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Issue Size Choice and “Underpricing”
in Thrift Mutual-to-Stock
Conversions

VOJISLAV MAKSIMOVIC and HALUK UNAL*

ABSTRACT

Issue size choice and underpricing in mutual-to-stock conversions of thrifts are
explained as a function of growth opportunities, perquisite consumption, and propri-
etary information. We provide evidence that thrifts with greater growth opportuni-
ties choose larger issue size and experience higher after-market price appreciation.
This finding persists when we allow for investors’ inferences about managers’
proprietary information. Variables that explain underpricing in typical initial public
offerings are significant by themselves but lose significance when combined with the
issue size choice variables. Managerial holdings and the offer price do not act as
dissipative signals of value in thrift conversions.

A THRIFT INSTITUTION THAT is mutually owned by depositors can become a
joint stock firm by offering its accumulated mutual equity for sale. Since the
Federal Home Loan Bank Board (FHLBB) moratorium on mutual-to-stock
conversions was ended in 1976 and the remaining restrictions were relaxed
by the passage of the Garn—St. Germain Act of 1982, the number of conver-
sions has increased dramatically.! During the 1975 to 1988 period, 707
FSLIC-insured mutual thrifts converted to stock ownership, raising $10.7
billion in equity capital. Most of these conversions were completed during the
1983 to 1988 period, when 571 thrifts converted and raised $10.1 billion. This
major organizational change is far from being over. At the end of 1989 there
were 1,471 FSLIC-insured mutual thrift institutions with assets worth $286
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! FHLBB was replaced by the Office of Thrift Supervision (OTS) and the Federal Savings and
Loan Insurance Corporation (FSLIC) was eliminated by the passage of the Financial Institutions
Reform Recovery and Enforcement Act of 1989.
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billion. In view of higher capital requirements and the position taken by
regulators that conversions are a means of recapitalizing a troubled industry,
hundreds of these institutions are likely to convert to stock form.2

Thrift conversions are closely regulated by the FHLBB and its successor,
OTS. The regulations in force since 1975 permit mutually organized thrift
institutions to convert into a stock organization under the “sale-of-stock”
approach. This approach requires that mutual equity be sold to investors,
with management and eligible depositors having priority in purchasing?
Importantly, the proceeds from the equity sale are not distributed to the
existing depositors who are legally the “owners” of the mutual thrift, but
instead become an addition to the thrift’s assets. Thus, as a class the
investors who purchase the equity of a converting thrift acquire the equity
ownership of the entire thrift, including the capital raised by the sale of the
mutual equity.

Three regulatory requirements are of particular significance in differentiat-
ing conversions from typical initial public offerings (IPOs) examined in the
literature on underpricing.* First, a converting thrift must sell its entire
equity at one price, so that all investors acquire shares on the same terms.
Thus, a conversion is both an initial stock offering and an initial public
offering. As a result, potential conflicts of interest between insiders and
investors in conversions differ from those present in other IPOs, where
insiders typically do not purchase their equity stake at the time of the pub-
lic offering. Second, a required independent appraisal provides a range
for the total value of the offering. Management chooses the actual value
of the offering within this range. Third, as Masulis (1987) recognizes, the
requirement that the proceeds of the sale of equity be retained as part
of the thrift’'s assets implies that after-market stock price appreciation
(“underpricing”) may occur even if there are no asymmetries of information
between insiders and investors. This is because in return for contributing
capital, the equityholders obtain claims both to the mutual equity and to
the capital they have contributed. Thus, stock price appreciation in thrift
conversions may be determined by the value of the mutual equity and of
growth opportunities to be undertaken with the issue proceeds, and is not
necessarily the result of informational asymmetries analyzed in the IPO
literature.

This paper provides a cross-sectional time series analysis of the relation-
ship between after-market price performance of public offers in thrift conver-
sions and the issue size choice. We argue that the management’s choice of
issue size, within the range provided by the appraiser, reflects the value
of growth opportunities and conflicts of interest between managers and
investors. Managers of mutual thrifts undergoing conversions are both poten-
tial investors and potential consumers of managerial perquisites. As investors,

2 See Carron (1982) and Kane (1989) for a discussion of industry conditions in the eighties.
% Eligible depositors receive subscription rights in proportion to their deposit balances.
* We describe the regulations in detail below.
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their objective is to maximize after-market returns. In maximizing returns
they face a tradeoff between reducing the issue size, thereby reducing their
cost of purchasing equity claims to the thrift’s assets in place, and increasing
the issue size, thereby raising additional funds for expansion.’ In addition, as
consumers of perquisites, managers have an interest in increasing the thrift’s
assets to facilitate the consumption of perquisites. We analyze how these
incentives affect the issue size choice and returns earned by initial investors.

Our framework also enables us to analyze how key variables identified in
the IPO literature, such as the reputation of the underwriter and the offer
price per share, affect after-market price performance in conversions.® The
IPO literature suggests that a relationship exists because these decisions
convey information to potential investors about the quality of the issue,
thereby preventing their exploitation by the better-informed insiders. In most
extant studies the theoretical prediction that IPO decisions convey informa-
tion to the market are usually not tested against a specific alternative
hypothesis.” Instead, in the absence of alternative models, these conjectures
are frequently tested by examining the covariation between after-market
price performance and specific decisions for a cross section of firms. By
contrast, our framework suggests a relationship between underpricing and
publicly observable information for some parameter values. Thus, we are able
to test the effect of decisions identified in the IPO literature as reducing
uncertainty against specified alternatives.

Our tests focus on a sample of thrift conversions completed over the 1980 to
1988 period. In addition to the standard ordinary least squares (OLS) tech-
nique, we also use an estimator discussed in Eckbo, Maksimovic, and Williams
(1990) to model explicitly the market’s inferences in determining underpric-
ing.® This latter estimator allows for the management’s incentives to use
private information and addresses the sample selection bias that may affect
OLS estimators of cross-sectional effects in event studies.

The paper is organized as follows. Section I describes the regulatory
treatment of conversions. Section II outlines a framework for analyzing
underpricing in conversions and discusses its empirical implications. The
data are described in Section III. Our cross-sectional model of underpricing is
tested in Section IV and compared to that suggested by the IPO literature in
Section V. The limited dependent variable estimates of the empirical model
are presented in Section VI. Section VII concludes.

5The causes of conversions from a mutual to a corporate charter have been examined by
Masulis (1987). He finds that the primary motive for conversions is to obtain additional capital to
exploit growth opportunities. The requirement for additional capital arises because a thrift
institution cannot increase deposits and expand operations unless it meets the statutory
minimum capital ratio.

6 Important empirical contributions to this literature include Ibbotson (1975) and Ritter (1984,
1987). The literature is reviewed in Tinic (1988).

"For example, the hypothesis that a particular decision is correlated with a credible
announcement of the firm’s financial position.

8 See also Acharya (1988) and Lanen and Thompson (1988).
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I. The Conversion Process

Under the sale of stock approach, a standard conversion proceeds in three
steps.’ First, the conversion must be approved by the thrift’s board of
directors, the OTS, and depositors. During this first step, the institution
obtains an independent appraisal prepared according to the regulatory
Guidelines (FHLBB (1983)). The appraisal is prepared by an outside advisor
and contains a point estimate of the value of the conversion offering and a
range around this estimate. The maximum and minimum of the range are 15
percent above and below the mid point. As noted by Williams (1990, chapter
7.02 [1]), the OTS “generally requires that the potential range be expressed
as a range in the price for a fixed number of shares.”

The appraisal Guidelines require the appraiser to value the thrift by
comparing it with a sample of similar thrifts that are publicly traded, taking
into account the intended use of the newly raised capital. The appraiser thus
first selects an appropriate sample of comparable firms and adjusts their
financial statements to make them consistent. Then the appraiser uses the
sample’s price-earnings ratio, and market—-book value multiples for assets
and equity to obtain an estimated market value for the thrift’s equity.

During the second step of the conversion process, shares are offered to
investors on a priority basis. Share subscription priority is specified by
conversion regulations. In principle, eligible depositors have first subscription
priority. Maximum purchase limits are usually established at between one
and five percent of the offering. However, management can establish addi-
tional priority categories which may purchase stock exceeding these limits."
A final priority category may be established from noneligible account holders,
and it is subject to general purchase limitations.

Priority investors are asked to subscribe at the maximum of the appraisal
range. The difference, if any, between the maximum price and the price
in the public offering is either applied to the purchase of more shares
or is refunded after the public offering, depending on the investor’s stated
preference at the time of the subscription.

The final step of the conversion process is an underwritten public offering
of the shares not taken up by subscribers. This offering must occur within 45
calendar days of the last day of the subscription offering.!! In our sample all

® During our sample 1980 to 1988 period the regulations that governed the conversion process
and the post-conversion period safeguards and restrictions were set out in the Code of Federal
Regulations (12 C.F.R., section 563(b)). For a detailed discussion of the process see Dunham
(1985) and Williams, Fleck, and Comizo (1987).

% For example, although eligible account holders have the first subscription priority, a 1986
regulation permits tax-qualified employee stock benefit plans that have priority over eligible
account holders to purchase up to ten percent of the conversion stock offering. Also, if there are
conceras about possible takeovers, management has the option to establish a subscription
. category for directors, officers, and employees with a purchase limit of between 15 and 25 percent
(depending on the size of the thrift) of the total number of shares offered.

119 C.F.R., section 563 b.7(e, i). For very small thrifts where an underwritten offering is not
feasible, the public offering may be a community offering limited to local residents.



