fund flows da ibelong in the regression. In other words,
equity funds flows Grange-cause IPO volume. Basethe Granger causality analysis in Table
[, the direction of causality goes one-way frogugy fund flows to monthly IPO volume, not

vice versa.

[11. Mutual Fund Flows and PO Process

A. PO Volume

Table IV presents time series OLS regression resultthe relation between IPO issuance
and sentiment as measured by equity fund flows eDégnt variables are the number of IPOs in
each month; the total amount of proceeds raisetl eaanth deflated by CPI; the number of
monthly IPOs scaled by number of publicly tradedhpanies; and the total proceeds scaled by
total market capital respectively. The four speaifion models intend to capture the dynamic
between monthly equity fund flows and the IPO vaduor proceeds collected. In Table IV,
positive coefficients on the lagged two months gaiund flows imply that an increase in equity
flows helps to explain the higher number of IPOsthie current montfh? Investigating the
proceeds collected from all IPOs in a month, md¢@glin Table IV shows that for every $100
million increase in the prior month’s equity funidws, the current IPO proceeds increase by

$3.24 million after adjusting for purchasing power.

14 poisson regression is used to deal with the cdatat dependent variable (the number of IPOs in€TAbl. This
is not reported in the paper. Positive coefficidrasn the lag two months still hold for the numloéiPOs model.
However, only lag one month coefficient shows digance at the 1% level.
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There is a positive relation between monthly IPQueee and monthly equity fund flows,
particularly in the two months prior to the IPO rimnMore specifically, equity fund flows from
the prior two months lead the number of IPOs indhgent month. In other words, more firms
are likely to go public following a period of higgentiment. Based on the summary statistics in
Table I, it takes about two to three months to &led get approval from the SEC. Positive
sentiment during the two months prior to the IPOnthosuggests that going public firms align
the timeline well and choose to file when they etmentiment to remain high for the expected
IPO date.

Lowry and Schwert (2002) suggest that there exastsad-lag relationship between the
average initial return per month and the IPO volumedther words, more companies go public
following a higher initial return period. Accordirig Lowry and Schwert (2002), first-day return
from IPO issuance reflects investment bankersniear process, thereby causing initial returns
to be serially correlated. They attribute the pwsitrelation between initial returns and
subsequent IPO volume to the positive informatiaat is learned during the registration period
but is only partially incorporated into the offeiqe. Therefore, prior two months average initial
return is incorporated into the issuance regresipoontrolling information learned during the
period before issuing date.

Lowry (2003) finds an economically significant iméince of private firms’ aggregate capital
demands on the volume of IPOs. Therefore, the p&age change in real GDP between qudrter
andt+3 is used to proxy for future capital demand. Fgsarter dummy is also included in
regressions since there are usually fewer IPOsariitst quarter of the year (Lowry, 2003).

According to Lowry (2003), market returns during tinree quarters prior to the IPO or the

average market-to-book ratio in the quarter priothe IPO may increase in response to either
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increase in investment opportunities, variatiothi& equity risk premium, or increase in investor
optimism. Therefore, the market-to-book ratio anarket return are included in the regressions
to control for the above possible explanations BO Ivolume fluctuation. The last trading
observation of each security in the month is useadaiculate its market capital; the market
capital is then divided by its book value (quastdybok value is obtained from COMPUSTAT).
The average of the market-to-book ratio among @ltlliply traded securities is used to find the
market-wide lagged market-to-book ratio.

There is still a significant impact from the priwvo months’ equity flows on IPO volume
after controlling for variables such as prior iaitreturns, first quarter dummy, future capital
demand, past market return, and market to bood. &quity fund flows help to explain not only
the number of issuances but also the proceedsctadldrom the IPO process. These findings
indicate that companies attempt to time the marketn going public. Fund flows in the prior
two months lead to IPO volume and proceeds colledtas time line also coincides with the
average number of days in registration.

There are many reasons that firms may choose tovanv from the issuance market, one
of which is investors’ lack of enthusiasm for tfROl. Table V examines the impact of sentiment
on firms’ withdrawing decisions. Using equity fufldws as a proxy for investor sentiment, a
negative relation is expected between fund flowd #0O volume in terms of number and
proceeds. Table V shows monthly time series on kothdrawn volume and proceeds. Both
proceeds adjusted by inflation and proceeds adjubtetotal market capital are negatively
affected by equity fund flows in the current montAn IPO firm can withdraw from the SEC
filing if it senses that the market has turned cfad the IPO; therefore, the impact is more

concurrent. The coefficient signs on volume speation are also negative but not statistically
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pronounced. For models (1) and (3), there is atipesrelationship between the number of
withdrawn IPOs and fund flows from the prior mostiggesting that there are more withdrawals
following a month of high investor sentiment. Thaspible explanation here may come more
IPO filings when sentiment is high. However, mare§ withdraw from the IPO process due to
the sudden drop in sentiment when sentiment tultsin the following months. High sentiment
in the prior month leads to more filings and latarturn into more withdrawals when sentiment
suddenly goes down.

Future economic prospects measured by the pereer@&P growth may have a large
impact on whether or not a private firm goes pubAis Lowry (2003) illustrates, the number of
IPOs in the market is positively related to bottmB’ future capital demands and business
conditions. The number of IPOs is positively retate higher GDP growth in the future. GDP
growth, market return, and market-to-book ratio im@uded as control variables in withdraw
regressions. The findings of the current month tyduind flows coincide with IPO withdrawn
activities, suggesting that firms withdraw from tkecurity market when the sentiment turns

unfavorable.

B. Filing Activities

Table VI relates firms’ filing behavior to the pretéd sentiment around the issuing date. |If
an issuing firm hopes to follow a trend of positisentiment and take advantage of investor
enthusiasm, it should file registration when thenfibelieves that sentiment is going to be
favorable around the IPO date. It takes about threeths from the day that a prospectus is filed
for the SEC to declare the issue effective. Theegfthe following equation is used to predict

sentiment in three months:
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Flow= bs*Flow s+ bs*Flow_4+ bs*Flow 5 (1)

where Fow. represents fund flows in past morthTaking coefficients obtained from the
previous model and the fund flow information aviaiéain the current and the prior two months,
| use the above equation to predict equity funavflon three months (see Appendices A and B
for more details on full sample coefficients). Haeg full time period fund flow data are not
available to issuers at the time of the filing demm. In other words, fund flow data after the
filing day may not be relevant information for asuer’s filing decision. Therefore, | use a three
year rolling model to predict future fund flows Trable VI For instance, a firm that intends to
go public in three months will use fund flows frdhe past thirty six months to estimate the
model coefficients. Applying these model coeffid¢geon current and past two month flows, |
can then predict sentiment around the IPO date.

A lagged initial return variable is included forntml in the filing regression, since firms’
filing activities are related to information leathéom other firms’ IPO process (Lowry and
Schwert (2002)). High initial returns suggests goedvs from those issuance, therefore more
firms engage in IPO process after a period of hngial returns. A firm’s filing decision may
also be related to investment opportunities capténem positive market-to-book variable. After
controlling for the above variables, regressionuitssshow that the issuers’ decisions to file are
positively affected by the predicted sentiment iable VI. The more favorable sentiment
predicted by issuers, the more prospectus and anobynoceeds are filed. These results suggest
that firms rationally file the IPOs when they expsentiment to be high around their estimated

IPO month.

15 The regression results for predicted fund flowseobon a five-year rolling window and the full sdenperiod are
not reported. However, the results are similahtsé of three-year rolling window.
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C. Price Revisions and Underpricing

Benvensite and Spindt (1989), Hanley (1993), Longrad Ritter (2002), and Bradley and
Jordan (2002) suggest a partial adjustment foroffex price with respect to all information in
the IPO process. Within the framework of Derrie®(2), the offer price is set between the
fundamental price and the price that noise tradegsready to pay. Derrien suggests that IPOs
can be overpriced and still exhibit positive iritraturns because of the noise traders in the
market.

This study aims to understand the determinantsffeir grice revision along with final
underpricing. During the IPO process, firms setliagf price range when they first submit an
application to the SEC. The final offer price isialy set a day before the first IPO trading day.
Because of this, offer price revision should beitpasy related to investors’ valuation for the
security around the IPO date. Underwriters or issueorporate higher valuation from investors
into the pricing process but must reward invesforsrevealing positive information. When
investors place a higher valuation for a securnitg eeveal such information to underwriters, not
only offer price is revised upwards but final urlezing is also higher to reward investors’
reveal of information.

Table VII shows that equity fund flows from the @mt month positively affect average
price revisions of IPOs in that month. Price reMisi are measured as either the final offer price
divided by original mid-file price or the final @&f price divided by the original high-file price.
There is a positive impact of current month flownstloe firms’ price revision.

As previously mentioned, issuers’ predicted fundwB are estimated based on the
information available prior to the filing date. U&s's set the original price range based on certain

beliefs about future sentiment and are likely tjusidthe final offer price when actual sentiment
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deviates from their original expectation. Using haiee-year rolling window regression, the
predicted fund flows for expected IPO date arewdated. Subtracting predicted fund flows from
actual fund flows gives us a proxy of surprise seeamnt. Surprise sentiment should positively
affect offer price revision. Table VII shows thaige revision is positively affected by equity
fund flows in the month of issuance. Furthermongalfprice is also revised based on sentiment
beyond originally expectation.

Table VIl illustrates that when investor sentimenthigh in the month of an IPO issue,
there is higher underpricing on average; this iasdent with Hypothesis 2.a. Dependent
variables in Table VIII are monthly average inittaturn and monthly proceeds-weighted initial
return respectively.

Proceeds-weighted initial return is the averag#ainreturns based on proceeds weight
relative to total proceeds from all IPOs in the mmorBoth regressions suggest that sentiment
proxy in the current month is positively relatedintdial returns in the IPO month. The result is
consistent with Benveniste and Spindt's model thaire underpricings are rewarded to
participants when higher valuation is revealed égutar participants. However, this does not
rule out the possibility that individual investohave limited access to IPO allocation and
therefore bid on the first-day closing price whentgnent is high.

In model (3) and (4), the lagged month initial regiare controlled, since the current initial
return is positively related to past initial retarLowry and Schwert 2002). Johnson and Miller
(1988) suggest that IPOs with prestigious bankerderprice less than those with non-
prestigious bankers. Using the assigned underwatging from Carter, Dark, and Singh (1998)
and later updated by Ritter and Loughran (2004 ,average underwriter prestige ranking in a

month and the weighted average of underwriter ramkbased on each IPO proceeds are
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determined. The average IPO underpricing is paditivelated to the average underwriter
reputation, which suggests that more prestigiowtemmriters leave more money on the table on
average. According to Rock (1986), underpricingeiated to the fundamental uncertainty of an
issue. Underpricing is required to compensate oninéd investors for the information
asymmetry risk that they bear when participatingumIPO. Among offering characteristics, a
popular proxy for valuation uncertainty is grossqaeds. IPO proceeds are included to control
for the uncertainty impact on IPO underpricing.

This section examines the impacts of sentimenherentire IPO process. Empirical results
indicate that equity fund flows as a proxy for istgg sentiment help to explain various
phenomenons from firms’ filing behavior to issunhgcision. Investor sentiment also plays a role
in explaining offer price revision and eventual amicing. Furthermore, sentiment is found to
have a negative impact on firms’ decision to widwirfrom the equity market. Next section
studies the role of investor risk preference onlB@ process, particularly in filing and issuing

decisions.

V. IPO Risk Characteristicsand Investor Risk Preferences
Based on the preceding findings, it seems thatf@ivirms attempt to take advantage of
favorable responses from investors to maximizefuhds raised and avoid coming to the capital
market when investor sentiment is low. Private §irmay even attempt to take the advantage by
looking into investor risk preferences around tiwfeissuance. For instance, there may be
relatively more safe companies in the IPO marketminvestors are relatively more risk averse.
Companies could take advantage of favorable rigkepences and go public even in a market

with low investor sentiment.
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Table IX examines the characteristics of IPOs amwestor risk preferences at the time of
issuance. A high risk IPO is an issue where therafirket standard deviation of stock returns is
greater than the average standard deviation obtaltks listed on the NYSE, AMEX, and
NASDAQ stock markets in the month after the IPQrebtor risk preference is measured by the
difference between equity fund flows and bond félogvs, adjusted by CPI or by total market
capitalization depending on the model specificatfoBased on the results from Table IX, the
number of risky IPOs is positively affected by higsk flows two months prior to the IPO date
as shown in model (1). The results in Table IX ®sgjghat companies time the market with
respect to investor risk preferences when goindipuMore high risk companies go public
when investors are less risk averse in order te takvantage of the higher demand for risky
stocks; this is consistent with hypothesis three.

The first quarter effect, capital demand proxy,tpaarket condition, and market-to-book
effect are included as control variables in theesgion. Lowry and Schwert (2002) suggest that
more firms go public when positive information &atn during the period of high underpricing.
Underpricing specifically for issues that are catemed as high risk issues is calculated and is
controlled in the high risk issuance regressiongerAcontrolling for these variables, there is a
significantly positive impact from the lagged twamnth high risk flows on high risk issuance.
This suggests that issuers time the market to m#tehlevel of firm risk to investor risk
preference at the time of issuance.

To examine issuers’ filing behaviors from the pexdjwve of firm risk characteristics, the
issuers’ filing decision are related to the preslicinvestor risk preference. Issuers form an

expectation of future investor risk preferences aildonly file when they believe that firms risk

18| also orthogonalize the difference between ety bond fund flows on equity fund flows. Using tiesiduals
from the orthogonalized model to measure invessbrpreferences, the results for issuance, iniéialrn, and filing
behavior are consistent.
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characteristics will remain favorable. Issuers reate future risk preference based on
information set available at time of filifg.Therefore, predicted investor risk preferences are
calculated based on a three year rolling model.foh@wing equation is used to predict investor
risk preference in three months:
Riskflow= bs*Riskflows+ bs*Riskflow+ bs*Riskflows (2)

whereRiskflow; represents investor risk preference in past moatid is measured by the
difference between equity and bond fund flows adgisither by CPI or total market capital,
depending on regression specifications. Takingfmiefits obtained from the above model and
fund flows information available in the current apdor two months, this model allows us to
predict investor risk preference in three months.

Table X suggests that companies rationally filerthieOs when they predict that future
investor risk preferences will be favorable to tteracteristics of the company. Regression
models based on the frequency of high risk filingg high risk IPO proceeds filed, the
percentage of high risk IPO filed, and the peragataf high risk proceeds filed are all positively
associated with the predicted high risk fund flowse control variables here are similar to those
in the filing regression from Table VI. Underprigithat is specific to issues that are categorized
as high risk IPOs are calculated and included énrégression as controls. After controlling for
these variables, it appears that issuers form spectation of future investor risk preferences

and try to file registrations when their firms’ chateristics match the predicted risk preferences.

V. Conclusion
Using mutual fund flows data to proxy for invessantiment, there is a leading effect of

equity fund flows on the number of IPOs in the isgumarket. Specifically, the number of IPOs

" For model coefficients based on full sample pergs® Appendix A.
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and proceeds from IPOs are positively related wtedund flows starting from two months
before an issue. A concurrent effect of equity Boan firms’ withdrawn activities is also
observed in the empirical results. Firms act qyickhd respond to low investor sentiment by
exiting capital markets. Not only does sentimenpasxy by equity fund flows affect issuing
volume, it also has an impact on first-day retund @rice revision. Depending on the realized
degree of investor sentiment, issuers try to takeatage of investor valuation for securities and
adjust the offer price accordingly. There is a pesiassociation between investor sentiment and
the final offering price relative to the originalirig prices. In addition to final offer price, g
sentiment is also reflected in a higher degreendeupricing.

Examining firms’ filing behavior, the results shdkat firms rationally file their prospectus
with the SEC when the predicted sentiment is highthe expected IPO date. Issuers form
expectations on future sentiment based on availabdemation set using fund flows. Predicted
fund flows are found to be associated with motedilactivities i.e. more number of filings and
proceeds filed.

Furthermore, investor risk preferences vary oveetas indicated by the difference between
equity fund flows and bond fund flows adjusted loyal market capitalization. The results
suggest that investor risk preferences in the prionth lead the percentage of high risk issues.
In terms of filing behavior, issuers rationallyefitheir IPOs when the predicted risk preference
around the expected IPO date matches the risk deaistics of the IPOs. Issuers time the
market based on their best knowledge of predictedstor sentiment and risk preferences.

In general, issuers market their securities byrngninvestor sentiment and investor risk
preferences. By doing so, firms avoid coming intobad market and further maximize

opportunities by matching firm characteristics toe tdegree of investor risk preference.
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Sentiment proxy by equity fund flows also play amportant role in offer price revision and first-
day returns. Moreover, issuers seem to form anaapen on future sentiment and investor risk
preferences; consequently, firms file registratianth the SEC based on their beliefs of future
investor preferences measured by equity mutual fiands.

This study intends to shed some lights on the itapce of sentiment and its impact on
issuers and IPO allocation participants. Using Wg&n-end mutual fund flows, investor demand
for equities and investor risk preferences for Issoavith different risk characteristics are
measured at the same time. Sentiment as measumeglily fund flows seems to have an effect
on the offering price relative to initial filing mge. Thus, successfully timing the market enables
issuers to raise final offering prices and maxinpeeceeds raised in the IPOs. More equity fund
flows also result in a higher average underpri@ang thus a higher initial return for allocation
participants. Successfully timing the market andig@ating in hot IPOs enables investors to
obtain investment gains. Throughout this approatis study hopes to capture investor
preferences in the capital market and make infa@®na firms’ ability to time their offerings.

This study proposes to link investor preferenceshto full IPO process including filing,
withdrawing, price setting, and issuing. Using timeque fund flow proxy, this paper makes
inferences on investor sentiment and risk prefereriom fund flow data. Future research may
build upon this understanding for fund flows anthte investor preferences to other types of
security issuance. Given the unique characterisiicows, future research is also able to
detangle general sentiment from risk toleranceneéstors and apply them for different sets of

financial analysis.
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Tablel
Descriptive Statistics

Shown here is the time profile and selected charstics of a sample of 5,631 IPOs completed betvi86 and
2004, as listed in Securities Data Company (SD@ldese. IPOs that are ADRs, units, REITSs, offerepless than
$5, and closed-end funds are excluded. Proceeds tefthe average proceeds (in millions) raisech @asue
adjusted by the Consumer Price Index (CPI base 3288 published by Bureau of Labor Statistics)tiahiReturn
refers to average first day return measured apdheentage return from the offer price to first dégsing price.
Offer Price shows the average offer price fromRs completed in each year. Day is the averagéauof days
in registration.

Number Proceeds Initial Return Offer Price Day
of IPOs ( million $) % (6]
86-04 5631 39.83 20.49 12.21 78.63
1986 469 26.87 6.47 11.07 36.25
1987 316 26.28 5.45 10.67 48.54
1988 127 20.06 6.53 9.96 48.63
1989 118 28.01 7.80 11.28 53.14
1990 112 22.09 10.55 10.92 60.22
1991 263 32.20 15.42 12.04 67.27
1992 379 33.14 9.93 11.61 83.83
1993 501 36.28 12.78 12.38 77.79
1994 373 24.87 9.28 10.72 77.79
1995 439 32.32 21.37 12.35 77.42
1996 641 27.45 16.89 11.85 78.64
1997 460 33.78 13.33 12.34 93.07
1998 284 34.24 22.61 12.13 90.19
1999 434 59.46 72.71 14.49 91.68
2000 334 79.72 56.82 14.67 97.48
2001 75 145.90 20.27 15.31 155.68
2002 68 140.66 13.25 14.56 146.32
2003 63 76.80 13.19 14.39 119.68
2004 175 69.51 11.84 12.68 82.75
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Tablell
Descriptive statistics on investor preference proxy

This table provides descriptive statistics for nmytequity fund flows and investor risk preferempreference proxy as reported on the Investment @osnp
Institute (ICI) website. Investor sentiment proxieslude monthly equity fund flows (in millions)gaity fund flows adjusted by Consumer Price Indé€r{
base year 1983 published by Bureau of Labor Sta)stand normalized equity fund flows (adjustedtbtal market cap). Investor risk preference prexie
include the difference between monthly equity anddfund flows in millions of dollars, the differem between monthly equity and bond fund flows aéjlis
by CPI, and difference between monthly equity aoddofund flows normalized by total market cap.

Investor Sentiment Proxy Investor Risk PreferePiaxy
Equity Equity Fund Flows  Equity Fund Flows (Equity-Bond)  (Equity-Bond) (Hty-Bond)

Fund Flows  adjusted by CPI adjusted by market cap Flows adjusted by CPlI  adjusted by market cap
86-04 8,585.28 5,347.89 0.0995% 6,231.04 3,740.63 0.0543%
1986 1,810.35 1,656.00 0.0707% -6,741.01 -6,146.42 -0.2670%
1987 1,586.87 1,426.37 0.0464% 1,019.57 868.75 0.0286%
1988 -1,342.33 -1,133.17 -0.0493% -968.41 -823.01 -0.0355%
1989 482.43 380.44 0.0135% 584.53 463.85 0.0170%
1990 1,067.57 827.58 0.0326% 549.67 432.90 0.0165%
1991 3,286.56 2,406.42 0.0887% -1,621.24 -1,191.33 -0.0458%
1992 6,579.13 4,688.42 0.1569% 663.87 466.06 0.0145%
1993 10,783.13 7,461.49 0.2229% 4,673.29 3,224.22 0.0947%
1994 9,912.33 6,702.81 0.1910% 15,292.42 10,318.22 0.2964%
1995 10,631.38 6,966.42 0.1713% 11,509.54 7,546.35 0.1870%
1996 18,072.83 11,544.99 0.2361% 17,842.82 11,397.55 0.2332%
1997 18,940.34 11,801.99 0.1910% 16,574.61 10,333.02 0.1689%
1998 13,325.70 8,194.60 0.1065% 7,092.17 4,368.79 0.0550%
1999 15,418.09 9,242.56 0.1009% 15,879.13 9,494.78 0.1019%
2000 24,734.48 14,427.70 0.1395% 29,164.53 17,021.41 0.1646%
2001 2,569.42 1,462.81 0.0119% -4,710.83 -2,647.97 -0.0392%
2002 -2,374.92 -1,284.18 -0.0295% -14,167.92 9.83 -0.1262%
2003 12,694.08 6,882.78 0.0934% 10,028.58 5,416.86 0.0660%

2004 14,942.83 7,953.81 0.0958% 15,724.50 8,367.07 0.1011%




Tablelll
Do Equity Fund Flows Predict the Number of IPOs, or Vice Versa?

Granger F-tests indicate the incremental explaggiower of the two lags of the predictor variablgisen two lags
of the dependent variable in models for equity fdlodvs and the IPO volume. Equity fund flows Flowe the

monthly equity flows from the Investment Compangtitute (ICl) dataset; Flow and Flow, are equity fund flows
from the prior one and two months. IPO Volume & tlumber of IPOs issued in the month; NifPahd NIPQ, are

the number of IPOs issued in the prior one andrmwaths respectively. t-statistics is provided ingmghesis.*, **,

and *** denote significance at the 10%, 5%, and |&%&l, respectively.

SDC Data, 1986 to 2004

Equity Fund Flows Number of IPOs
Coefficient Coefficient
Regressors
Constant 764.89000 4.38100**
(1.31) (3.30)
Flowt, 0.48510*** 0.00053 ***
(7.40) (3.57)
Flowt, 0.19730*** -0.00011
(2.92) (-0.73)
NIPOt,; 1.86850 0.61950+**
(0.06) (9.30)
NIPOt, 36.86570 0.11000*
(1.30) (1.71)
R-Squared 0.4643 0.6164
Grangelf-tests
Lagged NIPO 1.82
p-value 0.1652
Lagged Flows 7.68*
p-value 0.0006
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TablelV
I PO Issuance and Equity Fund Flows

This table shows monthly regressions in which tBpethdent variables are the number of IPO issudheetptal
proceeds raised adjusted by Consumer Price Indekl{&se year 1983 published by Bureau of LaboisHits), the
percentage of IPO issuance relative to the numbeuldicly traded companies, and the percentagetaf proceeds
collected from IPOs relative to total market caltgion. Investor sentiment proxieBl¢w.) are the monthly equity
fund flows from the prior month t adjusted by CRI models (1) and (2) and adjusted by the total stark
capitalization in models (3) and (4), respectivéRy, is the priort month average initial returGrowth equals the
percentage change in real GDP between quadrd quartet+3 (the seasonally adjusted annually ra).equals
one for the first quarter; for all other quartdatds zero.MB_; represents the average market-to-book ratio fitwen t
prior month, andEW; represents equal-weighted market return from ther pnonth. t-statistics is provided in
parenthesis. *, **, and *** denote significancethe 10%, 5%, and 1% level, respectively.

Model (1) Model (2) Model (3) Model (4)
Dependant Number of IPOs Total Proceeds % of IPO % of Proceeds
Flow., 0.00045** 0.03240 #* 0.48040xx* 4.88820«
(2.23) (2.18) (2.93) (1.76)
Flow., 0.00049*** 0.03630 #* 0.49450%x* 3.68810+«
(2.63) (2.64) (3.61) (1.66)
Flow.s -0.00020 -0.01010 -0.05930 0.51580
(-1.13) (-0.85) (-0.45) (0.24)
IR; 0.05480 6.39790** 0.00001 0.00004
(1.19) (2.23) (1.22) (0.50)
IR -0.02400 7.54610%* 0.00000 0.00010
(-0.52) (2.57) (-0.35) (1.12)
Q1 -8.92390** -356.94000*** -0.00112 *** -0.00943 ***
(-4.83) (-2.95) (-4.8) (-2.64)
Growth 3.09600* 58.31750 0.00035 0.00157
(2.08) (1.15) (2.01) (0.63)
EW, 11.23370 823.57080 0.00044 0.02100
(0.62) (0.65) (0.18) (0.55)
MB_, 0.17740 10.87610 0.00002 0.00033
(1.11) (1.12) (1.02) (1.08)
Durbin-Watson 2.0735 1.9979 2.0643 1.9946
R-Squared 0.6557 0.4162 0.6489 0.3958
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TableV
Monthly Time Series Analysis of Withdrawn |POs and Proceeds

This table shows monthly regressions in which tBpeshdent variable is the number of IPOs withdrawhks sum
of the proceeds from withdrawal IPOs adjusted bystiner Price Index (CPI base year 1983 publisheBurgau
of Labor Statistics), the percentage of the nunatbevithdrawals relative to the number of publictgded firms, and
the sum of the proceeds from withdrawal IPOs regatd the total market cap. Investor sentiment pr@tow,) is
the monthly equity fund flows adjusted by CPI indats (1) and (2) and adjusted by total market camadels (3)
and (4).Growth equals the percentage change in real GDP betwesntegt and quartet+3 (seasonally adjusted
annually rate)MB_; represents the average market-to-book ratio fieenptrior month, and&W,, represents equal-
weighted market return from the prior month. tistats is provided in parenthesis. *, **, and ***edote
significance at the 10%, 5%, and 1% level, respelsti

Model (1) Model (2) Model (3) Model (4)
Dependant Number of Proceeds of % of % of Proceeds
Withdrawals Withdrawals Withdrawals Withdrawals
Flow g -0.0000¢ -0.0088:** -0.0813( -12.2804(***
(-0.95) (-2.34) (-1.54) (-2.63)
Flow,, 0.0001¢* 0.0049¢ 0.1239(* 5.1560(
(1.89) (0.98) 1.77) (0.81)
Flow., 0.00007 0.0041: 0.0432( 8.0856(
(0.98) (0.98) (0.74) (1.55)
Growth -1.2177(* -26.1324( -0.0001¢€** -0.0038¢
(-2.34) (-0.93) (-2.56) (-0.79)
EW, -26.6050( *** -1172.0000: ** -0.0033¢ *** -0.1876(*
(-3.30) (-2.50) (-3.16) (-1.96)
MB_; 0.2508(** 13.9914(*** 0.0000% *** 0.001771**
(3.08) (3.12) (2.82) (2.01)
Durbin-Watson 1.9955 1.976¢ 2.014¢ 1.9925
R-Squared 0.3535 0.292¢ 0.3111 0.1562
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Table VI
Forecasting Fund Flows at Time of Filing

This table shows OLS regressions where the depéndeiables are the number of IPO filings, the lipteoceeds
filed adjusted by Consumer Price Index (CPl basar yE983 published by Bureau of Labor Statistichg t
percentage of IPOs filed relative to the numberpablicly traded companies listed on NYSE, AMEX, and
NASDAQ , and the total proceeds of IPOs filed inntiot adjusted by market capitdPredflowis the predicted
third month fund flows based on a three-year rglimodel:Flowy= bs* Flow s+ bs* Flow 4+ bs* Flow s Flow; is
the monthly equity fund flow adjusted by CPI in retsl(1) and (2) and adjusted by total market chpitéon in
models (3) and (4MB_; represents the average market-to-book ratio fiwenprior monthEW,, represents equal-
weighted market return from the prior montR., is the average initial return in past montiGrowth equals the
percentage change in real GDP between quadad quartet+3 (seasonally adjusted annually rate). t-statisiics
provided in parenthesis. *, **, and *** denote sificance at the 10%, 5%, and 1% level, respectively

Model (1) Model (2) Model (3) Model (4)
Dependant Number of Proceeds % of % of
Filings Filed IPOs Filed Proceeds Filed
Predicted Flow 0.00172%*** 0.0739(*** 0.4301(** 0.9140(
(2.72) (4.66) (2.24) (0.06)
MB_; 0.2218( 2.8633( 0.0000: 0.0016(
(1.28) (0.30) (1.01) (0.68)
EW,; 18.2764( 192.4876( 0.0025: 0.1925(
(1.33) (0.21) (1.48) (0.98)
IR, -0.0296( 1.0138( 0.0000( -0.0005:
(-0.62) (0.36) (-0.50) (-0.88)
IR, 0.0088¢ 12.3233(*** 0.0000( 0.0008:
(0.19) (4.42) (0.19) (1.40)
Growth 2.8632(* 93.3684(* 0.0003t* 0.0367(**
(1.92) (1.86) (1.78) (2.36)
Durbin-Watson 1.9421 1.985( 1.943: 1.9760
R-Squared 0.633i 0.402¢ 0.614¢ 0.2909
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Table VIl
Price Revision and Investor Sentiment

This table shows monthly regressions where the ritégre variables are the average IPO offer pricativel to the
original mid-filing price in month and the average IPO offer price relative to thgioal high-filing price. Investor
sentiment proxyKlow,) is the monthly equity fund flow adjusted for totaarket capitalizationMB_; represents the
average market-to-book ratio from the prior moftW/, represents the equal-weighted market return fraptior
month. CMrank is the monthly average of underwriter prestigekiags based on Carter, Dark, and Singh (1998)
and Ritter and Loughran (2004urprise Flowis the difference between the current mdrithw, and the predicted
fund flows made for the prior three months. Preticiund flow is calculated based on a three-yellingomodel:
Flowg= bs* Flow_s+ b* Flow 4+ bs* Flow s t-statistics is provided in parenthesis. *, **, @ denote significance

at the 10%, 5%, and 1% level, respectively.

Average Average Average Average
Dependant Offer/Mid Filing Offer/High Filing Offer/Mid Filing  Offer/High Filing
Flow 17.1610(* 15.7020(*
(1.92) (1.86)
Flow., -17.5473( -15.1225(
(-1.49) (-1.36)
Flow., 15.3104¢( 12.5848(
(1.63) (1.41)
Surprise Flow 28.5522(*** 25.7292(***
(2.87) (2.75)
MB 3 -0.0017¢ -0.0016: -0.0012: -0.00108t¢
(-0.73) (-0.70) (-0.50) (-0.47)
EW, 0.5273(** 0.4158(** 0.3242(** 0.2397(*
(2.96) (2.45) (2.48) (1.94)
CMrank -0.0025: -0.0106( 0.0008¢ -0.0081¢
(-0.27) (-1.19) (0.09) (-0.91)
Durbin-Watson 1.7611 1.761( 1.731: 1.7375
R-Squared 0.3367 0.304¢ 0.336¢ 0.3086
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TableVIII
Monthly Time Series Analysisof Initial Returns

This table shows monthly regressions where thertipd variable is the initial return. The averag#gal return is
the average difference between the first closingepand the offer price for all IPOs in morithR is the arithmetic
average of initial return from all IPOs in the mionProceed-weighted initial return (Prowgt IR) edaulated by
summing all initial returns based on proceeds weiglin the month of the IPOs. Investor sentimenkpr(Flow.)

is the monthly equity fund flows adjusted by totaarket capitalizationlR is the priort month average initial
return in models (1) and (3) and the proceed-wejlstverage return from past mortin models (2) and (4).
Meanprorepresents the average proceeds of all IPOs imtheth.CMrank is the monthly average of underwriter
prestige rankings based on the work of Carter, Damld Singh (1998) and Ritter and Loughran (20Bdfatistics is
provided in parenthesis. *, **, and *** denote sificance at the 10%, 5%, and 1% level, respectively

Model (1) Model (2) Model (3) Model (4)
Dependant IR Prowgt IR IR Prowgt IR
Flow 3701.00000* 3941.00000* 3297.00000¢ 3614.00000¢
(1.99) (1.92) (1.93) (1.96)
Flow., -5126.00000** -4838.00000** -6166.00000*** -6112.00000***
(-2.63) (-2.25) (-3.29) (-2.93)
Flow., 2137.00000 2295.00000 1997.00000 2149.00000
(1.14) (1.11) (1.14) (1.14)
Meanpro 0.07960 -0.00991 0.04910 -0.01360
(1.68) (-0.19) (1.19) (-0.32)
CMrank 4.34100* 7.35130*** 4.45450 ** 6.15900 ***
(1.96) (2.98) (2.05) (2.67)
IR, 0.31340*** 0.39190 ***
(4.70) (5.04)
IR 0.59070*** 0.53340 ***
(8.66) (6.91)
Durbin-Watson 1.5841 1.5456 2.0208 2.0618
R-Squared 0.4868 0.3698 0.6386 0.5700
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TableIX
High Risk IPOsand Investor Risk Preferences

This table shows monthly regressions where the riigrg variables are the number of high risk IPOmantht,
the total proceeds of high risk IPOs in moh#djusted by Consumer Price Index (CPI base yead pBlished by
Bureau of Labor Statistics), the number of highk tROs relative to the total number of IPOs issirethontht, and
the proceeds of high risk IPOs relative to theltptaceeds from all IPOs in the month. A high riBIO is an issue
where the aftermarket standard deviation of stetlrns is greater than the mean standard deviafi@ii stocks
listed on NYSE, AMEX, and NASDAQ in the month aftee IPO. Aftermarket standard deviation of stoetims
is calculated using the first 30 return observatistarting from the third trading dayiskflow; is a risk preference
proxy that equals the difference between equityl fililows and bond fund flows adjusted by CPI in nledé) and
(2) and by total market capitalization in model} §8d (4).RiskIR;represents the average first-day return of risky
issues from prior month Growth equals the percentage change in real GDP betwearieqt and quartet+3
(seasonally adjusted annually rate)B., represents the average market-to-book ratio fieenprrior monthEW,,
represents equal-weighted market return from tiar pnonth. t-statistics is provided in parenthedjs*, and ***
denote significance at the 10%, 5%, and 1% leespectively.

Model (1) Model (2) Model (3) Model (4)
Dependant Number of Total Proceeds of % of High Risk % of High Risk
High Risk IPOs High Risk IPOs IPOs IPO Proceeds
Rsikflow.; 0.0002( 0.0182(*** -19.2597( -8.9662(
(1.56) (3.08) (-1.22) (-0.45)
Rsikflow., 0.0003¢ *** 0.0116(* 42.2658(** 29.8442(
(3.18) (1.93) (2.45) (1.30)
Rsikflow.s -0.0000: -0.0040¢ 23.9815( 17.5762(
(-0.07) (-0.77) (1.60) (0.95)
RiskIR 0.0833(*** 4.7276(** 0.0014¢** 0.0013(*
(3.47) (4.46) (2.42) (1.76)
RiskIR, -0.0105( 1.2168( 0.0001: 0.00027
(-0.64) (1.65) (0.29) (0.52)
EW, 18.4088( 218.7543! -0.3682( -0.7942(**
(1.62) (0.40) (-1.34) (-2.37)
MB.; 0.2573(* 4.1044( 0.0009¢ -0.0040(
(1.96) (0.70) (0.31) (-1.18)
Growth 2.1986(*** 19.5906¢( -0.0081¢ -0.0022:
(2.73) (0.64) (-0.44) (-0.12)
Q1 -4.7819(*** -125.5282(** -0.0155( 0.0263(
(-3.60) (-2.09) (-0.52) (0.77)
Durbin-Watson 2.046: 1.781¢ 2.004¢ 1.971%
R-Squared 0.635: 0.634¢ 0.543¢ 0.356(
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Table X
Forecasting High Risk Fund Flows at Time of Filing

This table shows monthly regressions where the rige variables are the number of high risk IPOsgl, the
proceeds of high risk IPOs filed adjusted by ConsuRrice Index (CPI base year 1983 published bye&wrof
Labor Statistics), the number of high risk IPOsdilrelative to the total number of IPO filings, ahd proceeds of
high risk IPOs filed relative to the total proceeddPOs filed in a given month. A high risk IPOds issue where
the aftermarket standard deviation of stock retisrggeater than the mean standard deviation aftatkks listed on
NYSE, AMEX, and NASDAQ stock markets in the monfteathe IPO. Aftermarket standard deviation ofc&to
returns is calculated using the first 30 returnesbations starting from the third trading dd@redriskflow isthe
predicted third month fund flows based on a threaryolling modelFlowy= bs* Flow_s+ bs* Flow_4+ bs* Flow.s,
Flow, is the difference between monthly equity and banal flows adjusted by CPI in models (1) and (2)d a
normalized by total market capitalization in mod$ and (4).MB_; represents the average market-to-book ratio
from the prior monthEW, represents the equal-weighted market return fraptior monthRiskIR; represents the
prior month average initial return from high ridR@s.Growth equals the percentage change in real GDP between
quartert and quartet+3 (seasonally adjusted annually rate). t-statisigsrovided in parenthesis. *, **, and ***
denote significance at the 10%, 5%, and 1% leespectively.

Model (1) Model (2) Model (3) Model (4)

Dependant Number of Proceeds of % of High Risk % of High Risk

High Risk Filings High Risk Filed IPOs Filed Proceeds Filed

Predriskflow 0.00047 *** 0.0188(** 33.4470(** 42.0543(**

(2.66) (2.33) (1.97) (2.31)
EW, 12.1642( 171.2902!( 0.2020( 0.00841
(1.35) (0.41) (1.01) (0.03)
MB 3 0.1078( 1.4949( 0.0000¢ -0.0005¢
(1.08) (0.31) (0.04) (-0.22)
Growth 1.7341(* 25.8383( 0.0061: 0.0095!
(1.99) (0.64) (0.34) (0.48)
RiskIR 0.0062¢ 1.0614( 0.0001¢ -0.0001¢
(0.43) (1.54) (0.45) (-0.34)
RiskIR, -0.0036¢ -0.0791( -0.0003¢ 0.0000¢
(-0.25) (-0.11) (-1.08) (0.18)
Durbin-Watson 1.987: 2.004¢ 1.9717 1.976i
R-Squared 0.639¢ 0.627¢ 0.576¢ 0.3681
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Figure 1: Security Market Linewith Investor Sentiment
Price ($)
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SML,

SMLq

v

Risk
SML, represents the security market line where invesaoe fully rational;, SML represents a

market where investors are overly optimistic therefoverprice securities. In such a market,
companies have greater incentives to issue mompoeed equities to investors.
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Figure 2: Security Market Linewith Investor Risk Preferences
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SML, represents the original security market line; SMépresents a market where investors
become less risk averse. In such a market, invegitace greater value on risky firm A
compared to less-risky firm B. Therefore, companlas a higher incentive to issue equities in a
market of high risk tolerance.
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Appendix A

This table shows the coefficients of the forecastmodel Flowy= bs*Flow s+ bs*Flow 4+
bs*Flow s) for predicted equity fund flows$:low, represents the current month equity fund flows,
while Flow; represents fund flows from past momth

Intercept Bs B, Bs
coefficient 1781 0.3453 0.1033 0.2051
t-stat 2.83 6.02 1.81 3.58

The following table shows the coefficients of tloeeicasting modelRiskflows = bs*Riskflows+
bs*Riskflons+ bs*Riskflows) for predicted investor risk preferenceRiskflowy equals the
difference between the current month equity andectirmonth bond fund flows, adjusted by
total market capitalizatiorRiskflow; represents investor risk preference proxy from pasttht.

Intercept Bs B, Bs
coefficient 0.000179 0.3308 0.1291 0.2960
t-stat 1.59 5.66 2.23 5.10
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Appendix B

This table shows monthly regressions where therdkpd variable is the total proceeds of filingsrillions of dollars) in any given
month. The sample period is 1986 to 2004. Investatiment proxy is the monthly equity fund flowg§uested for inflation Elow.; in
millions of dollars) from the Investment Compantitute. PredFlowrepresents the predicted third month fund flowseldaon the
coefficients from the following modeFlowy= bs*Flow.s+ bs*Flow.s+ bs*Flow.s Flow; represents fund flows from month t-
statistics is provided in parenthesis. *, **, arfd denote significance at the 10%, 5%, and 1% |exedpectively.

Dependent Variable: Proceeds of Filings
Model 1 Model 2 Model 3 Model 4 Model|5 Mode
Flow.s 0.0326] ** 0.0361] **
(2.16) (2.38)
Flow., 0.0345| ** 0.0282| *
(2.21) (1.78)
Flow.; 0.0580] *** 0.0591 | ***
(3.72) (3.77)
Flowo 0.0194 0.0005
(1.29) (0.31)
Flow, 1 0.0548| *** 0.0372| **
(3.52) (2.38)
Flow,, 0.0194 0.0305| * -0.0051
(1.23) (1.94) (-0.33)
Flow,s 0.0168 0.0200 0.0204 0.0134 0.0009
(1.09) (1.28) (1.31) (0.90) (0.06)
PredFlow 0.1492| ***
(4.47)
R-Squared 0.44 0.36 0.33 0.33 0.37 0.46
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