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Underwriter Reputation, Initial Returns, and
the Long-Run Performance of IPO Stocks

RICHARD B. CARTER, FREDERICK H. DARK, and AJAI K. SINGH*

ABSTRACT
We find tbat tbe underperformance of IPO stocks relative to tbe market over a
tbree-year bolding period is less severe for IPOs bandied by more prestigious un-
derwriters. Consistent with prior studies, we also find that IPOs managed by more
reputable underwriters are associated witb less sbort-run underpricing. Among
tbe various existing proxies for underwriter reputation, tbe Carter-Manaster mea-
sure is tbe most significant in tbe context of initial returns and also in tbe context
of tbe tbree-year performance of IPOs. Tbe study also provides an updated list of
the Carter-Manaster measure for various underwriters.

A SUBSTANTIAL BODY of work within the initial public offering (IPO) of common
stock literature examines the effects of underwriter reputation on the initial
performance of IPOs (see, among others, Logue (1973), Beatty and Ritter
(1986), Titman and Trueman (1986), and Maksimovic and Unal (1993)). The
financial press provides some evidence of the correlation between IPO per-
formance and underwriter reputation (see Forbes June 20, 1994). However,
no prior academic work has documented the relation between the long-run
performance of IPOs and different proxies for underwriter prestige. This
study has two primary objectives. First, it examines the initial returns and
the three-year returns following the IPOs and the relationship of those re-
turns with underwriter reputation. Second, the study provides a compara-
tive evaluation of three existing measures of underwriter prestige in the
context of initial returns and also in the context of the three-year perfor-
mance of IPOs.

Several proxies for underwriter reputation have been developed in the
IPO literature. Logue (1973) and Beatty and Ritter (1986) are among the
first to develop a measure of underwriter reputation. Carter and Manaster
(1990) use underwriters' relative placements in stock offering "tombstone"
announcements. The Carter-Manaster (CM) system is not unlike the star-
ring order appearing in Hollywood's billboards. The compilation of the CM
measure is a fairly tedious process because each tombstone has the potential
to impact the ordering of each underwriter's relative position in the data
bank. On the other hand, the Johnson and Miller (1988) and Megginson and
Weiss (1991) measures require less effort to construct. Johnson and Miller
(JM) use a modified form of the Carter and Manaster method. JM classify
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underwriters into one of four categories. Megginson and Weiss (MW) use the
relative market share of the underwriters as a proxy for their reputa-
tion. MW show a high degree of correlation between their measure and the
CM rankings.

Although the CM and MW proxies are correlated, the difference between
them may stem from the contrast in their measurement. The MW proxy
focuses on the relative market share of the underwriter. On the other hand,
the CM measure refiects the company an underwriter keeps. Even if an
investment bank takes the lead in a large number of offers, it does not se-
cure a high CM rank if its name appears in tombstone advertisements brack-
eted in the company of lower ranked underwriters.

We find that each of the reputation proxies is significantly related to IPO
initial returns; the better the reputation of the underwriter, the less is the
short-run underpricing. Among the three alternative reputation proxies ex-
amined, the Carter-Manaster measure explains more of the variation in the
initial returns compared to the Johnson-Miller or the Megginson-Weiss
measures.

Ritter (1991) and Loughran and Ritter (1995) examine the long-run per-
formance of IPOs. Loughran and Ritter report that IPO stocks underperform
nonissuing firms of the same size by 7.4 percent per year over a three-year
holding period and by 7 percent per year over a five-year holding period. We
find similar results for our sample of initial offerings made from 1979 through
1991. We only include IPOs through 1991 because we examine the perfor-
mance of IPO stocks over a three-year period using the 1994 CRSP database.
We find that the long-run underperformance is less severe for stocks of IPOs
associated with more prestigious underwriters. Michaely and Shaw (1994)
find that IPOs managed by high prestige investment bankers tend to have
smaller initial returns and less negative long-run returns than do IPOs handled
by lower reputation underwriters. They use the investment bank's capital as
a proxy for its prestige. Brav and Gompers (1996) find that venture-capital-
backed IPOs outperform nonventure-backed offerings in the five years fol-
lowing the offer, when returns are calculated on an equal weighted basis.
Fields (1995) examines the holdings of institutional shareholders at the end
of the first quarter following the initial public offerings. She finds that, in
the long run, IPOs having larger institutional shareholdings significantly
outperform those with smaller institutional shareholdings.

Although no widely accepted theory for the long-run evidence has been
developed, it is reasonable to presume that higher quality underwriters at-
tempt to market IPOs that will experience the least negative long-run market-
adjusted returns. Chemmanur and Fulghieri (1994) argue that investors use
the investment banks' past performance, as measured by the quality of firms
in which they have previously sold equity, to assess their credibility. By mar-
keting IPOs that have relatively better long-term performance, investment
banks protect their reputation. Hence, we expect the coefficients for under-
writer prestige measures to be positive when we use the long-run market-
adjusted return as the dependent variable. We find that when the reputation
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Table I

Sample Selection Criteria

Total numher of firm commitment domestic IPOs in the raw sample. 2,956
Less: Ohservations deleted hecause they are unit IPOs or their initial listing on 266

CRSP is more than three months from the offer date.

Less: Ohservations deleted hecause of an insufficient numher of days' data to com- 37
pute the standard deviation of returns.

Suhtotal (1) 2,653

Less: Ohservations where the age ofthe firm and/or underwriter reputation mea- 316
sures is missing.

Suhtotal (2) 2,337

Less: IPOs that are listed on CRSP more than three trading days (hut less than 45
three months) after the offer date.

Final Sample 2,292

proxies are evaluated simultaneously, only the Carter-Manaster measure is
significantly related to the IPO stocks' three-year returns.

The data description and a discussion of underwriter reputation measures
are contained in Section I. Section II outlines the methodology employed,
and the results are discussed in Section III. Our conclusions are contained in
Section IV. A list of investment banks with updated Carter-Manaster ranks
compiled from tombstones (1985-1991) and the corresponding Megginson-
Weiss ranks are provided in the Appendix for convenient reference.

I. IPO Data and Underwriter Reputation Measures

A. Data

In this study, we conduct tests of underwriter reputation measures using
a sample of IPOs issued from January 1, 1979 through December 31, 1991.
For the earher period (1979-1984), we use the Carter and Manaster (1990)
sample and data obtained from Jay Ritter as used in Ritter (1991). The data
for this period were supplemented from prospectuses available at the Arthur
Andersen Library in Chicago. For the latter period (1985-1991), identifica-
tion of each IPO is made from the Investment Dealers' Digest and Barron's.
Only firm commitment, domestic offerings of at least $2,000,000 have been
selected. The sample screening process is summarized in Table I. Our final
sample of 2,292 IPOs also includes those delisted before their three-year
anniversary but for which all other data are complete.

Information concerning the particulars of each offering, including the num-
ber of shares offered by the firm, the number of shares offered by selling
shareholders, the underwriters involved, and the offering price have been
obtained from Moody's manuals and Investment Dealers' Digest. From these
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data, we compute the gross proceeds for each offering (SIZE), and the ratio of
the shares offered by current shareholders to the total shares offered (SECOND).
Gross proceeds do not include overallotment options that are exercised. The
mean gross proceeds from all 2,292 IPOs is $41,370,000. We use the Ibbotson
Associates (1992) annual consumer price index numbers to express SIZE in 1979
dollars. The mean gross proceeds, stated in 1979 dollars, are $27,460,000. Of
the shares offered in the IPO, 16.59 percent were provided by current share-
holders ofthe firm at the time ofthe IPO. The age ofthe issuing firm at the
time ofthe offering (AGE) also has been determined from Moodys manuals and
the offering prospectus. The interval between the offer date and the date the
firm was founded was used to determine the age of the issuing firm. In in-
stances where the founding date was unavailable, the date of incorporation was
used. The average age ofthe firms in the sample is 12.84 years.

Initial trading prices, initial returns and returns over three-years, and
related statistics are determined using the CRSP NYSE/AMEX and Nasdaq
files. We compute the raw initial return as the percentage difference be-
tween the first CRSP reported closing price and the offer price. For results
presented in this study, the raw initial return is adjusted for the contempo-
raneous return on the market index. The market-adjusted initial return
(MARO) is computed using the value-weighted CRSP (NYSE/AMEX/Nasdaq)
Index. 1 The mean MARO is 8.08 percent and the median is 2.38 percent. The
IPO stocks' market-adjusted long-run return (MAR3) from a buy-and-hold
strategy, where the holding period extends from offer date +6 through offer
date +765 (760 trading days or about three years), is -19.92 percent on
average (the median is -50.72 percent).^ Positive initial returns and the
subsequent long-run negative market-adjusted returns are consistent with
the findings in previous IPO studies.

^ The percentage initial return (MARO) is computed for the final sample of 2,292 IPOs as
follows:

r PFT, min(FT,3)

~ OP ^^

where ^ = 0, 1, 2, 3; PFT = closing price on the first CRSP-reported trading ofthe IPO stock;
FT = first CRSP-reported trading day; OP = offer price of the IPO stock; and ŷ < = return on
the CRSP NYSE/AMEX/Nasdaq value-weighted index on day t.

^ The IPO stock's percentage return over three years is computed as follows:

\ / min[r,delist| \ / minrT.delist] \ "1

MAR3 = n (1 + yu) - fl (1 + y^,) 1
L \< = offer date + 6 / \ t = offer date + 6 ™ / J

where yu = return on the stock i on day ;̂ T = offer date -1- 765 trading days; y^t = return on
the CRSP NYSE/AMEX/Nasdaq value-weighted index on day t; and R,T = market-adjusted
return on the IPO stock through the earlier of the offer date + 765 or its delisting date. IPOs
are excluded from the sample where the first CRSP-reported trade occurred more than three
days following the offer. Of the 2,292 IPOs, 299 were delisted within three years of the offer
date. Of these, 22 were delisted within one year, and an additional 107 were delisted within two
years of the offer date.
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B. Underwriter Reputation Measures

We have compiled the four-tier underwriter reputation measure developed
by Johnson and Miller (1988) (JM) according to their description. A rank of
three, the most prestigious level, is assigned to each underwriter identified
as a member of the "bulge bracket," a two is assigned to those considered
part of the "major bracket," and a one has been assigned to underwriters in
the "submajor bracket." All other underwriters are assigned the least pres-
tigious rank, zero. The mean JM ranking for the 2,292 IPOs in the sample is
1.17 with a median of 1.00.

The "bulge bracket" is a group of investment banks that have occupied a
leading role in high-quality securities underwriting in the years since the
Securities Act of 1933. These investment banks include traditional members
like Morgan Stanley and First Boston and those that have joined sub-
sequently such as Salomon Brothers. The next most prestigious investment
banks are referred to as "major bracket" houses. This group includes firms
like Lazard Freres and Company and Kidder, Peabody and Company. The
firms in this group generally are allotted smaller portions in the underwrit-
ing S5mdicates than those in the bulge group but still wield considerable
power on Wall Street. Finally, the submajor group consists of firms that are
considered to be contenders for membership in the major bracket. They are
often allocated a major bracket sized share of the offering but, on average,
their underwriting proportions are smaller than either of the groups above
them. Many of the firms in this bracket (for example. Bear, Stearns and
Company) are recognized for their retail distribution capabilities.^

The Megginson-Weiss measure (MW) represents the relative market share
of all IPO underwriting for each investment bank. The lead manager for
each IPO is given full credit for the total amount underwritten. The lead
manager maintains the 'books' and its name is the very first one from the
left at the top of the tombstone. The relative market share for each under-
writer is determined by dividing the underwriter's total credits by the in-
dustry's total. We use values provided by the authors to create the MW
investment bank reputation measure for all IPOs that came to the market
from 1979 to 1987.4 For the 1988 through 1991 period, we purchased data
similar to Megginson and Weiss's from the Investment Dealers' Digest Infor-
mation Services and compiled our own values.^ The mean MW rank for the
1,788 IPOs prior to 1988 is 5.65 percent, the mean for the remaining 504

^ For a further discussion of underwriting brackets see Hayes (1971) and Hayes and Hub-
bard (1990).

•* We are indebted to Kathleen Weiss Hanley for providing her list of investment bankers and
their corresponding Megginson-Weiss ranks,

^All IPOs prior to January 1, 1988, are assigned ranks per Megginson and Weiss (1991),
These ranking data were provided by Kathleen Weiss Hanley, The Megginson and Weiss (1991)
study covered IPOs through September 1987, For the 1988-1991 IPOs we use the underwriting
data provided by Investment Dealers' Digest HDD) for the period 1986-1990, However, in ad-
ditional analyses not reported here, we use the 1986-1990 IDD data to construct the MW
measure for the 1986-1991 IPOs, The results are qualitatively similar to those reported here.



290 The Journal of Finance

IPOs is 4.09 percent. For the entire sample, the mean MW is 5.31 percent
with a median of 3.32 percent.

Unlike the MW proxy, which focuses on the relative market share of each
underwriter, the determination of the CM reputation measure is more con-
cerned with the company an investment banker keeps. It is based on the
assertion that the Merrill Lynches and the Goldman Sachses will not allow
their names to appear in the same bracket as the Blinder-Robinsons of the
business. For the Carter and Manaster (1990) ten-tier reputation measure
(CM), we use the values given in their 1990 article to rank underwriters for
those IPOs issued from 1979 through 1984. For all offerings thereafter, a
new CM ranking is estimated following the directions outlined in Carter and
Manaster. Briefly, the measure is constructed by examining tombstone ad-
vertisements for the later years of the study (1985 through 1991). By com-
paring the relative placement of investment banks in the advertisements,
we are able to place underwriters in each of 10 categories where nine is the
most prestigious and zero the least.'^ Within each subperiod (1979-84 and
1985-91) if a ranking change is observed for an investment bank, an aver-
age is used. The mean CM ranking for the 979 IPOs prior to 1985 is 5.45, the
mean for the remaining 1,313 IPOs is 8.10. The average CM rank for all
2,292 IPOs is 6.97 with a median of 8.00.

The descriptive statistics for each of the variables described above are
found in Table II.

II. Methodology

The primary method used to examine the explanatory power of the under-
writer reputation measures is ordinary least squares regressions. Previous
research suggests that underwriter reputation signals the underlying risks
of the offering that are impounded in the immediate aftermarket return. We
segment our sample by underwriter reputation and report the corresponding
initial returns and the long-run performance for each segment. It appears

^ In tombstone advertisements, below the identification of the IPO's managing underwrit-
er(s), the remaining IPO marketing syndicate underwriters follow in groups. Each group rep-
resents a different level of prestige, with the most prestigious at the top and the least prestigious
at the bottom. For the first advertisement, a nine is assigned to the highest-placed underwrit-
ers, an eight to the next-highest underwriters, and so on. A second advertisement is then ex-
amined. If underwriters are displaced by higher-ranked underwriters, they are assigned a lower
reputation rank. For example, if an underwriter in the first advertisement is located in the
highest position and assigned a nine, but is located in the second-highest group in the second
advertisement, the underwriter is reassigned an eight and all underwriters located in "inferior"
groups in the previous advertisement are reassigned lower ranks as well. As each new adver-
tisement is examined, underwriters displaced by a more prestigious group move down tbe scale,
resulting in a discrete ranking scale from 0-9.

It sbould be noted that the order in which underwriters' names are listed in tbe tombstone
advertisement exactly matches the order of names appearing in the 'underwriting' section of the
prospectus. The underwriting section of the prospectus lists all investment bankers wbo agree
to purchase a portion of the public offer. The order in which the names appear corresponds with
the proportion of tbe offer each investment banker agrees to purcbase.
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Table II

Descriptive Statistics
Market-adjusted initial IPO return (underpricing), market-adjusted long-run return, explana-
tory variables, and underwriter reputation measures for 2,292 IPOs issued from January 1,
1979 to December 31, 1991. The market-adjusted initial return is the percentage increase from
the offering price to the first available closing price. Returns are adjusted by subtracting the
contemporaneous compounded CRSP NYSE/AMEX/Nasdaq value-weighted market returns. The
market-adjusted long-run return on the IPO stock is computed from the offer date +6 through
the earlier of offer date -(-765 or the stock's delisting date. The return is computed using a
buy-and-hold strategy. Beta and the standard deviation of returns (STD Return) for each firm
are estimated from a time series of daily raw returns using the offer date +6 through offer date
+ 260. SIZE is the gross proceeds from the offering, exclusive of overallotment options. SIZE is
deflated to the year 1979 using the annual inflation rate (CPI). Age is the age of the issuing
firm at the time of the offer. SECOND is the percentage of the issue offered by current share-
holders. MW is an underwriter reputation ranking variable using the relative market share for
each managing underwriter. All IPOs issued prior to January 1, 1988 are assigned ranks per
Megginson and Weiss (1991). These ranking data were provided by Kathleen Weiss Hanley.
Those issued after are assigned ranks according to the updated market share data provided by
Investment Dealers' Digest. JM is a discrete underwriter reputation ranking variable 0-3 where
a 3 is the most prestigious underwriter and 0 is the least prestigious. CM is a discrete under-
writer reputation variable 0-9 where a 9 is the most prestigious underwriter and 0 is the least
prestigious underwriter. All IPOs issued prior to January 1, 1985 are assigned ranks per the
Appendix in Carter and Manaster (1990). Those issued on or after January 1, 1985 are assigned
updated ranks. The ranks for these IPOs are reestimated using contemporaneous data and
following the instructions outlined in Carter and Manaster (1990).

Variable

Market-adjusted initial return (%)
Market-adjusted long-run return (%)
Beta
SIZE ($ millions)
Inflation defiated size ($ millions)
Age (years)
SECOND (%)
STD Return (%)
MW(%)
JM
CM

Mean

8.08
-19.92

1.38
41.37
27.46
12.84
16.59
3.38
5.31
1.17
6.97

Standard Deviation

17.38
159.14

0.85
104.35
68.08
21.18
23.60

1.56
5.89
1.17
2.35

Median

2.38
-50.72

1.30
15.00
10.42
5.00
0.00
3.13
3.32
1.00
8.00

that the information effect is complete in the initial returns—most of it by
the end of the first day (Barry and Jennings (1993)). Accordingly, we use the
market-adjusted initial return (MARO) as the dependent variable in the re-
gression analysis. The initial return for each IPO is regressed on the three
reputation measures (MW, JM, and CM), both separately and collectively. To
be consistent with prior research, the coefficient for each measure should be
negative. However, when the market-adjusted long-run return (MAR3) is
used as the dependent variable in the regression analysis, we expect the
coefficient for each underwriter prestige measure to be positive per our ear-
lier discussion.

To assess the marginal impact of the reputation measures, we include a
number of additional independent variables. Each of these has been used in
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previous and related research, primarily to proxy for the apparent risks of
IPOs.

The natural logarithm of gross proceeds (LNSIZE) has been included in
virtually all previous work. In this paper, LNSIZE is intended to control for
any systematic influence due to offering size. Because larger IPOs are often
made by more established firms, the risks should be diminished and, there-
fore, the initial returns should be smaller. The age of the firm has also been
suggested to proxy for the risks of the IPO firm (Ritter (1984)); arguably
older firms are less risky. For the empirical model, we use the natural log-
arithm of one plus the age of the firm at the IPO date (LNAGE). Ritter
(1991) documents higher initial returns and more pronounced long-run un-
derperformance for younger IPOs and interprets his evidence as being con-
sistent with overoptimism. Therefore, we anticipate the coefficient for LNAGE
to be negative for the initial return regression but to have a positive sign in
the long-run return analysis.

The fraction of the offering represented by current shareholders is in-
cluded to refiect preoffer demand. Hanley (1993) suggests that if there is a
strong preoffer demand for an IPO, the number of shares being offered by
existing shareholders is frequently revised upward. When the demand is
weak, secondary shares are often the first to be cut back. Therefore, the
number of shares offered by existing shareholders is a proxy for preoffer
demand. We define the variable SECOND as the fraction of the total issue
offered by existing preissue shareholders. Consistent with Hanley (1993), a
strong preoffer demand should result in relatively more underpricing of the
IPO. Accordingly, we expect a positive relation between the initial returns
and SECOND. Finally, the standard deviation of the IPO stock raw returns
is computed using a time-series of 255 trading days commencing 6 trading
days after the offer. The standard deviation of the IPO stocks' returns (STD
Return) should refiect the riskiness of future cash flows (see, among others,
Johnson and Miller (1988)). Therefore, we anticipate a positive coefficient
for STD Return.

The empirical model is displayed in equation (1).

MARO = 6o + 6i * [Underwriter Reputation Measures] + 62 * LNSIZE

+ 63 * LNAGE + 64 * SECOND + 65 * [STD Return] + Error. (1)

We use the same empirical model with the market-adjusted long-run holding
period return (MAR3) as the dependent variable.

III. Results

A. Initial IPO Returns and Underwriter Reputation Proxies

As a preliminary examination of the univariate relationships among the
variables in the study, Pearson correlation coefficients are estimated. The
results of these estimations are provided in Table III.
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Many of the findings reported in earlier research are evident in the values
found in Table III. For example, the more prestigious investment banks mar-
ket the larger and more established firms. As one might expect, these are also
the less risky IPOs, as measured by the time-series standard deviation of raw
returns (STD Return). Moreover, the three reputation measures are highly cor-
related. Existing shareholders provide a higher proportion of the shares of-
fered in IPOs associated with established firms and those with lower STD Return.

The results of the regressions on the market-adjusted initial return (equa-
tion (1)) are presented in Table IV. The principal variables of interest are
the MW, JM, and CM underwriter prestige proxies. Univariate regressions for
each reputation measure are found in regressions one through three. Multi-
variate regressions with the control variables and various combinations of the
reputation rankings are shown in the remaining regressions. The final regres-
sion presents the results with all three reputation measures included.

As anticipated, the coefficients for MW, JM, and CM are negative and
significant at the 1 percent level for the three univariate regressions. They
are also negative and significant at the 1 percent level in the multivariate
regressions (four through six), where each reputation measure is included
separately but with all control variables. Although the coefficients for each
of these control variables are generally consistent with expectations, signif-
icance appears to depend on the reputation measure introduced in the re-
gression. For example, in regressions four and five the coefficients for both
LNAGE and LNSIZE are significant, at least at the 5 percent level, whereas
in regression six only the control variable coefficient for LNAGE is signifi-
cant at the 5 percent level."̂

In the remaining regressions, CM outperforms the other two underwriter
reputation measures. In regression seven we analyze the MW and the CM
reputation measures along with the control variables. In regression eight we
report the results of the regression analysis using the JM and the CM rep-
utation proxies. The CM measure remains significant in both regressions.
The MW and the JM measures become insignificant when the CM measure
is introduced simultaneously in the analyses. These results indicate that the
CM underwriter reputation proxy has relatively greater explanatory power
than the other two proxies. In regression nine all three reputation proxies
are included in the analysis. Once again, of all the three reputation mea-
sures, only the CM proxy is statistically significant.

B. Long-Run Performance and Underwriter Reputation

Prior studies have documented that stocks of IPO firms have underper-
formed otherwise comparable non-IPO stocks over various long-run holding
periods (Ritter (1991), Loughran and Ritter (1995)). However, the associa-

^ STD Return (tbe standard deviation of daily returns) includes a bid-ask bounce for NYSE/
AMEX- and NMS-listed IPOs, but not for non-NMS Nasdaq listed IPOs. Tbis happens because
CRSP calculates daily returns using closing transaction prices only for tbe first group but uses
tbe mean of the bid and ask quotes to calculate returns for non-NMS Nasdaq stocks. Tbus, tbe
regression coefficients on STD Return are likely to be biased toward zero.
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tion between long-run performance of IPOs and the different measures of
reputation of the underwriters who bring the issues to the market has not
been examined in the earlier research.

In Table V, the 2,292 IPOs are separated into three groups based on their
CM ranks: low, medium, and high. The low group consists of IPOs under-
written by investment bankers with a CM rank between 0 and 5. The high
group consists of CM ranks 8 and above. The remainder forms the medium
group. In Panel A we document the market-adjusted returns for the initial
period and for the three-year holding period following the IPO for each of the
three groups. The results are in line with our predictions for both initial and
long-run returns. The full sample long-run results are also consistent with
Loughran and Ritter (1995), who report an annual 7.4 percent underperfor-
mance in their IPO sample over a comparable three-year holding period. The
bulk of the IPOs were made by high-reputation underwriters—those with
Carter-Manaster ranks of eight or greater (1,304 of the 2,292 IPOs in our
sample). The long-run market-adjusted returns become less negative mono-
tonically with increasing underwriter reputation. In Panel B we report both
parametric and nonparametric test statistics for differences in subsample
average returns. We use the Kruskal-Wallis nonparametric difference in means
test because it is robust to departures from normality and does not require
equal sample sizes. For the initial returns, all the pairwise tests, parametric
and nonparametric, for differences in means are significant at the 5 percent
level or better. However, for the long-run returns, the parametric and non-
parametric test results differ. The Kruskal-Wallis test statistics are signif-
icant at the 1 percent level for all the pairwise tests. The difference in means
^test statistic is significant at the 5 percent level for the high and medium
reputation groups. The difference in means for the low and high reputation
groups is significant only at the 10 percent level, but the difference between
the low and medium groups is not significant.

Consistent with Loughran and Ritter (1995) our results also suggest that
"investing in firms issuing stock is hazardous to your wealth." However, in-
vesting in IPOs underwritten by high-reputation underwriters mitigates the
hazard. Also, book-to-market adjustments might eliminate the underperfor-
mance entirely for the high prestige group (see Brav and Gompers (1996)).
Although we find statistically reliable differences between long-run returns
for the low and high CM reputation categories using nonparametric tests
only, the difference (-33.77 percent versus -12.63 percent) is economically
important. As CM ranks change from 4 to 9, the predicted long-run market-
adjusted return changes by about 32 percent. Our results imply that $132
would need to be invested in the IPOs offered by low reputation underwrit-
ers to achieve the same payoff as $100 put in the IPOs underwritten by high
reputation investment banks for a three-year holding period. A cursory re-
view of the Appendix provides evidence consistent with our empirical anal-
yses. For example, consider Merrill Lynch, ranked high by Carter-Manaster
and Megginson-Weiss prestige measures, and Rooney Pace, which is ranked
relatively lower. The market-adjusted initial returns of IPOs handled by Mer-
rill Lynch have less underpricing (6.52 percent versus 18.12 percent on av-
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erage for Rooney Pace). Also, the long-run market-adjusted returns are
relatively higher for Merrill Lynch managed IPOs (-19.41 percent against
-78.35 percent for Rooney Pace).

The marginal impact of the underwriter reputation measures on the long-
run holding period return is examined using the same set of control vari-
ables employed in the analyses of the IPO initial return. An examination of
the distribution of the long-run returns reveals that they are skewed to the
right and are significantly nonnormal. As an adjustment, we transform (MAR3)
to the natural logarithm of 1,000 percent plus each buy-and-hold return [nat-
ural logarithm (1,000 percent + (MAR3))]. The transformed observations
(LNMAR3) are then used as the dependent variable in the model.^ The re-
gression results are presented in Table VI. In the first three regressions,
each of the prestige measures is introduced by itself along with the other
control variables. As expected, the coefficients for MW, JM, and CM are pos-
itive. However, of the three measures examined, only the Carter-Manaster
underwriter prestige measure is significant at the 1 percent level. JM is
significant at the 5 percent level and the coefficient for MW, although posi-
tive, is statistically insignificant.

In regression four, all three prestige measures are introduced simulta-
neously along with the other control variables. Only the CM measure is
statistically significant at the 1 percent level.^

The results indicate that IPOs underwritten by more prestigious invest-
ment banks have, on average, a less negative performance over the three-
year period examined. Also, of the three reputation proxies examined, the
CM measure is the most significant in explaining the variability in the three-
year holding period returns following the

* Using the long-run return without transformation (MAR3) as the dependent variable pro-
duces results that are qualitatively similar to those using the transformed variable (LNMAI13).
Using LNMAR3 alleviates tbe skewness but does not eliminate it. We do not control for book-
to-market effects. In addition, altbougb SIZE (gross proceeds) is inflation-adjusted, it is partly
picking up a time-trend because tbere is an increase in tbe real level of tbe stock market during
tbe sample period. Since tbe market-adjusted long-run returns are more negative in the first
half of the sample period, part of this effect is captured by LNSIZE (tbe natural log of SIZE).

^ We cbeck the robustness of tbe results in Table VI by including tbe 45 IPOs tbat were listed
on CRSP more tban tbree days (but less tban tbree montbs) after tbe offer date. Tbe results are
qualitatively the same for the 2,337 observations as they are for the 2,292 IPOs in the final
sample. We then also include in our analysis the 316 observations with missing data for one or
more variables by substituting a zero for missing age of tbe firm and/or underwriter reputation
measure. The result for this larger sample of 2,653 observations (2,292 -i- 45 + 316) is also
qualitatively the same. In fact, the significance of the CM measure increases with both of the
larger samples employed.

^̂  We conduct several other robustness checks. First, we delete observations witb the highest
and the lowest five percent of long-run returns and conducted the analysis with the remaining
observations. The results are qualitatively the same. Next, we rank-order the observations by
their long-run returns and used the ranks as the dependent variable, instead of tbe long-run
returns tbemselves. Again, tbe results are qualitatively the same. Outliers do not appear to be
driving the results. We also use White's (1980) ^statistic to correct for heteroskedasticity The
results are robust to tbe use of White's correction. The test statistics are computed assuming
intertemporal independence of residuals and may, therefore, be overstated.
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Figure 1. Initial IPO Return. The average market-adjusted initial return for 2,292 firms
making an IPO from January 1, 1979 through December 31, 1991. The market-adjusted initial
return is the percentage increase from the offering price to the first available closing price.
Returns are adjusted by subtracting the contemporaneous compounded CRSP NYSE/AMEX/
Nasdaq value-weighted market returns. The returns have been classified by underwriter rep-
utation for each year. The median Carter-Manaster reputation rank of eight has been used to
segment the IPOs underwritten into high and low reputation investment banks.

Figures 1 and 2 are consistent with our regression results. The median
CM rank has been used to segment underwriters into two classes. The 'low
reputation' group in Figures 1 and 2 consists of underwriters with CM
ranks below 8, the 'high reputation' group has CM ranks of 8 or greater.
With the exception of 1991, in each of the years 1979 to 1991 the average
initial returns are more positive for the IPOs managed by the lower repu-
tation underwriters. On the other hand, over the same period, the long-run
return is smaller for the high reputation underwriters only in 1979, 1982,
and 1988.



Underwriter Reputation and IPO Performance 301

60 n

Legend

Low Reputation

High Reputation

'60

1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Year of Issuance

Figure 2. Long-Run Market-Adjusted Return. The average market-adjusted three-year post-
IPO returns for 2,292 firms making an IPO from January 1, 1979 through December 31, 1991,
The IPO stocks' market-adjusted long-run returns have been calculated using a buy-and-hold
strategy where the holding period extends from offering day -1-6 through offer date +765 (760
trading days). The returns have been classified by underwriter reputation for each year of
issuance. The median Carter-Manaster reputation rank of eight has been used to segment the
IPOs underwritten into high and low reputation investment banks.

Conclusion

We examine three alternative measures of underwriter prestige and their
association with initial and long-run returns. The three prestige measures
were developed by Johnson and Miller (1988), Carter and Manaster (1990),
and Megginson and Weiss (1991). We find each reputation measure exam-
ined by itself to be significantly related to the initial return. However, of the
three, only the Carter-Manaster measure remains significant when evalu-
ated simultaneously with the Johnson-Miller and the Megginson-Weiss mea-
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sures. Consistent with Michaely and Shaw (1994) we find that, on average,
the long-run market-adjusted returns are less negative for the IPOs hrought
to market by more prestigious underwriters. In our analyses of the long-run
holding period returns, we find that of the three reputation proxies exam-
ined, only the Carter-Manaster measure is statistically significant when the
proxies are examined simultaneously.

Of the three underwriter reputation measures evaluated, the Carter-
Manaster measure is the most costly to compile, in terms of time and effort.
Although tedious to construct, we believe that the CM proxy serves best to
control for underwriter prestige in IPO studies. To aid future researchers
needing to control for underwriter reputation, the Appendix provides a list of
investment bankers in the sample with updated Carter-Manaster ranks and
corresponding Megginson-Weiss ranks.

Appendix

An alphabetical list of investment bankers is presented below.
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