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Initial public offerings (IPOs) tend to attract a lot of investor
interest, especially when the company is well-known. However,
that excitement isn't always matched by investment returns. We
recommend investors avoid most IPOs because these companies
lack track records, do not trade on fundamentals, and are usually
not yet profitable. Though familiarity with a product or brand
can provide some comfort, investors in IPO's need to be more
skeptical.

IPO Excitement Fades Fast
The stock price of an IPO tends to rise on the day it begins trading.
According to a study of IPO performance, the average first-day return
has been 18%.* However, investors who bought shares at the end of
the first day didn't always fare well. Although IPOs gained an average of
7.4% in their first year, they underperformed similar companies.*

During the 15-year period of the study, IPO underperformance was
comparably poor:*

• Prices lower after six months and one year - The stock prices of
IPOs dropped from the first-day closing price during the IPOs' initial six
months, and the prices were down an average of 3.7% at the end of
their first year, compared with a 9.0% return for similar size companies.

• Underperformance over three and five years - Longer-term studies
have consistently shown IPOs underperform over three and five years
after their initial offering.

In many cases, investor excitement drives short-term changes
in their stock prices as the initial demand outstrips the supply of
shares, but the excitement appears to fade quickly after the first
day, since the stocks have underperformed similar companies.*

Higher Risk Potential
IPO stock prices can be extremely volatile, since frequently there is
little financial information about these companies and a short track
record. Many IPOs are not yet profitable, which is often true for these
companies even if they do have longer operating histories. IPOs may
not be suitable for your investment objective or risk tolerance, and we
generally recommend investors avoid most IPOs.

Familiarity Isn't Enough
Recently, many consumer-facing technology companies have had IPOs.
Many provide familiar services and products, and yet their investment
performance was similar to the overall IPO performance of the past 10
years. Stock prices generally rose sharply on the first day of trading, but
thereafter, in almost every case, the stock had fallen below the closing
first-day price by the end of six months. High volatility and a falling stock
price isn't generally the recipe for attractive investor returns.

*Source: Professor Jay Ritter, "Returns on IPOs during the five years after
issuing, for IPOs from 1980-2015"; "Initial Public Offerings: Updated Statistics";
http://bear.warrington.ufl.edu/ritter/.
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The price performance of 27 consumer-facing
technology companies following their IPOs between
2011 and 2020 is illustrated in Figure 1 (below). On
average, these stocks experienced a 35.2% price
increase on the first day of trading, reflective of the
excitement-driven demand often associated with high
profile IPOs. However, in the three-month and six-
month periods following the first-day close, these
stocks, on average, experienced declines of roughly
3% and 15%, respectively.

Figure 1. Price Performance of 27 Technology
IPOs between 2011 and 2020

.

Source: FactSet. Edward Jones does not follow any of these
companies, except for Facebook (Buy). Past performance is no
guarantee of future results.

Be Aware of These Key Considerations: First
Days of Trading
If, after considering the price risk associated with
IPOs at the outset of public trading, you decide
to still purchase the stock, there are a few key
considerations that we believe the prudent investor
should understand:

1) Opening price will likely be different than
the official IPO price. New issues can experience
extreme volatility in the first few hours and days
of trading in the secondary market. When the
company's stock opens for secondary trading
and becomes more widely available for individual
investors, it is possible the price will be significantly
different than the IPO price set by the security
underwriters. In addition, new issues often do not
begin trading at the moment the market opens.

2) Use a limit order. Once you understand the risks
of purchasing a stock during its first public trading
days, and have determined that the investment is
suitable for your portfolio, you should determine the
highest price you are willing to pay for the stock and
place a limit order for this price. Placing a limit order
allows investors to set the maximum price and control
what they are willing to pay for a share of a stock.
However, if the stock does not trade at or below the
limit order price, the stock will not be purchased and
the limit order will not be filled.

3) Orders are not accepted until after the IPO
is priced. Edward Jones typically does not accept
orders until after the IPO has been priced. Thus,
orders are generally not accepted until the morning
the new issue is to begin trading. In addition, Edward
Jones is not permitted to accept market orders for
any IPO prior to its trading in the secondary market.

Investing Versus Speculating
Familiarity isn't enough. Even if you know the
company's products and think they're great,
make sure you've done your homework about the
company's prospects and valuation before making
an investment. If the track record of the company
and its management is short or if the company is
not yet generating profits, buying a stock on this
basis is more speculation than investing, While the
allure of buying into a new publicly traded company
is exciting, it is important that investors maintain a
long-term focus for their investments that fit with their
objectives and risk tolerance.
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The table below lists the percent of stocks we follow globally in each
of our rating categories. Investment banking services indicate the
percentage of those companies that have been investment banking
clients within the past 12 months. As of: September 29, 2020

BUY HOLD SELL
Stocks 51% 45% 3%
Investment�Banking�Services 4% 2% 0%
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Edward Jones Research Rating referenced.
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3-Year�Rating�and�Price�History�for:�Facebook�(FB.O)�as�of�09/28/2020
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