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Investing

FLEDGLING SHARES

TREAD
CAREFULLY
WITH IPOs

Better to wait for newly public
stocks to mature before buying.

BY KIM CLARK

O you let hope triumph over experi-
ence in your love life? Go for it. But
in your investment portfolio? That’s
where you need to harden your heart.
Nowhere is the conflict between hope and experi-
ence starker than the market for initial public
offerings, or IPOs.
The possibility of getting in on the ground floor
of a young company is enticing. And for some of
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the lucky few who are given allotments of shares
at the official starting price, a first-day IPO “pop”
in share prices can create instant profits. Adding
to the excitement: 2023 has been great for recent
IPOs. The Renaissance IPO exchange-traded
fund, which tracks new listings of stocks that have
raised at least $100 million over the past three
years, has returned 29% so far this year, compared
with 13% for the S&P 500 index. (Prices, returns
and other data are as of September 30 unless other-
wise noted.)

The rout in tech stocks suppressed IPO activity
in 2022, when just 65 deals raised less than $10 bil-
lion overall, says Josef Schuster, founder of IPOX
Schuster, a financial services firm specializing in
IPOs. That was down from 365 deals in 2021 that
collected $134 billion from investors. Through the
first nine months of 2023, a total of 76 IPOs have
already gathered almost $15 billion from investors.
And Schuster expects the rebound to continue
through 2024. Among the firms that have hinted
at upcoming IPOs: artificial intelligence company
Databricks, veggie burger maker Impossible Foods
and financial technology company Stripe.

IPOs continue to generate buzz despite their
poor long-term track record for investors. Between
the start of 1980 and year-end 2022, the majority
of TPOs lost money over the three- and five-year
periods following their debut—even for investors
lucky enough to buy at the official offering price,
according to an analysis by University of Florida
finance professor Jay Ritter. Regular investors
did worse. Despite blockbusters such as electric-
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vehicle icon Tesla and vaccine-maker Moderna, the
average IPO stock bought at the publicly available
closing price on its first trading day returned about
6% annualized over three years. An index of all U.S.-
listed stocks returned about 11% annualized over
the same period, Ritter reports. The currently high-
flying Renaissance ETF notched a 15.1% average
annual loss over the past three
years and returned an annual-
ized 1.2% over the past five
years, compared with the S&P
500’s average annual returns of

BY THE NUMBERS

IPOs Start to Rebound

that have already sold shares to the public. But
according to Ritter, from the start of 2012 through
year-end 2022, the average SPAC has traded for
less than half its first-day closing price as a newly
merged company at the following one-year and
three-year marks.

You’ll also want to make sure the company is
selling enough shares to allow
for smooth trading. When the
shares available to trade, or the
“float,” equal less than about
10% of the company’s total

10.2% and 9.9% over the same The 2023 bull market has revived interest number of shares, history

periods. in initial public offerings.

If you must. For investors
who can tolerate the risk, it’s
okay to add a smidgen—though 400
only a smidgen—of IPOs to
your portfolio now, says Brian
Duncanson, a fee-only financial
adviser in Vero Beach, Fla. Bear
in mind that for every Tesla,
there is at least one WeWork,
which is down 99% since its
2021 debut. “If an IPO is going
to be a loser, you only want to
lose a little. If it is going to be

a winner, you only need a little,”
says Duncanson.

IPOs can provide some diver- Includes IPOs that raised at least $25 million,
excluding SPACs, spin-offs and direct listings, in

which companies list existing shares for trading

companies dominating the S&P without an investment bank or underwriters.
TThrough September 30. SOURCE: IPOX Schuster

sification from the mega-size

500, says IPOX’s Schuster. And
as the TPO market recovers
from the 2022 plunge, the stocks
launching now are more likely to be “high quality
and well vetted,” he adds. An example, he says, is
249-year-old footwear maker Birkenstock, expected
to go public this fall, with more than $200 million
in profits on $1.3 billion in sales in 2022.

IPO veterans say that any foray into the notori-
ously volatile sector should be made carefully. But
investors can improve their odds by carefully con-
sidering what—and when—to buy.

First, pay attention to the way a firm goes public.
In a traditional IPO, a company hires a Wall Street
brokerage to help it complete paperwork, choose
a starting price and drum up support among in-
vestors. Another common method of going public
has been worse for investors: Hundreds of compa-
nies have merged with “special purpose acquisition
companies” (SPACs), which are shell companies

IPOs by Calendar Year
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shows that the stock tends to
be more volatile, Schuster says.

It’s safer to focus on bigger
deals and larger companies,
says Ritter. Very small IPOs—
which he defines as those that
raise less than $30 million—
tend to “shoot up the first day,
then almost immediately col-
lapse,” he says. And look for
significant revenues. Going
back as far as the start of
1980 through 2022, IPOs of
companies with more than
$100 million in annual sales
had a cumulative three-year
return of more than 36%,
Ritter found, while companies
with revenues below that cut-
off returned less than 8%.

Because buying a share of
stock is essentially buying a
share of profits, it shouldn’t
be a surprise that purchasing stock in money-
losing companies is, on average, a money-losing
proposition. Share prices of profitable companies
were about 30% higher than their first-day closing
price three years after launch, Ritter’s 2012-22
data shows.

Be choosy about industries. “Biotechnology IPOs
are like buying a lottery ticket. They may turn out
to be the next Moderna, but the track record is not
very good,” says Ritter. Gratifying choices in less-
glitzy industries include grocery chain Albertsons,
whose stock price has more than doubled since its
June 2020 IPO.

Timing is key. Patience is a necessary virtue for

IPO investors. Those who buy on the first day
typically pay a premium and then watch the stock
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plunge over the next several months. A better
opportunity often arises when many IPOs suffer
another price drop when insiders are allowed to
start selling their shares (typically three to six
months after the first day of public trading).
Duncanson suggests making a list of IPOs you’re
interested in and waiting at least six months to see
how the stock and the business perform. Then, if
you're still interested, set a reasonable price target.
IPOs are “the cutting edge of business. But the
failure percentage is so high. Wait out at least two
quarterly reporting cycles to see if they have over-
hyped and underdelivered,” he says, adding that
tech-sector IPOs, in particular, have been plagued
by “irrational pricing”

Two to watch. If you have a little
mad money that you can afford to
risk on IPOs, and you can wait for
the company and its stock price to
mature, analysts suggest keeping
an eye on two recent IPOs. The
first is ARM Holdings (symbol
ARM, $54). This British semi-
conductor developer launched
on Nasdaq in mid September.
Sara Russo, a technology industry
analyst for investment firm Bern-
stein, notes that ARM is large and
profitable. It’s on pace to rack up
about $2.7 billion in sales and more than 50 cents
a share in profits in 2023, according to company
estimates, says Russo. The stock opened at $51 a
share, jumped to more than $63 within minutes
and over the next two weeks dropped back to

the low $50s. That’s still too expensive and risky,
in Russo’s view. She’ll consider the shares a better
deal if by April ARM delivers on promises to make
more inroads into the booming artificial intelli-
gence market and if the stock drops to about $46
ashare.

CAVA Group (CAVA, $31), the rapidly growing
Mediterranean restaurant chain, went public in
mid June and “has a clear path to profitability,”
says Jordan Stuart, spokesman for the Federated
Hermes Kaufmann Small Cap Fund, which bought
shares at the initial offering price. The fast-casual
chain offers “Mediterranean bowls with Chipotle
speed,” he says. The company, on track to report
more than $700 million in sales in 2023, is opening
an average of about one new restaurant each week.
Six of the nine analysts following the stock are cur-
rently bullish. Morgan Stanley restaurant analyst
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Investors are
watching
to see
whether ARM
Holdings,
launched in
September,
delivers on
the promise
of Al

Brian Harbour is more in the neutral camp with an
“equal weight” rating. He has set a 12-month price
target for the stock of $45 a share, implying a 45%
gain from recent levels, but suggests that investors
watch closely to see how the firm handles its rapid
growth over the next year. “With experience, it’s
hard to have a Panglossian view of any restaurant
IPO early on,” he warns.

Instead of taking a flier on a single stock, you
can spread your bets by buying an IPO-heavy fund.
Be forewarned: Although diversifying your bets is
a good move, the returns of IPO funds reflect the
volatility and generally lackluster recent returns
of the sector. More than 40% of the portfolio of
the aforementioned Federated
Hermes Kaufmann Small Cap
Fund (FKASX, expense ratio
1.36%) consists of stocks bought at
their IPO. Despite getting the low
initial offering prices, the actively
managed fund, with $4 billion in
assets, ranks in the bottom 60%
of small-company growth funds
so far this year, as well as in 2021
and 2022, according to fund
tracker Morningstar. Strong gains
from 2015 through 2020 give it a
category-beating annualized 10-
year return of 10.3%, however.

Neither of the two largest IPO
index ETFs gets access to low initial offering
prices. The largest IPO fund, with more than
$700 million in assets, is the First Trust US
Equity Opportunities ETF (FPX 0.61%). The
fund follows an index of 100 of the largest and
most liquid IPOs, spin-offs and SPACs launched
over the past four years. Losses in some of its
largest holdings—including Airbnb, down about
5% from its first-day close in December 2020—
have weighed on recent returns. The fund notched
a 7.1% gain so far this year but lost an annualized
4.1% over the past three years.

The Renaissance IPO ETF (IPO 0.60%), with
$188 million in assets, is more concentrated, with
only about 70 stocks. It has been volatile; before this
year’s strong gains it plunged 57% in 2022, when the
S&P 500 index lost only 18%. The fund has ranked
in the top half of mid-cap growth funds in three
of nine calendar years, as well as so far this year;
it ranked in the bottom half in six of nine years. @

You can contact the author at Kim.Clark@
futurenet.com.
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