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Abstract

The academic literature is quite rich in exploring Initial Public Offerings (IPOs) in
developed markets and to a lesser degree in emerging markets. However, seldom
one can find research on IPOs in start-up stock exchanges. Such is the case of the
Cyprus Stock Exchange which was inaugurated in March 1996 and this thesis looks
at IPOs that took place over a period of six years (1997-2002). Therefore, the first
motivation is to explore this setting for IPOs. Moreover, the Cyprus Stock Exchange
is probably the least researched stock exchange in the European Union. Out of the 12
countries that joined the European Union between 2004 and today, only Polish,
Bulgarian and Hungarian IPOs are researched. Due to the comparatively young age
of the Cyprus Stock Exchange and the Capital Markets in Cyprus in general at the
time of the sample, the various players (underwriters, auditors, regulators, investors)
were relatively inexperienced vis-a-vis the IPO process and outcomes of their actions
(or rather their lack of action) affected the development of the primary market.
Therefore, the second motivation stems from the specific institutional and regulatory

characteristics of the CSE at the time of the sample.

Cyprus, a start-up stock exchange with a relatively new but comparably densely
populated market for listed companies (150 listed companies), poses an interesting
research case. In particular, the institutional characteristics that existed in the
Cypriot capital market over the period 1997 to 2002 (a novice stock exchange,
inexperienced market participants, lack of investment options available and
restrictions in capital flows, a weak legal and institutional framework) combined
with a number of socioeconomic and political factors at the time make IPOs in the
CSE an interesting subject for empirical research. This ‘cocktail’ of inexperience,
inadequate regulation, and limited equity culture provided the platform for the
formation of a large IPO ‘bubble’ which eventually imploded.

Therefore, the motivation for the study develops the following research questions:
1. What is the level of first-day returns for Cypriot IPOs and how does that
compare with the available literature?
2. What are the explanations for the level of short-run underpricing recorded?
3. What is the long-run (12-, 24- and 36-months) aftermarket performance of

these IPOs and how does that compare with the available literature?



4. What are the explanations for the documented long-run aftermarket
performance?

5. Did CSE IPO firms employ income increasing accruals prior to the IPO?

6. What is the level of understanding of Cypriot Managers of the IPO process in

relation to the extant literature?

This thesis consists of three inter-related empirical studies on companies that were
listed on the Cyprus Stock Exchange during the period 1997 to 2002. In particular,
this thesis investigates the short- and long-run IPO performance of these companies
(chapter 1). The variables employed are grouped into four categories namely
advisor/certifier-, market/institutional-, issuer-, and IPO-specific. It is observed that
CSE IPOs over the sample period offered investors the highest returns in a European
market and one of the highest in the world. Following the establishment of these
ultra-high returns, and the independent variables that are related to this spectacular
performance, the thesis investigates whether these CSE IPO companies engaged in

income increasing accruals before their IPOs (chapter 2).

In Chapter 2, both univariate as well as multivariate tests are employed to test the
hypothesis that these firms actually employed earnings management pre-IPO using
income increasing accruals which reversed after the 1st year of listing. In order to
establish also the relationship between the short- and long-run performance of IPO
firms, the latter are regressed with the earnings management variable which takes the
form of discretionary accruals, total accruals or the components of accruals which are
creditors, debtors, inventory, depreciation and cash flow from operations. The
results show that both the short- as well as the long-run performance are also affected
by the earnings management variable together with the other variables that are found

to affect IPO performance in chapter 1.

Having examined the two aspects of CSE IPOs, i.e., short, long performance and
earnings management, the thesis presents also the results from a questionnaire survey
which aims at revealing managers of CSE listed IPO companies level of
understanding of the IPO process and IPO ‘anomalies’ (chapter 3) and comparing
this with the extant academic literature and also with the responses of managers in

the US. Great effort, both theoretical and empirical, has been made to understand



managerial decision-making in the initial public offering (IPO) process. Most
empirical IPO research relies on publicly available stock return data. However, there
is a need to extend the literature by examining how well managers’ motivations for
conducting IPOs and understanding of the IPO process correlate with existing
academic theories. By surveying managers in an emerging market to obtain a real-
world perspective on the IPO process, their beliefs and experiences can be compared
to both academic theory and the findings from empirical research. Cypriot
managers’ responses in an emerging/novice market such as the Cyprus Stock
Exchange can also be compared with those of managers in a highly-developed
market such as the US. The combination/integration of the above elements makes
this study, the first of its kind for Initial Public Offerings in the Cyprus Stock
Exchange.

The results from the first study indicate the following:

a The existence of ultra-high first-day returns.

b. The existence of a hot issue period.

C. Long-run under-performance of IPOs over a three-year period.
d. Significant institutional deficiencies.

Specifically, it is observed that IPOs in the CSE offered investors initial (first day)
returns that are among the higher in the world even after adjusting for the hot issue
period of 1999. IPOs ‘younger’ in age, offered higher short-run returns than ‘older’
ones. Furthermore, smaller IPOs as measured by the size of gross proceeds perform
better in the short-run than larger IPOs. Moreover, IPOs in certain industrial sectors
offered investors the highest initial returns. It is observed that gross proceeds, the
time from application to listing, the capital structure of the IPO firm (leverage), the
standard deviation of market returns 21 days after the listing, and return on

shareholders’ equity provide a highly explanatory model of raw initial returns.

It is also found that Cypriot IPOs underperform in the long-run as the majority of
IPOs in academic studies do. Cumulative Abnormal Returns (CARS) are negative
for all years in the sample period during the 24-, and 36-month periods. In contrast,
the 12-month period average CARs over the sample period are all positive.

Moreover, IPOs in the ‘hot” issue period have worse performance than the rest of the



pack which confirms that findings of many researchers that IPOs in ‘hot’ periods

have a worse performance than the rest in the long-run.

The standard deviation of returns 21 days after the listing of the IPO, the capital
structure of the IPO firm (leverage), the return on equity of the IPO firm prior to
listing and its sales growth prior to listing offer a satisfactory explanatory model of

36-month cumulative average returns.

Cypriot firms exploited a ‘window of opportunity’ that was opened in the market for
listing. However, the high inefficiencies that existed and continuous changes that
took place in the regulatory and institutional framework of the market as reflected
predominantly by the large time span between application and listing (probably the
longest in the World), had as a result huge delays in listing. Consequently, IPOs
were caught up by the declining returns in the secondary market and the majority of

them after the third quarter of the year 2000 opened below their offer price.

In summary, the findings suggest that the institutional and market aspects of the
Cypriot capital markets affected the CSE IPO returns in a manner that produced
astonishingly high returns. This thesis contributes to the existing literature by
demonstrating that start-up stock exchanges with institutional and regulatory
deficiencies offer a platform for highly abnormal IPO returns, which fade away

though, in the long-run.

The results of the second study point out to the fact that earnings management cannot
be ruled out for CSE IPO firms over the sample period. Specifically, using both
univariate and multivariate tests it is observed that both discretionary accruals and
total accruals rise within the prospectus time frame (pre-1PO) and reverse post-I1PO.
Moreover, change in profitability measures, namely return on sales, return on assets
and return on assets net of cash, demonstrate significant statistical difference when

compared pre-1PO and post-1PO.

Finally, when the IPOs price performance (short and long) is regressed against a set
of independent variables and among them, a variable for earnings management

which takes the form of discretionary accruals, or total accruals, or the components

iv



of accruals over the same period it is observed that discretionary accruals have a
positive relationship with short-run returns, meaning that as accruals rise,
underpricing increases. This can be attributed to the faster adjustment by
underwriters of valuations to take into account income increasing accruals, and at the
same time the inability of investors to revise with the same degree and speed their
valuations due to the high levels of exuberance that existed in the market as these
were manifested by the high level of secondary as well as primary returns as well as
possibly their lack of sophistication to do so. Moreover, it is argued that the

components of accruals explain well the long-run stock price performance.

The third chapter of this thesis presents the findings from a questionnaire survey of
managers of listed companies in the Cyprus Stock Exchange. It is suggested that in
some areas, there is harmony between managers’ beliefs and academic theory.
Nevertheless, in other key areas, managers’ perceptions diverge from traditional
academic theory. It is also evident that Cypriot managers’ overall views coincide at
large with views of US managers, a country with arguably the most advanced capital

market in the world.

Several general implications can be drawn out of this thesis for academics, regulators
and policy makers, investors, professionals such as security analysts and certifying
agents and companies aiming at listing their shares. Specifically:

» The academic community, which could utilise the findings from the study to
understand better the role of institutional setting on IPO ‘anomalies’ as well
as the ‘maturity’ of stock exchanges on IPO price performance behaviour.

» Policy makers and regulators alike to assist them in drafting improved laws
for the future as well as avoiding mistakes of the past. Specifically, the laws
must aim at protecting the minority shareholders and making more
accountable certifying agents and managers of IPO firms.

» Investors and portfolio managers who will be more educated and informed on
making better decisions in the future regarding IPOs especially in newly
formed equity capital markets. In particular, stock exchanges that lack strong
institutional framework could offer excellent opportunities for ultra-high

short-run returns.



» Professionals (such as corporate financiers, accountants and lawyers),
especially those dealing with 1IPOs who will be able to draw on the findings
of the study to improve the knowledge and professional practices when
dealing with issuers. Principally, certifying agents to become more wary of
firms that employ accruals aggressively to enhance valuation parameters and
achieve higher gross proceeds.

» Prospective issuers to become more educated on matters involving avoiding
the boosting accruals and consequently IPO valuations as this is a short-lived

trick of becoming unpopular with market participants.

Vi
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Abstract

Many studies have documented that Initial Public Offerings (IPOs) are substantially
underpriced. This paper provides evidence on underpricing in the Cyprus Stock
Exchange (CSE) over a period of six years (1997-2002). Given the institutional and
market deficiencies that existed at the time in the novice Cypriot capital market and
the transformation of the Cypriot economy and society as a prelude to entry in the
European Union, these had profound effects on the proper functioning of the primary
capital markets. With a sample of 79 IPOs it is observed that the ‘hot’ market of
1999-2001 produced exceptionally high first day returns, which are amongst the
highest in the world and the highest amongst European countries. Investigation of
factors influencing the initial performance of IPOs in the Cyprus Stock Exchange
shows that market and institutional variables together with issuer-specific variables
were the main drivers of this performance. In particular, the length of time between
application and listing, the standard deviation of returns 21 days after the listing, the
degree of leverage of IPO firms, their return on equity as well as their size, were the
main statistically significant variables. It is also evident that Cypriot IPOs
underperform in the long-run, with those IPOs in the ‘hot” market having the worst
performance. Their long run underperformance is influenced mainly by the standard
deviation of IPO returns during the first 21 days after the listing, the level of leverage
and their return on equity as these are calculated from their last audited accounts

found in the prospectus.
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l. Introduction

Whether or not to 'go public' is probably the most important decision in the life cycle
of a company and its shareholders. Going public involves having the shares in a
company quoted on a stock exchange, and companies usually go public via an initial
public offering (IPO) of their shares to prospective investors. Stock exchanges serve
two main functions, namely, to facilitate the raising of new equity capital, and to
enable trading in shares and other securities to take place. The capital raising
function is usually referred to as the primary market and the subsequent trading as
the secondary market. It is important for an economy that both markets operate
efficiently. If going public is a relatively easy and inexpensive process, then this will
increase the availability and lower the cost of equity finance. Even if new equity
capital is not required, and the original investors simply want to sell part, or all, of
their stake in a company, the ability to do this efficiently will encourage
entrepreneurship and, ultimately, economic growth. Similarly, a liquid and
transparent secondary market will encourage investors to participate in the stock
market and should again increase the availability of equity capital and lower

investors’ required returns.

To minimise certain risks involved in the public sale of their securities, firms retain
underwriters who undertake the pricing and selling of the new securities. The
conditions under which new securities are offered to the public and the role of the
underwriter are both affected by the regulatory and institutional environment of the

local IPO market.

The academic literature on IPOs has grown quite rapidly over the last decade.
Numerous studies have investigated unseasoned new issues, especially in the United
States of America (despite the fact that European IPO activity has overtaken U.S.
IPO activity during the late 1990s (Ritter, (2003b)). This was brought about by the
introduction of ‘equity culture’ which was also fostered by privatisation programmes
and the convergence of listing requirements, reporting rules and pricing mechanisms

across Europe). Much of this literature has focused mainly on three empirical
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patterns: (i) initial (or short-run) underpricing; (ii) long-run (under)performance and

(iii) cycles in the number of IPOs and in the average first day-returns.

First, there is now overwhelming international evidence of initial underpricing. That
is, the shares of companies that go public are offered to investors at prices
considerably below the prices at which they subsequently trade on the stock market.
Researchers offer several theories that argue that underpricing of IPOs is an
equilibrium phenomenon in an efficient capital market. The important implication
for initial underpricing is that it can be thought of as raising the cost — to the original

owners — of raising equity finance.

When shares are sold at a price below that at which they subsequently trade, the
initial owners essentially ‘leave money on the table’ for the investors who purchase
the shares at the IPO. In the case of sales of secondary equity, the wealth loss
associated with underpricing is obvious; the original shareholders could have sold
their shares at a higher price had they retained them and sold them in the after-
market. In the case of primary equity sales, the wealth loss occurs via the dilution of
the original shareholders’ stakes in the company. Initial underpricing of the IPO will
mean that the new investors will have acquired their stake in the company for less
than it was worth, to the detriment of the original shareholders. Put another way, in
the absence of underpricing, the company could have raised the same sum of money
by selling fewer shares, and thereby would have avoided diluting the holdings of the

original investors.

The range of underpricing varies considerably amongst countries but it is evident in
different national markets with various degrees of development and diverse
regulatory and institutional regimes. For example, initial returns range from 4.2% in
Russia to 137.4% in China', 149% in Jordan and 264.5% in Saudi Arabia (see
Loughran, Ritter and Rydgvist (2013)). Underpricing seems to fluctuate over time.

! Underpricing of A shares in the Shanghai Stock Exchange is reported to be very high. Mok and Hui (1998) find
underpricing to be 289% whereas Su and Fleischer (1999) show that underpricing could exceed 948% if IPOs
from earlier years were included in the sample. Also Tian (2011) using a sample of 1387 IPOs over a period of
12 years (1992-2004) finds that the average underpricing in Chinese A shares is 247% and the median 122%.
Tian finds that this severe underpricing comes mainly from government intervention and d some investment risks

such as lock-up risks, grabbing risks and tunneling risks found in Chinese IPOs.
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Since 1960, the price discount has averaged around 19%, but with considerable
fluctuations, averaging 21% in the 1960s, 12% in the 1970s, 16% in the 1980s, 21%
in the 1990s and 40% in the 4 years since 2000 (Ljungqvist, 2005). The level of
underpricing was even stronger in the late 1990s and in the first years of the new

millennium, coinciding with the Internet IPO boom.

The second anomaly that has generated much research is the evidence that the shares
of companies that go public appear to suffer long-run underperformance. That is,
relative to other quoted companies, investors appear to lose out by continuing to hold
the shares of companies that have recently gone public. As a result, the immediate
gain that investors typically make as a result of the underpricing of IPOs tends to be
accompanied by poor relative performance thereafter. Such underperformance seems
to last a surprising length of time, with some studies suggesting significant poor
returns up to five years after the initial floatation. However, this anomaly has not
been empirically found in all markets. For example, in Finland, the return over a 3-
year period is underperformance of 61.5% whereas in Greece over the same time
window the return is over performance of 38% (see Gajewski and Gresse (2006) and
also Boutron et al. (2007)).

Early researchers show that there are pronounced cycles in the number of new issues
per month and also in the average initial returns per month. Further, there appears to
be a lead-lag relation between the two series. It seems that, periods of high and
rising initial returns tend to be followed by spurts of IPOs, which are themselves
followed by periods of lower initial returns. This is the third anomaly surrounding
the IPO literature.

IPOs were the hottest financial act of the late 1990s in many countries around the
world. Cyprus followed suit and the inauguration of the official Cyprus Stock
Exchange (CSE) in March 1996 signalled a new era in the Cypriot capital markets.
Because of the restrictions that existed at the time in the Cypriot economy on capital
flows, Cypriot investors and households could only invest their money in deposits,
shares and real estate in Cyprus. When in mid-1999 the IPO boom began lasting
almost 2 years, it had as a result, a total of 103 new listings, the emergence of

numerous brokerage houses and the doubling in the direct ownership of listed
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equities by Cypriot households. The Cypriot population engaged at large in a frenzy
of share trading which saw it through the ‘boom and bust’ of the Cyprus Stock
Exchange General Index in the years 1999-2001. Many IPOs ‘left considerable sums
of money on the table’ and subsequently their shares went on a down-spiral that
resulted in the CSE losing 69.4% of its capitalisation within two years (end of 1999
to end of 2001). All these ‘anomalies’ constitute the IPO phenomenon in Cyprus,
which had its share of winners and losers.

The purpose of this chapter is to investigate how the underpricing of IPOs is affected
by a number of institutional factors that were present over the sample in the Cyprus
capital markets during the period examined. Moreover, another aim of this chapter is
to examine whether both short- and long-run IPO share price performance
documented in the United States and other developed markets also applies to a start-

up capital market such as Cyprus.

Cyprus, being one of the smallest economies in Europe with a relatively new but
densely populated stock exchange (150 listed companies), poses an interesting case.
In particular, the institutional characteristics that existed in the Cypriot capital
markets over the period 1997-2002 (a novice stock exchange, inexperienced market
participants, lack of investment options available and restrictions in capital flows,
weak legal and institutional framework vis-a-vis capital markets) combined with a
number of socioeconomic and political factors at the time make IPOs in the CSE an
interesting subject for empirical research. In particular, researchers such as Yung et
al. (2008) argue that an exogenous positive shock to an economy can lead to a
greater number of firms going public and this wave of IPOs exhibits high

underpricing.

Moreover, the Cypriot economy is heavily dependent on family enterprises. These
comprise 85%-90% of the total number of enterprises (which is one of the highest in
the EU) whereas this estimate includes more than half of the listed companies?. In
the family-business literature, an IPO is usually described as a solution to solve two

main types of problems: lack of capital, and succession. Empirical research on IPOs

2 Overview of Family Business Relevant Issues, Country Fiche: Cyprus, 2008, European Commission Report
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has concentrated mainly on financial aspects. Funding is one of the challenges family
businesses face. Many family businesses fail because of insufficient capital and
heavy debt loads (Peterson, Kozmetsky, and Ridgway (1983); Wucinich, (1979); De
Visscher, Aronoff and Ward, (1995)). According to some authors, the most important
reason for going public is to infuse a significant amount of investment capital into
the firm (Arkebauer, (1991)). Going public, in fact, allows firms to access external
financial resources. These resources can be used either to compensate for a lack of
capital or high debt/equity levels, or as means to seize and finance growth
opportunities (Harvey, Evans, (1995); Mahérault, (2000)). Compared with a private
placement, the capital that can be collected on the market is usually larger and less
expensive, and it involves less dilution. In the long run, also, the access to the stock
market increases the company's borrowing power and enhances its bargaining power
for the reduction of borrowing costs (Krips-Newman, (1985)). Moreover, since
stocks are more easily transferable, banks will be more willing to accept the stocks as

collateral.

Another important group of reasons for a family business going public pointed out by
literature, concerns succession, family dynamics and continuity of the firm. As
generations go by, the number of shareholders increases, and their ties to each other
and to the company loosen. The fragmentation of the ownership increases the
probability that a family shareholder wants or needs to sell or to exchange stocks.
The evaluation of the shares often creates problems: if a company is listed, however,
its stocks are negotiable at any given moment on an open and free market, where the
prices are public and official (Ravasi, D. and G. Marchisio, (2000)). In a public
company, governance and executive roles tend to be assigned according to personal
competencies, without regard to dynastic matters. For this reason, listed family
businesses are better able to attract professional managers, thus ensuring a most

effective strategic direction.

Moreover, Ravasi and Marchisio (2000) site yet another set of reasons for family
firms going public. They argue that family firms go public as a way to improve their
reputational and social capital, with beneficial effects on their capacity to access
external resources and opportunities for new entrepreneurial ventures. Their study

reveals that besides the usual financial motives, the decision to go public is
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increasingly stimulated by a search for a higher visibility and is seen as an important
step in the expansion and reinforcement of the network of relationships that sustains

entrepreneurial activity.

Research shows that the quality of a country’s legal framework, as measured by its
level of investors’ protection, the overall quality of its legal system and its level of
legal enforcement reduces the level of underpricing significantly. Also, increased
protection of shareholders and greater accounting transparency contribute negatively
to variations in underpricing. Research also shows that underpricing is higher when
the majority shareholders have more leeway to repress minority owners. Minority
and other investors who generally enjoy only security benefits are reluctant to invest
in companies with weak investor protection. Stronger investor protection leads to a
decrease in investment risk. Poor legal environments raise the cost of capital for

firms through greater underpricing.

Clearly, the above regulatory and institutional deficiencies of the Cypriot capital
markets have had a negative effect on the primary market and the quality of services
offered since they hindered the proper functioning of the capital markets. The long
time span between application and listing, the high volatility levels that existed in the
market, the fact that due diligence was not a requirement for a firm going public
coupled with the short-time life span that the CSE was in existence, the strong
competition that existed amongst underwriters (who were mainly brokers), and the
relatively inexperienced investors and regulators, were factors that contributed to the
improper functioning of the primary markets.

The Cyprus Stock Exchange is probably also the least researched stock exchange in
the European Union. Out of the 12 countries that joined the European Union
between 2004 and today, only Polish, Bulgarian and Hungarian IPOs are researched.
Therefore, Cyprus makes an interesting case being the second smallest country®
member of the European Union. In fact, one could argue that by studying IPOs in

the CSE, one could observe how developed stock exchanges behaved in so far as

% Malta is the smallest country member
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unseasoned equity offerings are concerned in the very early days of their history. It

is like taking a journey back in time, the primordial roots of equity primary markets.

The aim of this chapter is four-fold. First, to record the level of first-day returns for
Cypriot IPOs over a recent and relatively long period (January 1997 to December

2002) and compare it with available literature.

The second objective is to explain the level of short-run underpricing recorded.
Several explanation models derived from the theoretical and empirical literature will
be employed towards this end. The investigation will focus on the cross-sectional
distribution of these returns (e.g., underwriter reputation, auditor reputation, firm

size, firm age, issue size, market performance, institutional factors, etc.).

The third objective is to measure the long-run (36 months) aftermarket performance
of these IPOs. The aim is to detect whether it has been possible to earn significant
positive abnormal returns by purchasing the issues at the close of the first day of

aftermarket trading and holding them for up to 36 months.

The fourth objective is to give some explanations for the documented long-run
aftermarket (under) performance.

Overall, it becomes apparent that CSE IPOs offered ultra-high first-day returns
coupled with the existence of a hot issue period and long-run underperformance over
a three-year period. Cypriot firms exploited a ‘window of opportunity’ that was
opened in the market. However, applications for listing got congested as the
inefficiencies of the legal and regulatory framework were exacerbated by the
continuous changes that took place and were reflected predominately by the large
time span between application and listing which is probably the longest on record in

any market.

In summary, the findings suggest that the institutional and market aspects of the
Cypriot capital markets affected the CSE IPO returns in a manner that produced
astonishingly high returns. This chapter of the thesis contributes to the existing

literature by demonstrating that start-up stock exchanges with institutional and
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regulatory deficiencies offer a platform for highly abnormal IPO returns which fade
away though in the long-run as the various ‘players’ evolve and mature and the
deficiencies are corrected.

To the best of the author’s knowledge, there is no other study of Initial Public
Offerings in the Cyprus Stock Exchange, which approaches the subject from almost
all angles i.e., the short- and long-run performance, earnings management and survey
of the managers of IPO listed firms to compare practice with extant academic
research. Therefore, this is the most important contribution of this thesis. Most of
the studies made are on the US and UK stock markets which dominate empirical
applications. These stock markets are very large and highly liquid, with turnover
ratios well exceeding 100% each year. Moreover, these markets are quite
transparent, the law protects minority shareholders, and mechanisms exist such that
underwriters, issuers and investors alike can device effective buy-sell strategies (e.g.,
short sales, lock-ups, green shoe options) which can benefit the market by reducing
excessive returns. Also, listing of unseasoned equity takes place quite fast and
‘waiting in the queue’ is only a matter of few weeks and not months (or even years).
On the other hand, the CSE is a start-up stock exchange, with a market capitalisation
less than 1% of that of the UK or US, and its turnover ratio has been on average circa
29.9% during the period of the sample. It demonstrates regulatory and institutional
inefficiencies (at the time of the sample period) and the key players are
inexperienced. It is thus of interest to ascertain whether the key theories that have
been developed to explain the patterns of IPO pricing in developed markets also
apply in the context of a small island economy with a novice stock exchange.

In part Il of this chapter of the thesis, the extant literature on IPO short- and long-run
performance is reviewed followed by part 111 which provides a brief introduction to
the Cyprus Economy. This is followed by Part IV which describes the prevailing
regulatory and institutional framework of going public in the Cyprus Stock
Exchange. Part V then follows which presents the research design, and part VI gives
the data analysis including the empirical results. The chapter ends with part VII

which is the conclusion.
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1. Literature review

A The going public decision

A large volume of researchers demonstrate that investors purchasing initial public
offerings (IPOs) of common shares earn a large positive abnormal return in the early
aftermarket period. Such IPO underpricing is widely documented and appears to be
internationally omnipresent.  Researchers also document that IPOs tend to
underperform in the long run. However, international evidence on the long-run
performance of IPOs is less extensive than the one on underpricing, and less
unanimously conclusive. Ritter and Welch (2002) divide existing theories on this

aspect of IPOs in Life Cycle and Market Timing theories.

i Life cycle theories

The first formal theory of the going public decision appeared in a paper by Zingales
(1995). He observed that it is much easier for a potential acquirer to spot a potential
takeover target when it is public. Moreover, entrepreneurs realise that acquirers can
pressure targets on pricing concessions more than they can pressure outside
investors. By going public, entrepreneurs thus help facilitate the acquisition of their
company for a higher value than what they would get from an outright sale. In
contrast, Black and Gilson (1998) point out that, entrepreneurs often regain control
from the venture capitalists in venture-capital-backed companies at the IPO. Thus,
many IPOs are not so much exits for the entrepreneur as they are for the venture
capitalists. Brau, Francis, and Kohers (2003) using U.S. data examine the choice
between an IPO and selling the firm to a publicly traded buyer, conditional on
wishing to sell the company, having no data on companies that stay private. Private
firms are more likely to choose the IPO route over a takeover, the larger their

transaction size and the lower the market-to-book ratio in the industry.

Chemmanur and Fulghieri (1999) develop the more conventional wisdom that IPOs
allow more dispersion of ownership, with its advantages and disadvantages. Pre-IPO
‘angel’ investors or venture capitalists hold undiversified portfolios and, therefore,

are not willing to pay as high a price as diversified public-market investors. There
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are fixed costs associated with going public, however, and proprietary information
cannot costlessly revealed. Thus, early in its life cycle, a firm will be private, but if it
grows sufficiently large, it becomes optimal to go public.

Bodnaruk, Kandel, Massa and Simonov (2008) argue that a less diversified
shareholder has more to gain from taking the company public and would be more
willing to accept a lower price for the sale of his shares, i.e., tolerate higher
underpricing. They study a sample of all the 124 IPOs that took place in Sweden in
the period 1995-2001. They also obtained detailed information on the portfolio
composition of all the investors in the companies being taken public, both before and
after the IPO, as well as the portfolio composition of investors in similar companies
not taken public (in terms of size, market-to-book ratio and industry). They show
that companies held by less diversified shareholders are more likely to go public and
suffer a higher underpricing. The authors also show that, as predicted, the degree of
diversification explains a significant (both economically and statistically) part of the
probability of going public, and may account for between one third and one half of
the reported underpricing. The authors suggest that the degree of diversification of
controlling shareholders should play a prominent role in the discussion of the process

of going public.

Public trading per se has costs and benefits. Maksimovic and Pichler (2001) point
out that a high public price can attract product market competition. Public trading,
however, can, in itself, add value to the firm, as it may inspire more faith in the firm
from other investors, customers, creditors, and suppliers. Being the first in an

industry to go public sometimes confers a first-mover advantage.

Demers and Lewellen (2003) examine the impact of IPO underpricing on website
traffic, which is a direct measure of product market performance for internet firms.
They find that web traffic growth for the month after the IPO is positively and
significantly associated with initial returns, and the effect is economically significant.
They also investigate media reaction to initial returns for a broader sample of IPOs.
Their results suggest that the marketing benefits of underpricing extend beyond the

internet sector and the ‘hot issues’ market of the late 1990s.
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Chemmanur and He (2011) develop a model where two firms with differing
productivity levels compete in an industry with significant probability of a positive
productivity shock. They find that even firms with sufficient internal capital to fund
their investments may go public driven by the possibility of their product market
competitors going public. Their model also predicts that IPO waves may arise in

equilibrium even in industries which do not experience a productivity shock.

ii. Market-timing theories

Lucas and McDonald (1990) develop an asymmetric information model where firms
postpone their equity issue if they know they are currently undervalued. If a bear
market places too low a value on the firm, given the knowledge of entrepreneurs,
then they will delay their IPOs until a bull market offers more favourable pricing. In
Choe, Masulis and Nanda (1993), firms avoid issuing equity in periods where few
good-quality firms issue. The authors find that firms tend to increase equity
offerings more frequently in expansionary periods. Lowry and Schwert (2002) argue
that recent first-day share performance of firms going public leads other firms to
decide to go public. Colak and Giinay (2011) develop a model that shows that high
quality IPO firms may benefit from strategically delaying issuance to obtain more
info about the market conditions. They show that pioneering IPOs are usually not
the best ones within an expanding IPO cycle and actually the opposite may be
happening. Their model also partially explains IPO clustering. They find that as the
first successful IPO comes to market economic and market uncertainty is lifted,
investors become more knowledgeable and all the remaining waiting firms, which

were strategically delaying their issuance, are entering the market in a massive scale.

Other theories have argued that markets provide valuable information to
entrepreneurs who respond to increased growth opportunities signalled by higher
prices (Subrahmanyam and Titman (1999); Schultz (2003)). Using long-run returns,
Ritter (1991) and Loughran and Ritter (1995) posit that firms time their IPOs to take
advantage of ‘windows of opportunity’ that allow them to get the most attractive

offering prices.
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Ritter and Welch (2002) suggest that in addition to the above theories for IPO
volume fluctuations, a plausible semi-rational theory without asymmetric
information can also explain cycles in issuing activity. Entrepreneurs’ sense of
enterprise value derives more from their internal perspective, their day-to-day
involvement with the underlying business fundamentals, and less from the public
stock market. Sudden changes in the value of publicly traded firms are not as
quickly absorbed into the private sense of value held by entrepreneurs. Thus,
entrepreneurs adjust their valuation with a lag. As a result, even if the market is
driven by irrational public sentiment or the entrepreneur’s price is driven by
irrational private sentiment, entrepreneurs are more inclined to sell shares after

valuations in the public market have increased.

iii. Evidence

Ritter and Welch (2002) assert that evidence on these theories is hard to test and this
IS because researchers usually observe the set of firms actually going public. They
do not observe how many private firms could have gone public. There are certain
researchers though e.g., Pagano, Panetta and Zingales (1998) that escape this
criticism and using a unique set of Italian firms find that larger companies in
industries with high market-to-book ratios are more likely to go public and
companies going public seem to have reduced their credit risk. They also find that
IPO activity follows high investment and growth and vice-versa. They also find that
IPOs are undertaken to maximise the incumbents’ proceeds from an eventual sale of

the company.

Lerner (1994) also finds that the industry market-to-book ratios have substantial
effect on the decision to go public. His study focuses on the U.S. biotechnology

industry.

Boehmer and Ljungqvist (2004) using a sample of 330 private German firms that
between 1984 and 1995 announced their intention to go public in the short- or
medium-term find that the average sample company took more than two years from
announcing its IPO intention to actually go public. Importantly, they also find that

there is substantial cross-sectional variation in the time-to-IPO. Boehmer and
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Lundgqvist (2004) also find that controlling for private benefits, increases over time
in measures of firms’ investment opportunities and valuations have significant and
sizeable effect on the likelihood that firms will complete an IPO. They also show
that these effects are distinct from factors that increase firms’ demand for outside

capital more generally.

Benninga, Helmantel and Sarig (2005) introduce a model where the entrepreneur at
each point in time chooses between selling equity to well diversified outside
investors and remaining private. The trade-off is between the higher valuations
diversified outside investors are willing to pay from which the entrepreneur only
benefits when the firms is public, and private benefits of control which he only
enjoys when the company is private. Ceteris paribus, as long as the entrepreneur’s
private benefits exceed the cost of being under-diversified, he will choose to remain
private. Outside investors’ valuations vary over time as market conditions and the
firm’s cash flows and prospects change, and therefore, so does the case for going

public.

Pastor and Veronesi (2005) also study the timing of IPOs, but emphasize the
importance of changes in valuations as captured by returns rather than valuation
levels. All else being equal, firms are more likely to go public following recent
improvements in market conditions, regardless of the level of valuations in the
market. Boehmer and Lundgqvist (2004) also find that recent returns matter more
than the level of market-to-book ratios, which supports this emphasis on changes
than levels. Pastor and Veronesi (2005) further predict that more firms go public

when uncertainty about their future profitability is high.

The existing literature on IPO timing focuses on the aggregate of time series
behaviour of IPO volume. Lowry (2003) studies the time series of IPOs in the U.S.,
showing that the main determinants of fluctuations in IPO volume are changes in
firms’ demand for outside capital and proxies for investor sentiment. Helwege and
Liang (2004) argue that firms going public in periods of high IPO volume do not
differ in any key characteristic from those going public in low volume periods. Cook
and Kieschnick (2004) using data on the incidence of going public and going private

transactions in the U.S. from 1989 to 1992, document that IPO volume increases in
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industry profitability, stock valuations and a measure of the value of control rights.
Pastor and Veronesi (2005) find that ‘IPO Waves’ coincide with peaks in stock
market returns, increases in aggregate profitability, positive revisions to analysts’

long-term earnings growth forecasts, and higher volatility.

B. The initial underpricing of Initial Public Offerings

The initial underpricing phenomenon of IPOs refers to the positive average abnormal
return found over a short period of time after the issue. The initial abnormal returns
are typically measured between the offering price and the closing price at the end of
the first day or the first week after the IPO (5" trading day). Since the initial return
period is very short, the returns are generally not adjusted by any benchmark®. The
first major academic study reporting a positive mean initial return of IPOs is
Ibbotson (1975). On a sample of 120 IPOs during 1965-69, he finds an average
initial return of 11.4% from the date of issue to the end of the offering month. Most
of the following studies measure initial returns during the first day of trading.
Ibbotson and Jaffe (1975) report an average initial return of 16.8% using a much
larger sample in a similar period. Ritter (1984) finds an initial return of 18.8% for a
sample of 5,162 IPOs. A summary of the results from these and other studies can be
found in Appendix A.

Additional studies documenting positive initial returns are Miller and Reilly (1987),
Carter and Manaster (1990), Tinic (1988), and Ibbotson, Sindelar and Ritter (1988).
The latter find a 16.4% average initial return for a sample of 8.668 IPOs during the
period 1960-87°. The initial underpricing phenomenon is not limited to U.S. IPOs.
Various studies on IPOs in different countries have confirmed that the positive initial
return is found virtually in all markets, although the size of underpricing varies
substantially from country to country. For example, Aggarwal, Leal and Hernandez
(1993) report that IPOs in Brazil, Chile, and Mexico had average initial returns of
78.5%, 16.3%, and 33.0%, respectively. Dawson (1987) reports a 17.6% initial

* Depending on market volatility
% The study is being updated by Professor Ritter (http://bear.warrington.ufl.edu/ritter/pbritter.htm) and the latest
finding is that over a period of 52 years (1960-2011) the underpricing of US IPO stocks stands at 16.8% i.e.,

much unchanged from the original result.
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return for IPOs in Hong Kong, and Kim, Krinsky and Lee (1991) find an initial
return of 79.0% for the Korean IPOs and Chan, Wang and Wei (2003) find an
average initial return of 178% and 11.6% for Class A and Class B shares of Chinese
IPOs respectively. Su and Fleisher (1999) find that Chinese IPOs of A-shares exhibit
an ultra underpricing of 948.6%. A study by Huang and Levich (2003) shows that
the initial returns for non-OECD countries average 65.9% while for OECD countries

initial returns average 11.1%.

Among the European countries, initial returns ranging from 12.0% to 39% are found
in Sweden, Switzerland, and the United Kingdom by several studies including
Rydqvist (1993), Kunz and Aggarwal (1994) and Levis (1993). Schuster (2003), for
a sample of 973 European IPOs offered between 1988 and 1998 in the six largest
continental markets (Germany (219 companies), France (323), ltaly (77),
Netherlands (75), Spain (88), Sweden (148) and Switzerland (43)), finds
considerable underpricing which is time varying and related to proxies of uncertainty
such as age or sector. Specifically, the average initial return is found to be 16.52%
and the median 7.14%. Gajewski and Gresse (2006) based on a sample of 2104 IPOs
from 15 European countries between 1995-2004, find an average initial underpricing
of 22%.

The evidence on IPOs for state-owned firms is consistent with that on privately-
owned firms, also revealing underpricing (Jenkinson and Mayer, (1988), Perotti and
Guney, (1993), Vickers and Yarrow, (1988)). Dewenter and Malatesta (1997)
explicitly compare state-owned IPOs with privately-owned IPOs in eight countries
including both well-developed capital markets (Canada, France, Japan, and the UK)
and less- developed capital markets (Hungary, Malaysia, Poland, and Thailand) and
do not find significant differences in the degree of underpricing between the two
types of firms, except in the UK, where privatizations were more underpriced. They
also find that underpricing tends to be higher in regulated industries, when compared
with unregulated industries, before again confirming that underpricing is more severe

in less developed capital markets.
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A number of theoretical explanations for the puzzling result of IPO underpricing
have been formulated. Many of them rely on the assumption of information
asymmetries: that there are differences in information known by the various parties

that are involved in an IPO; namely, the issuer, the underwriter, and the investor.

One of the most important explanations for the underpricing of IPOs is the adverse
selection model presented by Rock (1986). Rock divides investors into two groups:
the informed investors who will attempt to buy shares only when an issue is
underpriced and the uninformed investors who will buy shares in all IPOs, whether
the issue is underpriced or overpriced. As a result, when an issue is underpriced and
thus subscribed by both types of investors, the uninformed investors will be allocated
only a fraction of the issue. On the other hand, when an issue is overpriced, the
uninformed investors will ‘win’ the entire issue. The partial allocation of the
‘bargain’ issues and the complete ‘winning’ of the ‘rip-off’ offerings produce a
‘winner’s curse’ problem. Recognizing this adverse selection problem, the
uninformed® investors are attracted to the IPO market only when they are
compensated for their allocation bias problem in the form of the average
underpricing of the issues. An implication of Rock’s model is that riskier issues
should be underpriced to a greater extent. This finding is supported by Beatty and
Ritter (1986) who extend Rock’s model by showing that the level of underpricing
increases with the degree of ex ante uncertainty about the value of the firm. This
implication is tested empirically, and the results confirm this relationship (Beatty and
Zajac, (1994); Welbourne and Cyr (1999)). Firms with more uncertainty about
growth opportunities, for example, on average have higher levels of underpricing
than other firms (Ritter, (1984)). More recently, Loughran and McDonald (2013)
argue that IPOs with high levels of uncertain text in their S-1 form in the first SEC
filing, have higher first-day returns, absolute offer price revisions and subsequent
volatility. Their findings support those of Beatty and Ritter (1986) ex ante

® Leite (2007) demonstrates that the strict separation between informed and uninformed investors is not required.
If there are plenty of heterogeneously informed investors, the winner’s curse occurs when the least informed
investor willing to participate in the offering (the marginal investor) is allocated a disproportionately high
fraction of overpriced issues relative to the rest of the participating investors who all are better-informed than the

marginal investor.
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uncertainty since more uncertainty about an IPO’s valuation produces higher first-

day returns.

While Rock (1986) considers an information asymmetry problem among investors,
Baron and Holmstrom (1980) argue that it is the investment bankers who have
superior knowledge about the issues compared to the issuing companies. They
deliberately underprice the offerings expending less effort to market the new issues
and to favour their buying clients. Although this argument may be conceivable, and
is somewhat supported by the empirical findings in Baron (1982), Muscarella and
Vetsuypens (1989) find that the investment banks underprice themselves by as much
as other IPOs when they go public. If the investment bankers were, in fact,
informational advantaged, one would not expect to find them underpricing their own
shares at IPO.

Although the Rock model assumes a fixed pricing offer with pro-rata allocation
rules, the model predicts lower underpricing if information is distributed more
homogeneously across investors (Michaely and Shaw, (1994)). One solution is to
switch to a different introduction method than fixed price offers. Benveniste and
Spindt (1989) offer a dynamic information acquisition explanation for the
underpricing phenomenon. In their model, IPO underpricing induces regular
investors to reveal information about their valuations of the new issue during the
preliminary prospectus stage. The revealed information is then used to determine the
issue price. Empirical findings that support this argument are reported in Hanley
(1993), Hanley and Wilhelm (1995), Cornelli and Goldreich (2001) and Aggarwal,
Prabhala and Puri (2002). Benveniste and Wilhelm (1990) formalise this within the
context of the winner’s curse model and show that a pure bookbuilding method leads
to less informational asymmetry, reduces the winner’s curse, and consequently leads

to lower underpricing.

Some theoretical models involved a signalling equilibrium where the issuers
underprice the IPOs in order to charge a higher price in subsequent seasoned equity
offerings (SEOs). In the signalling models developed by Allen and Faulhaber
(1989), Grinblatt and Hwang (1989) and Welch (1989), high quality firms may

underprice their IPOs in order to signal their high valuations. The reduction in IPO
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proceeds would then be recovered in subsequent seasoned offerings (SEOs). Welch
(1989) does find evidence that more IPO firms conduct a SEO within a few years
after going public than an average firm. However, the signalling hypothesis is

generally not supported in Jegadeesh, Weinstein and Welch (1993).

Although, Jegadeesh, Weinstein and Welch (1993) find some relation between IPO
underpricing and favourable conditions for SEOs, underpricing is not the uniquely
necessary factor for the favourable conditions. In particular, they find that the
aftermarket returns can predict successful SEOs, concluding that the issuers need not

rely on costly IPO underpricing to create better SEO conditions.

Behavioural theories of underpricing assume either the presence of ‘irrational’
investors who bid up the price of IPO shares beyond true value, or that issuers are
subject to behavioural biases and therefore fail to put pressure on the underwriters to

have underpricing reduced.

Welch (1992) argues that the IPO market is subject to information ‘cascades’. In his
model, an investor’s demand for the issue not only depends on his/her valuation, but
also on the demand by other investors. As a result, there may be a case where some
investors who otherwise would subscribe for an issue may decide not to do so when
they discover that the issue is not demanded strongly by other investors. In order to
avoid this problem, issuing companies may underprice their offerings to attract the
first few buyers, thereby inducing a positive ‘cascade’ effect in which all subsequent

investors join their ‘instigators’.

An interesting implication of the informational cascades explanation in conjunction
with Benveniste and Spindt’s model (1989) is that positively sloped demand curves
can result. In Benveniste and Spindt’s model, the offering price is adjusted partially
upwards if regular investors indicate positive information. Other investors, knowing
that this will only be a partial adjustment, correctly infer that these offerings will be
underpriced. These other investors will consequently want to purchase additional
shares, resulting in a positively-sloped demand curve. The opposite is also true;
because investors realise that a cut in the offering price indicates weak demand from

other investors, cutting the offer price might actually scare away potential investors.
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However, cascades are not inevitable. In bookbuilding, cascades do not develop
because the underwriter can maintain secrecy over the development of demand in the
IPO book. Therefore, less underpricing is required. Amihud, Hauser, and Kirsch
(2003) analysis of demand and allocations in Israeli IPOs supports Welch’s (1992)
prediction that demand is either extremely low or there is oversubscription, with few

cases in between.

A central tenet of behavioural choice holds that decisions are influenced by how
choices are framed. Considerable evidence derived from controlled experiments
supports these claims and suggests other systematic deviations from expected utility
maximisation. These findings provide the foundation for Kahneman and Tversky’s
(1979) formulation of prospect theory. Prospect theory asserts that individuals make
choices under uncertainty by maximising a value function that evaluates wealth
changes, rather than an expected utility function that ranks choices according to the
level of expected utility. The value function is positive and concave in the domain of
positive changes and negative and convex in the domain of negative changes.

Loughran and Ritter (2002) assume that the decision-maker’s initial valuation beliefs
are reflected in the mean of the indicative price range reported in the issuing firm’s
IPO registration statement. This belief serves as a reference point against which the
gain or loss from the outcome of the IPO can be assessed. The offer price for an IPO
routinely differs from this reference point, either because the investment bank
‘manipulated’ the decision-maker’s expectations by low-balling the price range, or in
reflection of information revealed during marketing efforts directed at institutional
investors. Empirically, offer prices appear to only partially adjust (Hanley (1993)) in
the sense that large positive revisions from the reference point are associated with

large initial price increases from the offer price during the first day of trading.

Decision-makers in IPO firms are further assumed to distinguish between losses
associated with ‘money left on the table’ in the form of positive initial returns and the
perceived gains or losses reflected in the difference between the first-day closing
price and the mean of the indicative price range. Applied in the context of the
prospect theory value function, this form of mental accounting (Thaler (1980) and

(1985)) leads to gains and losses being valued separately (segregated) or jointly
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(integrated), depending on which yields the highest net value. The convexity of the
value function for negative wealth changes implies that decision makers will
integrate two related losses. Concavity of the value function in the positive domain
implies that two related gains will be segregated. Whether the combination of a loss
and a gain will be integrated or segregated depends on their relative size. If the
perceived gain exceeds the underpricing loss, the decision-maker is satisfied with the

IPO underwriter’s performance.

Ljungqvist and Wilhelm (2004) use the structure suggested by Loughran and Ritter’s
(2002) behavioural perspective to test whether the CEOs of IPO firms make
subsequent decisions consistent with a behavioural measure of their perception of the
IPO’s outcome. Specifically, they investigate whether CEOs deemed ‘satisfied” with
underwriter’s performance according to Loughran and Ritter’s argument, are more
likely to hire their IPO underwriters to lead-manage later seasoned equity offerings.
Controlling for other known factors, IPO firms are less likely to switch underwriters
for the secondary equity offerings when they are deemed ‘satisfied” with the IPO
underwriter’s performance. Underwriters also appear to benefit from behavioural
biases in the sense that they extract higher fees for subsequent transactions involving

‘satisfied’ decision-makers.

Although Loughran and Ritter’s (2002) application of prospect theory can rationalise
why IPOs with unexpectedly strong demand are underpriced more, they do not
explain why issuers choose underwriters with a history of severe underpricing in the
first place. As Ritter (2003a) argues, the presumably perceived importance of
analyst coverage gives some prestigious underwriters the ability to attract issuers
even though in the 1990s these underwriters underpriced offerings substantially
(Rajan and Servaes (1997), Michaley and Womack (1999) and Bradley, Jordan, and
Ritter (2003)).

Ljungqvist, Nanda and Singh (2006) attribute IPO anomalies to investor sentiment in
the sense that a class of investors are at times irrationally exuberant about the
prospects of IPOs. Stocks underperform in the long run when this enthusiasm fades.
Kahneman, Slovic and Tversky (1982) argue that investors often predict future

uncertain events by taking a short history of data. Barberis, Shleifer and Vishny
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(1998) model such representativeness heuristics to develop a model for investor
sentiment in which investors extrapolate past good performance into the future
leading to overreaction. This naivety propels stock prices to unduly high levels,
despite this is gradually corrected over longer horizons when past growth rates fail to
repeat themselves. Chan (2013), using a sample of 2,444 1POs that were completed
in the US stock market over the period 1994-2004 finds that retail sentiment is
positively related to the return volatility of IPOs on the first trading day. In
particular, this is strongest over the internet period of 1999-2000. Moreover, he finds
that over optimism amongst sentiment investors during the bubble period results in a
negative relation between retail demand and long-run post-IPO price performance.
Derrien (2005) finds that retail investors’ book-building demand in France is
positively related with first-day return and negatively related with 18-month post-
IPO abnormal returns. Dorn (2009) shows that IPOs that are aggressively bought by
retail investors in the German pre-IPO market are associated with high first-day
returns and poor 6-month post-IPO abnormal returns. Cornelly et al (2006) using
data from pre-IPO market for a large sample of European IPOs find that when the
pre-IPO market price is high (implying that retail investors are optimistic) the
aftermarket price is positively related and the long-run price performance is
negatively related with the pre-IPO market price. Bradley et al (2009), studying US
IPOs over the period 1993 to 2003 find that a strong positive relation exists between
the proportion of retail trades and open—to—close returns on the first trading day.
Finally, McGuiness (2009) finds that retail sentiment in Hong Kong IPOs is

positively related to the first day return.

Recently, a growing body of literature has focused on the impact of cultural
differences on financial measures. Within this research stream, Costa et al. (2013)
examine whether Hofstede’s (1980) cultural factors can help explain the large cross-
sectional variation in global IPO underpricing. They find a significant relationship
between initial IPO underpricing and several cultural dimensions defined by
Hofstede. Griblatt and Keloharju (2001) examine the impact of distance, language,
portfolio and culture on portfolio holdings. They conclude that investors prefer
nearby firms, same-language firms and same culture firms. Kwok and Tadesss
(2006) as well as Aggarwal and Goodell (2009) show that culture influences the

formation of a country’s predominant financial system. In particular, they find
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countries are more likely to have bank-based financial systems where the culture is

characterised by greater degrees of uncertainty avoidance.

C. The ‘Hot Issue’ market phenomenon

Over the past 40 to 50 years, a recurring pattern of cycles in both the volumes and
the average initial returns of IPOs has been observed. This pattern is referred to as
the ‘hot issue’ market phenomenon. The ‘hot issue’ markets, which are the periods
with unusually high initial returns, are found to be associated with increasing volume
of IPOs. On the other hand, the ‘cold issue’ markets, with relatively low initial
returns, tend to occur toward the end of the high IPO volume periods. Ibbotson and
Jaffe (1975) first documented the pattern for the 1960-70 periods. Ritter (1984)
confirmed the persistence of the pattern for the 1960-82 period. He finds an
unusually high 48.4% average initial return during the ‘hot issue’ market in 1980-
1981 while reports a relatively low figure of 16.3% for the ‘cold issue’ market in the
remaining 1977-82 period.

Ibbotson, Sindelar and Ritter (1988) extended the sample period to 1960-1987 and
reconfirmed the phenomenon. They also found a clear relationship between the
average initial return and the number of offerings: severe underpricing of IPOs
appears to lead heavy volume periods of new offerings by approximately six to
twelve months. Market climate not only affects the number of successful offerings,
but also the amount and the variability of IPO underpricing. Kooli and Suret (2002)
report that when the market is ‘hot’, the level of underpricing may double or even

triplicate. If market is ‘cold’, then the level of underpricing would be much lower.

Lowry and Schwert (2002) find a high level of autocorrelation of monthly average
first-day returns between 1960 and 1997, which increased during the Internet boom
in the late 1990s. They confirm a significant positive relation between initial returns
and future IPO volume and note that, “...increased numbers of companies go public
after observing that 1IPOs are being underpriced by the greatest amount”. They
associate the cycles in initial returns with the investment bankers’ learning process.
Because the registration periods of many IPOs overlap, the information that

underwriters learn during one firm’s registration period will contribute to the first-
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day returns of many IPOs. Also Hoffman-Buchardi (2001) find that the IPO market
IS subject to dramatic swings. They report that the price of one firm serves as a
feedback mechanism to other IPOs since it can reveal information about certain
common value factors about the prospects of a specific industry and therefore change

the value of other firms.

The prospect theory explanation of the partial adjustment phenomenon (Loughran
and Ritter (2002)) addresses the phenomenon of ‘hot issue’ markets in a similar
fashion. It predicts that all IPOs that are in the ‘road show’ stage of going public
when there is an overall market rally, will have higher expected underpricing because
offer prices are not raised as much as they could be. Because of the length of the
bookbuilding period, which can take from four weeks to four months, the first day

returns of these IPOs will be correlated.

Shiller’s (1990) ‘impresario’ hypothesis can also explain the positive autocorrelation
in IPO activity and initial returns reported in the literature. Hot markets appear when
underwriters exploit a segment thought to be ripe for a ‘fad’. Even though many
investors may be unwilling to follow a ‘fad’, they may find it profitable to follow
positive feedback investment strategies (Rajan and Servaes (1993)). Acting this way,

they may actually have caused the positive autocorrelation themselves.

In the more general setting of ‘fads’ described by Aggarwal and Rivoli (1990), fads
occur in hot issue periods when investors are especially overoptimistic about the
growth potential of the firms that go public, induced by the ‘Impresario’, the
investment bank taking the company public. Firms time their IPOs in precisely these
periods in order to take advantage of ‘windows of opportunity’ (Market Timing
Hypothesis). It follows that hot markets for IPOs should be concentrated in certain
industry classes, dominated by specific underwriters and that IPO activity should
come from those companies for which issuing equity is always the least favoured
choice of financing. Moreover, companies with the largest initial returns should
have the lowest subsequent aftermarket returns. Pagano et al. (1998) find that while
IPOs cluster following high industry valuations, investment and profitability of IPO
firms decrease after their issues. Similarly, Alti (2006) finds that while hot IPO
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firms issue substantially more equity than cold IPO firms, they do not invest more ex

post.

There have been few theoretical explanations for the ‘hot issue’ market phenomenon.
Based on the argument that riskier issues tend to be underpriced to a greater extent,
Ritter (1984) offers a hypothesis that the periods where more risky firms go public
may have higher initial returns. Ritter (1984), using Rock’s model (1982) argues that
riskier firms are difficult to value and as such, uninformed investors will be more
uncertain of the aftermarket price. Hence, riskier firms will have higher average
initial returns. This hypothesis, based on the ‘changing risk composition’ of the IPO
market, is not strongly supported by data. Ritter (1984) finds that although there is
some evidence that the ‘hot issue’ markets are associated with riskier offerings, the
factor of changing risk composition explains only a little fraction of the amplitude in
the average initial return cycles. He finds that the hot issue phenomenon appears only
for natural resource issues and is not clearly visible for non-natural resource IPOs. In
general, Ritter (1984) claims that the hot issue phenomenon may be a result of firms
from high-risk industries entering the market, thereby leading to higher initial

returns.

More recently, Yung et al. (2008) argue that the key features of ‘hot’ IPO markets
follow from time variation in adverse selection. In particular, they maintain that
exogenous shocks to investment opportunities cause time-varying adverse selection
in the IPO market. Positive shocks lead to more firms going public since an increase
in capital productivity leads to greater demand for capital and hence more activity in
IPO markets. Their model predicts two main testable implications. First, that cross-
sectional variance in long-run returns is much higher for firms that issue during hot
markets. Secondly, IPOs issued during ‘hot’ markets are more likely to delist than
those in cold markets.

D. The long-run (under)performance of Initial Public Offerings

The study of the long-run performance of IPOs is important for several reasons. First,
as Ritter (1991) asserts, the existence of long-run systematic price patterns raises

questions concerning aftermarket efficiency. Second, from an investor’s perspective,
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if the long-run underperformance anomaly exists, active trading strategies may take
place. In other words, investors fortunate enough to be allocated shares at the IPO
should sell them almost immediately as the trading is started. Third, there is
considerable variation in the measures of abnormal returns and the statistical tests

that empirical researchers employ to detect long-run abnormal stock returns.

Using a sample of 1,526 IPOs that went public in the U.S. during 1975-84, Ritter
(1991) finds that after 3 years of going public, these firms significantly
underperformed market indices and a set of comparable firms matched by industry
and size. Excluding an average initial return of 14.32% as measured from the
offering price to the market price at the end of the first day of public trading, the
IPOs in his sample produced an average 3-year holding period return of 34.37%.
However, a control sample of matching firms, paired by industry and market value,

produced an average total return of 61.86% during the same 3-year holding period.

The long-run underperformance of IPOs is found to continue after the three-year
period examined by Ritter (1991). Yi (1992), using the same IPO sample as in
Ritter, finds that the underperformance continues until six years after going public.
Loughran and Ritter (1995) use a larger sample of IPOs (4,753 issues between 1970
and 1990) and find that the poor stock performance extends to five years after issue,

with no further underperformance in the sixth year.

Various studies with international data generally suggest that the long-run
underperformance of IPOs is a global phenomenon although there are several studies
that concluded the opposite thus making the issue of long run performance disputable
(see Appendix B). Lee, Taylor and Walter (1996) report a three-year abnormal
return of —46.5% for Australian IPOs during 1976-89 period. Aggarwal, Leal and
Hernandez (1993) find that the IPOs in Brazil and Chile underperformed a
benchmark by 47% and 24%, respectively, by the end of three years after issue.
Kiymaz (2000) finds a positive long-term (over) performance of IPOs in the Istanbul
Stock Exchange of 44.1%.

Before these empirical studies were conducted, two theories that ‘predicted’ the

long-run underperformance of IPOs were advanced. Miller (1977) asserts under
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certain conditions (no short selling) that in an IPO, the main buyers are the investors
that are most optimistic about future prospects of the IPO firm. Due to uncertainty
about the valuation of an IPO, there will be a range of different valuations given by
the optimistic and pessimistic investors. Since the shares will tend to be purchased by
the optimistic investors, the offering price will be higher than the ‘fair’ price. As time
passes on and more information becomes available, the stock price will approach
(will decrease to) the “fair’ price. Thus, Miller (1977) predicts that IPOs, especially

the riskier issues, will underperform in the long run.

Shiller (1990) provides another explanation for the poor long-run performance of
IPOs. He argues that the IPO market is subject to fads and that investment banks act
as the ‘impresarios’ promoting the issue. One way to attract investors would be to
underprice the new issues. As with Miller’s model, Shiller’s ‘impresario’ hypothesis
predicts that IPOs will underperform in the long run. In particular, the size of
underperformance is expected to be related, positively, to the size of underpricing.
Although Ritter (1991) finds some evidence for this relation, results in Yi (2001)
suggest that the initial return is generally not a significant factor in explaining the

long-run returns.

The focus of the empirical studies discussed in the previous section has mainly been
on the average long-run performance of IPOs. In an effort to shed some light on the
puzzling finding with further empirical studies, some researchers have started to
examine possible factors that may affect the cross-sectional variation in IPO long-run
returns. Ritter (1991) reports that younger firms and firms that went public in the
high volume years of the early 1980s had the most serious underperformance. He
finds that older firms going public in light-volume years of mid- to late 1970s had
performed as well as the benchmark. Teoh, Wong and Rao (1995) find that IPO
firms that had high discretionary accounting accruals were associated with the largest
negative abnormal stock returns. Brav and Gompers (1997) find that venture capital-
backed IPOs outperform non-venture capital-backed IPOs when returns are
computed on an equal-weighted basis. They also find that the difference in returns is

largely due to severe underperformance of small firms.
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There have been several studies that examined the reputation of the lead underwriter
as a significant factor in explaining the long-run returns of IPOs. Carter, Dark and
Singh (1998) report that the IPOs underwritten by the investment banks with the
highest reputation do not underperform the NASDAQ index while those
underwritten by less prestigious underwriters severely underperform the index during
the first three years after issue. Furthermore, Beatty and Vetsuypens (1995) find
evidence that the investment banks are penalized for underwriting IPOs that had poor

long-run performance.

Another factor that seems to be significantly related to the long-run performance of
IPOs is the earnings before going public as evidenced in Yi (2001). Consistent with
Ritter’s (1991) results, Yi finds that IPOs as a whole underperformed a market index
and control firms over a three-year period after going public. However, the IPO firms
that had positive earnings per share (EPS) at the time of offering seem to have fared
better than the firms that went public with negative EPS. As a concluding remark,
based on the broad empirical findings discussed above, especially the high initial
return and poor long-run performance of IPOs, one can argue that investors may
have been too optimistic about future prospects of these new public firms. That is,
the disappointing long-run returns are only the rational and inevitable results of the
rather irrational run-up in prices in the initial period. This is further supported by
Ljunggvist, Nanda and Singh (2006) who attribute long-run underperformance of
IPOs to the presence of a class of irrationally exuberant investors. Stocks eventually

underperform in the long-run when the exuberance dies away.

Khurshed et al (1999) propose that the long-run performance of IPOs is a function of
pre-IPO factors, including managerial decisions and the firm’s performance prior to

going public.
In addition to the above, the academic literature also focuses on other aspects such as

mechanism design, the compensation of investment bankers, stabilisation activities,

and the variation of IPO volume across countries.
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E. Differences across countries in the IPO market

I. Market activity across countries

The volume of IPOs varies substantially from country to country. La Porta, Lopes-
de-Silanes, Shleifer and Vishny (1997) report that the number of IPOs varies
systematically across countries, with countries having a legal system based upon
British common law having more IPOs. Pagano, Panetta and Zingales (1998) report
that market-to-book ratio is the single most important determinant of the decision to
go public for Italian firms. Subrahmanyam and Titman (1999) argue that the ease of
going public depends upon the costs of acquiring information in an economy. They
argue that each publicly traded firm creates a positive externality by making it easier
to value comparable firms. Holmen and Hogfeldt (2003) show that in Sweden, firms
typically issue shares with inferior voting rights in the IPO, and if the shares with

superior voting rights are eventually sold, they are always sold as a block.

ii. Composition and institutional differences

According to Ritter (2003b), before the 1990s firms going public in Europe,
especially continental Europe, tended to be much older (median 28 years) than those
going public in the U.S. (median age 7 years). Even with the Internet boom (1999-
2000), the age of an IPO in Europe is still high (median of 13 years in a sample of
1007 European IPOs from 1995 to 2001) compared to the U.S. (median of seven
years for a sample of 2.178 IPOs during 1996-2000). Schuster (2003) points out that
European IPOs are more likely to include secondary shares (shares being sold by
existing shareholders) in the offering than is true for U.S. IPOs. In the 1980s and the
early 1990s, 67 per cent of Portugal’s and 23 per cent of Germany’s floatations
involved only shares sold by insiders. By contrast, virtually all American IPOs
involve at least some primary equity, and usually around half sell solely new shares.
Europe is showing similar signs. Since 1995, 82 per cent of IPOs in Europe outside
the UK have raised new capital and secondary-only IPOs have virtually disappeared

in Germany.
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As Ritter (2003b) points out, in the late 1990s, several changes were taking place in
the worldwide IPO market. For example, the industry sector became more
important, irrespective of the country of headquarters e.g., Internet sector. Another
change was that the new exchanges (e.g., Germany’s Neur Markt, Italy’s Nuevo
Mercato, the Netherlands Nieuwe Markt, Belgium’s Euro.NM, Belgium and France’s
Nouveau Marché) changed the focus on listing requirements from accounting criteria
such as profitability and assets to corporate governance and disclosure requirements.

F. Alternative mechanisms for pricing and allocating securities

Loughran, Ritter and Rydgqvist (1994) and Chowdhry and Sherman (1996a)
document that the average first-day return varies systematically with the mechanism
used to price and distribute IPOs. The highest average first-day returns come in
countries where government regulators impose formulas based on accounting
information for setting the offer price, although the frequency of these constraints is
declining. In general, the mechanisms used for pricing and allocating IPOs can be
categorised as auctions, fixed-price offers and book-building. Although different
prices are sometimes paid by different investors—sometimes individual investors pay
less than institutional investors,—uniform price mechanisms in which every investor

pays the same price are most common.

In auctions, a market-clearing, or slightly below market-clearing price is set after
bids are submitted. Since there is little if any excess demand at the offer price, in
general shares are allocated to all successful bidders. Auctions have been used in
many countries including France, Israel, Japan and Taiwan and the USA for pricing

and allocating IPOs.

A fixed price offer has the offer price set prior to requests for shares being submitted.
If there is excess demand, shares are typically rationed on a pro rata or lottery basis,
although frequently requests for large numbers of shares are cut back more than
requests for moderate numbers. In other words, if there is discrimination in the
allocation of shares, it is normally done solely on the basis of order size. Thus, there
is no way for the underwriter to reward investors who provide information. In many

countries with a fixed-price offer, investors must submit the money to purchase the
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requested shares, without knowing whether they will receive many shares. Ritter
(2003) cites the example of tom-com, an IPO in Hong Kong in February 2000 that
was oversubscribed by 669 times and Chowdhry and Sherman (1996a) who cite the
example of Denway Investment in Hong Kong, which was oversubscribed 657 times
in 1993.

As Ritter (2003), Loughran, Ritter and Rydqvist (1994), and Chowdhry and Sherman
(1996a) acknowledge, in general, the longer the time that elapses between when a
fixed-price offer is set and trading begins, the higher is the average first-day return
(i.e., underpricing). Partly this is because the longer the time until completion the
higher is the probability that market conditions will deteriorate and the offering will
fail. To reduce the probability of a failed offering, a lower price is set. Conditional
on the offer succeeding, the expected underpricing is relatively high. Chowdhry and
Sherman (1996a) cite another reason why there is an incentive to underprice IPOs
even more (in countries where the full amount has to be paid with the application in
advance for all the shares bid for). They argue that the interest earned on the
subscription funds decreases the cost of underpricing since the issuer earns a
substantial amount of money on the money deposited by potential investors in the
bidding account thus a large part of the underpricing will be recouped in the form of

interest revenues on the float.

Levis (1990) also points out, that in the U.K., investors have to pay for the whole
amount of their application at least seven days prior to the first day of trading, and
they may end up receiving just a fraction of the shares, which they applied for. Levis
argues that within this framework, investors will not apply for a new issue unless
they expect that the total potential gains on the new issue at least cover the total
interest cost. In other words, the underpricing of the new issue has also had to be
sufficiently large to cover the possibility of accelerated interest rate cost per share

received in case of oversubscription.

Book-building — which is also known as firm commitment in the USA — is a
mechanism in which underwriters canvas potential buyers and then set an offer price.
A key feature of book-building is that the underwriter has complete discretion in

allocating shares. As part of the marketing campaign, a road show is usually
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conducted to stimulate demand for the company’ shares. After stimulating demand,
underwriters then try to set an offer price at which there is excess demand and
allocate the securities to investors based on various criteria such as allocating shares
to buy-and-hold investors and regular investors who were willing to buy shares when
demand was weak. This complete discretion allowed by book-building seems to
have side effects. Ritter and Xiaoding (2010) argue that the practice of spinning’
affects IPO underpricing. Specifically, he finds that IPOs in which the executives are

being spun are underpriced about 23% more than other IPOs.

In general, auctions have been associated with low, but positive, average first-day
returns. These first-day returns are generally lower than when fixed-price offers or
bookbuilding is used.

As Ritter (2003b) points out, there has been a decline of fixed-price mechanisms and
auctions selling IPOs in Europe and simultaneously a growth in bookbuilding. Fixed
price offerings have become uncommon in recent years. Jagannathan and Sherman
(2006) analyse the use of different IPO pricing mechanisms in various countries and
find that amongst countries that formerly used IPO auctions virtually all have
abandoned the method. They argue that uniform and discriminatory auctions suffer
from large fluctuations in the number of auction participants. Moreover, the free
rider problem and the Winner’s Curse make price discovery more difficult. As a
consequence, this might contribute to inaccurate pricing. In addition, fees do not

differ substantially between the different methods.

France is possibly the only market in the world that a multitude of pricing
mechanisms exists. Even so, the fixed price and auction mechanisms have declined
in France as well as, DeGeorge, Derrien and Womack (2004) argue. In Europe,
when bookbuilding is employed, the price range, once set, does not change above the

" According to Ritter and Xiaoding (2010, Spinning is the allocation by underwriters of the shares of hot initial
public offerings (IPOs) to company executives in order to influence their decisions in the hiring of investment
bankers and/or the pricing of their own company’s IPO. The term ‘spinning’ refers to the fact that the shares are
often immediately sold in the aftermarket, or ‘spun’, for a quick profit, and an IPO is termed ‘hot’ if it is expected

to jump in price as soon as it starts trading.
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maximum in contrast to the USA, where the price range can change even during the

pricing meeting, a few hours before trading commences.

Insert Table 1 — Average initial returns by selling mechanism

Biais and Faugeron (2002), Sherman (2004) and Ljungqvist (2005) argue that book-
building is a superior mechanism for selling IPOs relative to auctions. Their
argument is that book-building can be viewed as a dynamic auction conducted by
underwriters, with the advantage that underwriters can use their discretion in
allocating shares to reward regular investors who provide reliable information about
valuation to the underwriters. This reduces the risk for both issuers and investors and
controls spending on information acquisition thereby limiting either underpricing or
aftermarket volatility. DeGeorge, Derrien and Womack (2004) also argue that the
book-building approach is dominating auctions because of advertising-related quid
pro quo benefits. Analysing the French market, they find that book-built issues were
more likely to be followed and positively recommended by the lead underwriters and
were more likely to receive ‘booster shots’ post issuance if the price of the shares had
fallen. However, as Ritter (2003) points out, the above researchers do not discuss the

trade-off with agency problems between underwriters and issuers.
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I11.  The Cyprus economy

A. A brief introduction

The economy of the Republic of Cyprus is a relatively novice one. It counts 53 years
of life (independence from Great Britain came in August 1960) and its structure has
changed dramatically since the Turkish invasion in 1974 and the subsequent division
of the island. In the 1960s, it was heavily dependent on agriculture, which accounted
for more than a one-third of GDP. In the 1970s, and until the mid-1980s,
manufacturing was the engine of growth, before it was replaced from the late 1980s
onwards by services, which accounted for 78 per cent of gross value added in 2008.
Tourism has been the driving force in this development, however, its contribution to
the economy has declined the last 15 years (from 9.2 per cent in 1995 to 6.5 per cent

of gross value added in 2008). The public sector comprises a hefty 18.7 per cent of
GDP in 2008.

Fig 1 — Comparison of GDP by economic activity 1995 vs. 2008
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As one can clearly observe, the Cypriot economy has been transformed over a period
of 15 years into mainly a service-based economy with the primary sector almost non-
existent and the Real Estate having become the largest contributor to GDP (from
15.6% in 1995 to 19.3% in 2008).

Following a classical pattern, growth rates have gradually begun to decline as the
Cypriot economy was maturing over the years. The average rate of growth had gone
from 6.1% in the 1980s, to 4.4% in the 1990s to 3.4% from 2000 to 2004. In 2004,
growth picked up to 3.7%, from 2.0% in 2003. Unemployment has been fairly
constant at 3.6% in 2004, while inflation declined to 2.3% in 2004 from 4.1% the
year before. As in recent years, the services sectors, and tourism in particular,
provided the main impetus for growth with assistance from the Construction sector

especially the last five years.

Fig 2 — Cyprus GDP growth 1995-2008
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Cyprus is classified amongst the high-income countries, with a per capita income of
CY£9,841 (Euro 16,785) in 2004%. It has a standard of living that is even higher than

8 Using the official exchange rate of CY£0.585274 per Euro.
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some of the former 15 European Union member-states and the performance of the
economy compares favourably with that of most 27 EU countries (80% of the 27 EU
countries average). The Heritage Foundation® ranks Cyprus 24" in the world

(‘mostly free*°

) based on its index of financial freedom and 12th out of 43 countries
in the European region, with its overall score being higher than the regional and

global averages.

These achievements appear all the more striking, bearing in mind the severe
economic and social dislocation created by the Turkish invasion of 1974 and the

continuing occupation of the northern part of the island by Turkey™.

The success of Cyprus in the economic sphere is attributed, inter-alia, to the adoption
of a market oriented economic system, the pursuance of sound macroeconomic
policies as well as the existence of a dynamic and flexible entrepreneurial culture and
a highly educated labour force. Moreover, the economy benefited from the close
cooperation between the public sector and the social partners.

During the last decade, Cyprus has intensified its relations with the European Union,
its largest trading partner and the culmination of these efforts was that on May 1%
2004, Cyprus became a full member of the EU. On the 1% of January 2008, Cyprus

became a member of the Eurozone.
Insert Table 2 — Cyprus economic indicators

The Cypriot economy demonstrates low levels of capital markets intermediation,

with a strong, highly concentrated banking system and subsequently, high entry

® A US-based think tank

10 Only 7 countries in the world are considered ‘free”’ while the majority are considered as ‘mostly unfree’ and
‘repressed .

1 The Turkish invasion inflicted a serious blow to the Cyprus economy and in particular to agriculture, tourism,
mining and quarrying: 70 per cent of the island’s rich producing resources were lost, the tourist industry lost 65
per cent of its hotels and tourist accommodation, the industrial sector lost 46 per cent, and mining and quarrying
lost 56 per cent of production. The loss of the port of Famagusta, which handled 83 per cent of the general cargo,
and the closure of the Nicosia International Airport (the only airport in Cyprus before 1974), in the buffer zone,

were additional blows.
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barriers. In addition to the 10 commercial banks that operate in the island, there is
also a strong, but unsophisticated Co-operative movement'?, which currently is not
supervised by the Central Bank of Cyprus. The three largest local banks (Bank of
Cyprus, Cyprus Popular Bank™, and Hellenic Bank) account for some 60 per cent of

the total deposits and 52 per cent of total lending (incl. foreign exchange lending).

The period 1996-2004 is one of unprecedented economic changes and restructuring
with significant swings in investor psychology. As a prelude to the country’s entry
into the European Union, the economy was slowly liberalised, interest rates were
gradually allowed to float, capital flows restrictions were progressively lifted, non-
residents were allowed to hold up to 100% of Cypriot assets and Cypriots were free
to invest abroad™®. In March 1996, the Cyprus Stock Exchange was inaugurated and
the Cyprus capital market was formalised. Added to these, the role of Cyprus as an
offshore haven was challenged by EU entry, risking the loss of a sizable chunk of

income for the state and the private sector services.

On the political side, 1996-2004 was a rather volatile period with ethnic clashes
taking place (August 1996), tension with Turkey over a Russian mid-range ground
missile system order (January 1997), and its subsequent deployment cancellation
(December 1998), the start of EU accession negotiations (July 1999), the start of bi-
communal talks under the auspices of the United Nations (2000). The culmination of
the latter was the submission by the United Nations of a comprehensive plan for the
settlement of the Cyprus problem submitted in November 2002 (called the Anan
Plan). The plan was taken to a referendum in April 2004, overwhelmingly rejected
by the Greek-Cypriot community (76%) and on May, 1% 2004, the Republic of

Cyprus joined the European Union.

12 The Co-operative movement has a 29.53 per cent market share in total lending (including forex) and approx.
22% of total deposits (2008 figures).

13 Cyprus Popular Bank Public Co Ltd has been put into resolution since the 26" of March 2013.

% Henry, P.B. (2000) argues that on average, a country’s aggregate equity price index experiences abnormal
returns of 3.3% per month in real dollar terms during an eight-month window leaping up to the implementation
of its initial stock market liberalisation. The same author (2000) argues that stock market liberalisations lead
private investment booms by lowering the cost of equity capital. However, the success of the liberalisation effort
depends on whether foreign investors believe that the regulatory reforms will be long lasting (Bekaert and
Harvey (2003a)).
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As Sapienza et al. (1996) point out, there is a range of economic, legal, institutional
and cultural differences influencing the environment in which corporate financing
takes place. One could argue that, the period 1996-2004 is possibly the one with the

greatest influences in the Cypriot economic and societal fabric since 1974.

B. Tax incentives

Along with the inauguration of the Cyprus Stock Exchange, the government
encouraged the listing of companies in the CSE and investors to hold shares of those
companies by introducing tax incentives. In 1997, through Law 81 (I), tax incentives

were extended as follows™®:

Dividends received by individuals from shares listed in the CSE were tax-exempt up
to CY£1,200 per year (approx. Euro 2000). In addition, 30% of the amount spent for
the purchase of shares through an IPO (or the value of the holding of the existing
shareholders) was tax deductible provided that listed shares represented at least 80%
of the company’s voting share capital, the shares are listed in the CSE within 3
months from the issue date and the shareholder maintains possession of the shares for
at least 12 months from the issue date. In addition to the above, there was no capital

gains tax on gains arising from the sale of equity investments.

For prospective issuers, the regime was equally attractive. Companies that performed
an IPO on the CSE were taxed for the four years following the IPO year with a 50%
reduced corporate tax coefficient. For profits up to CY£40,000 (approx. €68,344),
10% instead of 20% and for profits over CY£40,000, 12.5% instead of 25% provided
that the shares were listed in the CSE within four years from the 10" of July 1998
and they represented at least 80% of the voting share capital of the company.

!% The Portuguese IPO phenomenon of 1986 and 1987 may be explained by a double ‘window of opportunity’
resulting both from strong tax incentives, introduced by the new majority Government elected in 1985, for firms
to offer and list their shares, and also from excessive market demand driven by the investor sentiment that soon
followed. A specific tax benefit, introduced in June 1986, allowed a 50% deduction in the tax on profits in the 3
years following an offering and listing of at least 25% of shares. The tax deduction was reduced in the next 2
years to 40% and 25%, for the offerings filed in the years 1987 and 1988. The number of listed firms rose from
about 20 in 1983 to around 150 in 1987 (Borges, M.R., 2007).
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Other institutional changes that assisted the investment climate were the fact that the
maximum permissible percentage that Insurance companies could invest in equities
increased from 20% to 30%.

An important ramification of the creation of the Cyprus Stock Exchange was the fact
that the shareholders of companies that were listed on the CSE were exempted from
capital gains tax. This was particularly important for companies that had substantial
assets in real estate and family businesses. As generations go by, the number of
shareholders in a family business increases, and their ties to each other and to the
company loosen. The fragmentation of the ownership increases the probability that a
family shareholder wants or needs to sell or to exchange shares. The valuation of the
shares often creates hassle; if a company is listed, however, its shares are negotiable
at any given moment on an open and free market where the prices are public and
official. Therefore, being able to monetize one’s holdings without capital gains tax

(which stands at 20%) constitutes a significant motive for listing a company.

Hearn (2011) in a study of 63 IPOs over the period 2000-2009 in North Africa
(Algeria, Egypt, Tunisia and Morocco) finds evidence supporting increased
participation of family members at board level while contrastingly the wider
dispersion of family ownership facilitates monitoring and surveillance and mitigates

underpricing.
One could argue that all the incentives were in place for the Cyprus Stock Exchange

to increase its listed members through an enhanced equity culture and targeted

incentives.
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IV. The Cyprus Stock Exchange

A. History and background information

The capital market in Cyprus has a history of thirty four years, a relatively short life
span compared to other European or U.S. bourses. The initiative to establish an
organised securities market was taken up by the Cyprus Chamber of Commerce and
Industry (CCCI) in 1979,

The unofficial over-the-counter market was operating under a set of unofficial
regulations that were drafted by the CCCI in co-operation with the scant brokers and
the few listed public companies. Trading was mostly carried out over the phone
while stock exchange-like meetings, under the auspices of the CCCI were taking
place three times a week and were followed, at least initially, voluntarily. The CCCI
also provided a place where transactions were executed and the transactions were
manually carried out. In these auction-type meetings, all brokers convened to arrive
at a single market price for traded securities (there were neither specialists nor

official market makers).

Typically, these market prices set at each centralised meeting served as benchmarks
for market price levels until the next such meeting. However, the absence of a

continuous, high-volume auction market and of a regulated competitive environment

18 The Cyprus Chamber of Commerce and Industry is a private corporate body functioning under special law and
is financially independent, free of any influence by the state. The Chamber is funded by its members' subscription
fees and through income generated from a number of services it provides. The CCCI is the union of Cypriot
businessmen, the interests of whom it promotes by submitting to the government and the Parliament the members'
positions on matters in which they are involved, while, through its participation in tripartite bodies and
committees, it conveys and promotes the views of the business community. The Cyprus Chamber of Commerce
and Industry was founded in 1927 and in 1963, a new structure was adopted, which remains in operation to date,
under the name of: ‘Cyprus Chamber of Commerce and Industry’. The CCCI is the federation of the local
Chambers of Commerce and Industry (CClIs) which operate in Nicosia, Limassol, Famagusta, Larnaca and
Paphos. The local CCls have a geographical coverage of their respective districts. The Nicosia CCI covers also
the districts of occupied Kyrenia and Morphou. The membership of the CCCI exceeds 8,000 enterprises from the
whole spectrum of business activity. Affiliated to it are more than 140 Professional Associations from the trade,

industry and services sectors.
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left open the possibility that quoted prices might deviate from the underlying
fundamental value for many securities. Rumours, manipulations by certain traders,
overreaction by mainly unsophisticated investors and a herd-like mentality, may have
exacerbated momentum trading strategies and resulted in positive autocorrelation in
stock market prices, especially in the early period. Despite substantial inefficiencies
in the market in the earlier period, taking advantage of arbitrage opportunities was
limited by relatively high transaction costs (commission fees in excess of 1 per cent

each way) and limits on short selling. A spot settlement system was employed.

The Cypriot capital market started to develop gradually due to the expansion of a few
public companies, notably the three main banks (Bank of Cyprus, Cyprus Popular
Bank'” and Hellenic Bank), and the establishment of new ones as well as the
establishment of organised brokerage firms. The expansion of the Cyprus economy
in accordance with the increase of per capita income together with the improvement
of all economic indicators, also contributed towards the formalisation of the
securities market. Thus, a more active market for securities was developing in the
early 1990s. Parallel to the increase in the frequency of auction-type meetings, the

number of brokerage firms also increased substantially.

The biggest players were financial services companies/brokerage houses of the three
major banks (namely, CISCO, owned by Bank of Cyprus, Laiki Investments, owned
by Cyprus Popular Bank and Hellenic Bank (Investments), owned by Hellenic Bank)
and some individual brokers who entered early on'®. A large increase in the daily
price variance was observed in the early 1990s as compared to the late 1980s,

consistent with a substantial improvement in market efficiency.

' Ex Marfin Popular Bank. Cyprus Popular Bank Public Co Ltd is currently under resolution following the
events of March 2013 and the subsequent Eurogroup decisions which almost led to the collapse of the Cypriot
Banking Sector.

%8 In the Cypriot capital markets there are no investment banks in the true meaning of the word i.e., institutions
that finance themselves predominantly from the securities markets and not by taking deposits. The companies
that existed were mainly brokers, with limited balance sheet capabilities and the only companies that had the

‘muscle’ to underwrite securities in a mass scale were the subsidiaries of the main high street banks.
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The basis for the development and establishing of the regulated securities market was
set by the “Law for the development of the securities market in Cyprus and for the
establishment and operation of the Cyprus Stock Exchange (CSE)", that was
approved by the House of Representatives in April 1993. In July 1995, the Cypriot
House of Representatives passed the regulations for the stock exchange function and
supervision. The Cyprus Stock Exchange came into life on the 29th of March 1996,
by virtue of the Cyprus Stock Exchange Laws and Regulations.

The CSE is a legal entity in the form of a corporate body. It is governed by the
Council (which is appointed by the Council of Ministers) and is supervised by the
State through the Securities and Exchange Commission (CySEC). The Cyprus
Securities and Exchange Commission was established in accordance with article
eight (8) of the Cyprus Securities and Exchange Commission (Establishment and

Responsibilities) Law of 1996 as a public corporate body.

The Cyprus Securities and Exchange Commission is administrated by a five member
Board® that is appointed by the Council of Ministers and mainly monitors the
operation of the CSE and regulates the activities of all the CSE players. Until the
end of 1999, the CySEC was understaffed (4 employees). Today it employs 42
people. During the period March 1996 to April 2000, the supervisory role of the
Cypriot capital markets was given by the state to the Cyprus Stock Exchange. In
order for the CySEC to apply fines it had to have the consent of the CSE. On April
20" 2000, the Law of the Cyprus Securities and Exchange Commission was passed
with which the new CySEC was established, with full regulatory authority to oversee

the Cyprus Stock Exchange and apply fines to market participants.

The CSE is an order-driven, multiple price, and continuous auction market with no
market makers or specialists. The trading is realised through a computerised trading
system. The main index of the CSE is the CSE General Price Index that reflects
approximately, 93 per cent of the trading activity and 96 per cent of the overall
capitalisation””. In November 2000, the FTSE/CyCSE 20 was constructed with the

1% On the CySEC board, there is always a representative of the Central Bank of Cyprus who has no voting rights.
2 The General Index ceased to exist on the 31% of December 2005. It was replaced with the New General Index
that reflects the stocks of the Main and Parallel Markets of the CSE.

61



Chapterl — The price performance of IPOs in the Cyprus Stock Exchange 1997-2002

co-operation of the CSE, the Financial Times and the London Stock Exchange in
order to monitor closer the market. In March 2002, a co-operation agreement was
announced between the Cyprus Stock Exchange (CSE) and the Athens Stock
Exchange (ASE), which includes provision for the setting up of a Cyprus derivatives
market. In May, 2003, the CSE announced its participation in the FTSE Med 100
Index which was officially launched in June of the same year. It consists of 100
stocks from the Athens, Tel Aviv and Cyprus stock exchanges (weighted 56.55%,
42.55% and 0.89% respectively).

In June, 2004, the CSE, within the framework of upgrading its services and
harmonizing with the international capital markets, completed a major development
programme which was included in the CSE strategic plan. Specifically, it announced
a package of new measures including the creation of three separate markets: the
Main, Parallel and Alternative markets; in addition, it also announced the creation of
separate markets for government and corporate bonds and mutual funds®. The three
markets were implemented in September 2004 and with them, a set of new indices®.

B. Review of the market 1996-2004

During the first three years of its operations, the CSE attracted little interest, with
average daily trading volumes around CY£250,000 (approx. Euro€427,000) and the
index ranging from 74 to 105 points (base of 100). During this period, political
concerns over the divided island’s future reinforced investor cautiousness (ethnic
clashes, missile system deployment and bi-communal talks). In 1999%, after almost
three years of subdued activity, the Cyprus Stock Exchange (CSE) soared roughly
eightfold only to lose 90 per cent of its value in the following six-year period

(notably the CSE General Index rose from 97 points on January 1% 1999 to 852

2 Despite the fact that a law was passed in April of 2004 concerning the operation of Mutual Funds in Cyprus,
no mutual fund has yet to be listed on the Cyprus Stock Exchange as the law is tax inefficient and therefore, no
promoter is interested in setting up one.

22 The decision on market classification was taken on the 6" of September 2004, based on FTSE International

28 The year 1999 was an important one for Cypriot investor psychology as it signalled the end of a threat from
Turkey which derived from the possible deployment of a Russian missile system. It also began with a major
acquisition by a commercial bank of two large insurance companies. In March of the same year, accession talks
began with the EU.
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points on 29" of November 1999 (closing 837.5% higher than the beginning of the
year)?* gradually descending back to 103 points by September 30™ 2001).

More than 250 firms applied for listing in the CSE within a period of 18 months, four
times the number that was already traded on the CSE up to that time®®. IPOs in 1999
and 2000 were routinely oversubscribed many times over. This boom-and-bust
cycle, between 1999 and 2001, saw the index follow a textbook bell-shaped curve,
rising from 90 points at the end of 1998 to over 800 points near the end of 1999, only
to plunge back to less than 100 points by the end of 2001 (see figure 1 below).
During 2002 and 2003 the market continued a long-term decline, with brief spurts of
growth, reaching a level of 80 in late 2003. In 2004, the market remained becalmed,

with the index unable to break out of the range 80-90.

Fig 3 - The General Index of the CSE from January 1997 to November 2005
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2 The whole market valuation was estimated at 255% of the country’s GDP for the year.
% 1t is worth mentioning that during the period 2000-2004, 87 firms withdrew their listing application from the
CSE and a further 46 applications for listing were rejected by the authorities. Thus, bringing the total number of

companies attempting a listing but not succeeding eventually, to a staggering 133 firms.
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This boom dragged numerous Cypriot households in the CSE®. Antoniou et al
(2004) in their second survey of assets and debts of Cypriot households find that the
participation rate of the population in direct stock owning in 2002 reached 51.4 per
cent compared to 25.3 per cent in 1999. Moreover, they find that the largest increase
in direct stock holding participation was reported among those with less than
CY£5.000 reported annual income (from 8.80 per cent in 1999 to 30.70 per cent in
2002). They also find that stockholding participation increased for all age groups,
even for households above 70 years (from 10.4 per cent in 1999 to 20.3 per cent in
2002). They also find that one third of the Cypriot households in 2002 owned stocks
directly in only one company (42.4 per cent in 1999). The authors attribute this
behavioural aspect mainly to the establishment of the Co-operative Society’s

investment company, ‘Demetra’®’

, in which almost all clients of the Co-operative
sector bought shares. Especially elderly households, who had been banking with the
Co-operative sector all their lives, trusted the newly established company and

invested in large numbers in its stock.

Whilst the primary market was experiencing great demand, the secondary market
was beginning to show signs of fatigue and soon the bubble imploded, causing

severe losses to many investors and driving psychology vertically down.

%5everal notable international newspapers such as The Economist (Oct 21% 1999) and Time International (Sep
13" 1999) noted that the CSE was on its way to becoming a large bubble which would eventually implode
devouring many people’s life savings.

?"Demetra Investment Public Ltd , a closed-ended fund which was set-up in 2000 by the Co-operative movement,

was the largest IPO in Cypriot history with a primary offering of CY£200 million (approx. Euro 342 million).
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Fig 4 — The Cypriot IPO market 1997-2004
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It is interesting to note that even more sophisticated investors (e.g., foreign
institutional investors) could not possibly counterbalance such overvaluation because
of regulation prohibiting short-selling?®. Cyprus Stock Exchange statistics show that
the trading volume by foreign investors at the time was less than 10 per cent of the

total stock market trading volume?®.

A study into the causes of the CSE crash, released by the House of Representatives
in June 2002, implicated a number of actors and systemic flaws but offered little
consolation to the island's thousands of small investors. Another study by the
Central Bank of Cyprus helped explain the relatively mild impact of the CSE crash
on the Cypriot economy at large. According to this study, most investors used their

own funds to invest in the CSE (as opposed to borrowed funds), and they had no

%8 Also there were not any derivative-type instruments present in the CSE for risk management.
% Foreign investors are still largely absent from the Cyprus Stock Exchange mainly as a result of the lack of

satisfactory Custodian regulation.

65



Chapterl — The price performance of IPOs in the Cyprus Stock Exchange 1997-2002
pressing need for the money invested®®. Moreover, the study claimed that most

investors sustained only paper losses, and they have not substantially modified their

consumption patterns.

Fig 5 — CSE market capitalisation 1997-2004
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In an attempt to mitigate the problems created by the huge drop in the CSE index,
several actions were taken by the Cypriot government. An expert team was called
from Greece to examine the problems and suggest corrective actions. Suggested
measures (not necessarily implemented) included approving legislation for the
creation of open-ended mutual funds, setting up an administrative agency to mitigate
differences between banks and investor-debtors®, setting up a ‘guarantee’ fund
managed by a foreign organisation to ensure the stability in the CSE, investing
money from public pension funds in the CSE, improving the quality of financial

% Others claim that a lot of money from the grey economy was invested on the CSE, and therefore the reason for
the relatively mild impact on the economy and the banking system.

%1 The three local banks lent approx. €400 million during the period 1999-2001, mainly to retail investors,
through investor-account schemes. When the Cypriot Stock Market eventually collapsed, and these accounts were
packed with losses, the banks sued their investor-clients to recover their monies and investors countersued the
Banks for negligence (these schemes were set-up in the form of discretionary fund management). Such cases are

still tried in court, even though many of them have been settled or won by banks.
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reports provided in the prospectuses of start-ups, and lastly, approving a corporate
governance code for firms that are listed in the CSE. However, local investor
confidence had already been shaken to the core. Even though most of the underlying
weaknesses in the system have been rectified over the last eight years, mainly as a

result of new legislation®, local retail investors remain largely on the side lines.

C. Going public in the Cyprus Stock Exchange 1996-2004

I. Prevailing regulatory and institutional framework

In terms of institutional and regulatory framework, one can observe two distinct time
periods in the CSE primary market. The period that is prior to the enactment of the
new legislation for financial services firms in August 2001 (i.e., March 1996 to July
2001), and the period after that (August 2001 to December 2004). The period March
1996 to July 2001 is characterised by certain important regulatory and institutional
deficiencies that possibly contributed to the development of the hot IPO market of
1999-2000. These are the following:

» There was no explicit or implicit recourse to underwriters, auditors or any
other counsel/advisor of an issue against misrepresentation or misuse of
information surrounding IPOs making the threat of costly litigation less
critical as a factor that could affect the pricing of Cypriot IPOs. No due
diligence whatsoever was undertaken for IPO candidate firms by underwriters
in the period March 1996 to July 2001 as this was not a requirement.

» No criteria for corporate governance existed. As a result a number of
advisors (mostly legal) were part of corporate boards that they were advising
for listing, thus laying the grounds for possible conflicts of interest.

» No regulations for market participants regarding inside information and the
users of that kind of information existed.

%2 with the new legislation which was voted in April 2009, the Cyprus Securities and Exchange Commission was
given more powers to oversee the key players in the market. As a result of this upgrading, the new council of the
CySEC (appointed in July 2001) issued a circular in August 2001 that due diligence (both legal and financial)
was compulsory for listing new companies in the CSE. From 1996 to August 2001, permission for listing shares
in the CSE was granted by the CSE authorities with the concordance of the CySEC. With the new legislation, the
CySEC was the only authority to approve listing particulars and prospectuses in the CSE.
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» No lock-up agreements were allowed for shareholders in IPOs.

» Stabilisation activities by underwriters were not allowed in the IPO
aftermarket.

» No formal market-making framework existed.

> Short selling was not allowed™.

» No rules existed for analysts’ professional conduct.

> No definition of institutional investors (professional investors) existed™*.

» No rules for ‘Chinese walls’ in financial services companies existed.

» Allocation of shares was at the discretion of the Board of Directors of an
issuer from 29™ of March 1996 to 27" of October 2000, when it became
compulsory to allocate shares to all participants and if oversubscribed, then
follow a pro-rata allocation®®.

» No professional certification existed for people working in investment banks
(except for brokers — who also acted as fund managers, investment bankers,
investment advisors etc.).

» By submitting the IPO application, underwriters were committed to a stand-
by underwriting agreement. The CSE insisted that the proposed share price
of the IPO was fixed at the time of applying for a listing or shortly afterwards
and not just before final approval was granted. The price could not be
revised, thus it was limited to the price set out in the prospectus. Effectively,
the investors could only bid on the quantity of shares they would buy, not on
the price of the shares (i.e., no price adjustment existed to regulate excessive
demand — fixed price selling mechanism).

» There was a significant time-lag between issue date and the first day of
trading which averaged 5 to 6 weeks (ranging from 14 days to 105 days).

This time-lag may have influenced the risk profile and costs of IPOs

% |t is worth mentioning that even today, short selling is not allowed and the concept of the Market Maker is
absent from the CSE.

% In February 2001, a new law was enacted to forbid the collection of monies from investors that applied
through irrevocable applications in order to participate in an IPO. Companies that were not listed by a certain
period of time in the CSE were forced to return these funds to the investors. This created market havoc.

% According to the Law 136(1)/2000, article (e), the board could not disqualify any investor from the offering.
Until mid-2000, in the case of oversubscription of an IPO, firms would also keep the interest on the monies of the

investors, which in certain cases amounted to significant sums.

68



Chapterl — The price performance of IPOs in the Cyprus Stock Exchange 1997-2002

» There was also significant time lag between application date and listing date
which averaged over the period of the sample 317 days.

» From March 1996 to most of 2001, security titles in the CSE were not
dematerialised®®. This created extreme bureaucracy and significant loss in
transaction time for investors and authorities alike®’.

» From CSE’s inception (1996) to July 2001, prospectuses were approved by
the CSE with the consent of the Cyprus Securities and Exchange Commission
(CySEC). After July 2001, CySEC was the only approving authority.

» Up and until September 2004, there was only one market for all listed shares
in the CSE™.

Subrahmanyam and Titman (1999) argue that when stock markets are relatively
small, information conveyed through stock prices is less accurate, which generally
decreases the advantages of pending for public capital. As the stock market grows,
however, the accuracy of information generally improves, yielding greater incentives
for going public decisions. Martell and Stulz (2003) argue that countries that
liberalise their equity markets have dramatic positive returns in the year following
the liberalisation, but these dramatic returns are followed by poor returns, raising the
question whether stock prices overreact to equity-market liberalisations. Equity-
market liberalisations decrease the cost of capital in two ways. First, Henry (2000)
shows that liberalising countries experience unusually high share returns before
liberalisation date, which is when investors learn that a liberalisation will take place.
Second, Bekaert and Harvey (2000) show that dividend yields (a good proxy for the
cost of capital) fall after liberalisation. Martell and Stulz (2000) argue that in the
long-run, the ability of firms to benefit from an equity-market liberalisation depends
on corporate governance and the protection of investor rights. The success of the
liberalisation is determined by the extent to which foreign investors buy shares,

either new or existing. As investor protection improves, ownership by controlling

% |n April 2001, the law that enacted the formation of the CSE Central Depository was voted. However, it would
take more than 2 years to be completed.

" In September 1999, the Cyprus Stock Exchange closed for a month to allow time for brokerage houses,
investors and firms alike to sort out the mess that was created with the share transfers that took place the
previous months.

% The Parallel and Alternative Markets were created in September 2004 together with the new General Index of
the CSE.

69



Chapterl — The price performance of IPOs in the Cyprus Stock Exchange 1997-2002

shareholders falls, outside shareholders can own more shares, and firms can raise

more capital from foreign investors.

Engelen and van Essen (2010) using a large-level dataset of 2920 IPOs covering a
wide range of 21 countries having different institutional and legal frameworks show
that the quality of a country’s legal framework, as measured by its level of investor
protection, the overall quality of its legal system and its level of legal enforcement
reduces the level of underpricing significantly. On a similar tone, Hopp and Dreher
(2007), using a dataset of more than 500 country-year observations from 29
countries, find that increased protection of shareholders and greater accounting
transparency contribute negatively to variations in underpricing. They also find that
underpricing is higher when majority shareholders have more leeway to repress
minority owners. Moreover, they argue that problems of asymmetric information

can be resolved when countries enforce disclosure.

La Porta et al. (1997) show that the number of IPOs is positively related with
investor rights, the legal origin and the law and order tradition of a country. Chiou et
al (2010) examine 4916 stocks from 37 countries and find that stronger investor
protection leads to a decrease in investment risk. Giannetti and Simonov (2006)
empirically demonstrate that minority and other investors who generally enjoy only

security benefits are reluctant to invest in companies with weak investor protection.

Banerjee et al (2011) using a sample of 8700 IPOs from 36 countries around the
world over the period 2000 to 2006, study the impact of country-level information
asymmetry, investors’ home-country bias, effectiveness of contract enforcement
mechanisms and accessibility of legal recourse on IPO underpricing. They find
evidence that IPO underpricing is higher in countries with higher level of
information asymmetry, lower level of home-country bias, less effective contract

enforcement mechanism and easier access to legal recourse for investors.

The economic significance for firms operating in a poor legal environment is
important as it raises their cost of capital through greater underpricing. La Porta et
al. (2002) document that investors are willing to pay more for financial assets when

being better protected by the legal system. Shleifer and Wolfenzon (2002) analyse
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the impact of investor protection on the going public decision. They show that firms
would be larger, more valuable, and more plentiful, dividends would be higher (and
diversion of profits lower), ownership concentration would be lower, and stock
markets would be more developed in countries with better protection of

shareholders.

Clearly, the above regulatory and institutional deficiencies of the Cypriot capital
markets had a negative effect on the primary market and the quality of services
offered since they hindered the proper functioning of the capital markets. After the
enactment of the Financial Services Law in 2002, a number of regulatory
deficiencies were rectified following a report prepared by Greek consultants
commissioned by the state. However, since 88% of the sample’s IPOs were listed by
August 2001 (and no company that was eventually listed on the CSE applied for a

listing after the year 2000), it is imperative that such a distinction is made.

ii. Procedure for listing in the CSE

Each company that seeks a listing must satisfy inter-alia some basic requirements,
the most important of which are:
» The issuer must have the right to issue the proposed category of titles in
accordance with the company's Memorandum and Articles of Association.
» The expected market value of the proposed issue must be in excess of
CY£600.000* (or approx. Euro 1 million).
» There must be no restrictions in the transferability of the titles listed.
» The issuer must have published audited accounts for at least the three years

preceding the application®.

®From March 1996 up until December 2000, the total equity to be listed should be at least CY£600.000
(approximately €1.0 million). In addition, the main shareholder should not own more than 70% of the equity
capital and at least 25% of the equity capital should be dispersed to the wider public (which, however, was not
defined explicitly). For companies applying after January 2001 then the total equity to be listed should be at
least CY£2.000.000 (approximately €3.5 million) and the main shareholder should not own more than 60% of the
equity capital and at least 35% of the equity capital should be dispersed to the wider public.

“*This requirement of having at least three years of audited accounts halted a number of start-ups from listing.
There was another requirement along these lines emanating from the Companies Act Chapter 113, which
required 5 years of balance sheet figures for firms to sell shares to the public restricting even more, younger

companies to list.
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» The prospective issuer must be able to demonstrate that it has adequate
working capital before the issue**.

» The issuer must safeguard that existing shareholders will enjoy pre-emption
rights in every subsequent issue.

» The issuer must make a commitment to list all the titles of the same category

that have already been issued, or will be subsequently issued.

According to CSE Regulation 60, issuers could list their shares on the Cyprus Stock
Exchange in one of the following ways:
a. By offer for sale — through the placement of shares that had already been
issued
b. By public offer for sale to the public of titles which have already been issued,
or allocated
c. By public offer for subscription for the purchase of titles which have not been
issued yet or allocated
d. By private placement — an offer is made to specific investors for the sale of

shares that have already been issued or are about to be issued.

In the case where the offer for sale to the public was chosen, then the issue had to be
fully underwritten by at least one underwriter which had to be approved by the
Council of the Cyprus Stock Exchange. Underwriting meant that the underwriters
must stand by to purchase the unsold portion of the issue at the offer price less their
fees?. For their assistance the underwriters receive a fee for underwriting and
distributing the IPO.

The offer price®® is set by the lead manager of the issue who was also the lead

underwriter**. The approach used to arrive at the offer price is one that utilises the

“Having said that, no comfort letter was required from the auditors as this is the practice in other bourses.

“2 The CSE did not grant its approval for a listing until an underwriting agreement was in place, properly signed
by all parties.

3 The great majority of IPOs in the CSE were executed through a fixed-price offering. In a fixed-price offering,
shares are offered to all categories of investors, private and institutional, at a single and unchangeable price set
in advance by the underwriter and filed in the introduction prospectus. Investors submit their applications for
shares at the fixed price and rationing rules (possibly random but most often pro rata) are used to allocate

shares. Fixed price offerings exist in all European countries except Austria, Greece, Finland and Spain. Specific
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price-earnings multiplier. That is, after determining the appropriate price-earnings
(P/E) ratio of the issuing firm given its comparison to its peers, and after projecting
its future earnings per share (EPS), the offer price is estimated as the product of the
P/E ratio and the EPS. The prospectus includes comparative data on the issuing
firm’s and its industry’s P/E ratios* and the firm’s EPS forecasts*® so that investors

can form an independent opinion of the pricing of the issue.

After the offer price was set, the offering period was specified during which
investors were invited to subscribe to the new issue. Sometimes, the offering period
might take place several weeks after the offer price was set. The offering period
usually lasted four to five weekdays, but for slow subscriptions it was possible to
allow an extension of the offering period. If the offer was heavily oversubscribed,
the subscription period finished as early as at the end of the first subscription day or

the next.

To make sure that an investor was allocated the desired amount of shares, investors
usually subscribed for a multiple of the number of shares they really wished to buy*’.
Then the final allocation was done on a priority basis. The allocation rule was
described in the public announcement that calls investors to subscribe as well as in
the prospectus. Investors subscribed at the bank branches or stockbrokers as
specified in the offering announcement. Following the successful offering of the
issue, formal listing and public trading of the issue occurs about a month after the

end of the offering period.

terminology is used in the UK, where any IPO for which shares are offered to the public, either through a fixed-
price offer or through an auction, is called an ‘offer for subscription’ if new funds are raised and ‘offer for sale’
if not.

44 1f more than one underwriters were present then they set the price jointly

“ In practice, due to lack of data from issuers in same or similar sectors, the P/E ratios employed were those of
all the other IPO firms preceding the particular IPO.

“6 After the CySEC issued a circular on due diligence and the responsibilities of underwriters and issuers alike in
July 2001, most of the issuers refrained from using projections in their prospectuses and the valuation was based
on trailing P/E ratios i.e., ratios based on audited EPS.

47 Many investors subscribed to IPOs through various names such as their spouses, companies, and children so

that they raise the possibility of being allocated more shares than if they had applied on their own.
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Most of the IPOs in the CSE also included a sizable private placement portion,
whereby, shares were offered to a group of investors including suppliers, clients,
personnel and other parties. The number of shares offered in the private placement
was added to the existing number of shares in the calculation of the shareholder

dispersion rule of 25%.

Nearly 95 per cent of all IPOs in the sample are family-owned*®. There have been no

privatizations in Cyprus.

Fig 6 — Boom and bust in the CSE
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“8 Family-owned IPOs are defined as firms exclusively controlled by a family of by private persons before going

public.
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V. Research design

A Sample selection procedure

In this section of the chapter, the description of the sample including descriptive
statistics is presented. Moreover, the data sources are mentioned, the process of
gathering the data as well as the criteria for selecting the companies in the sample are

laid out.
I. Selection criteria — sample period

During the period 1997-2002 a total of 124 firms were listed in the Cyprus Stock
Exchange, out of which 79 are included in the final sample. This period was chosen
for the following reasons:

» The CSE was inaugurated on the 29™ of March 1996 and the first IPOs took
place in 1997 (the first IPO of a non-investment company took place in
August 1997).

» The period 1999-2001 is characterized by a ‘flood’ of new listings and
abnormal returns, largely in the primary, but also in the secondary market.
From 2002 and up until the end of 2006 (November) there were no IPOs in
the CSE.

» The period 1997-2002 is characterized by a significant amount of
socioeconomic changes as well as changes in the political, legal and fiscal
front which inevitably imparted on investor psychology and stock market

economics.

The criteria employed in selecting the companies comprising the sample are based
both on local constraints as well as on international practice. These are as follows:
a. The companies must have been listed in the CSE over the period January
1997 to December 2002.
b. The companies listed employed the method of initial public offering to the
public, with opening and closing dates of the offering period for new shares.
c. Investment companies (both closed-ended and private equity) and overseas

companies are excluded from the sample.
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d. The companies in the sample must not be delisted from the CSE at least for a

period of 12 months from the date of listing.

Applying these criteria to the population, the number of companies forming the
sample becomes 79, which represents 64% of the total number of companies listed
on the Cyprus Stock Exchange over the period. Table 3 below shows the screening
process that was followed to arrive at the final sample.

Despite the relatively small sample size, Gasbarro et al. (2003) argue that in other
emerging market IPO studies the sample size is also small. For example, both
Hameed and Lim (1998) and Omran (2005) employ a sample size of 53 firms to
assess IPO issues on the Singaporean and the Egyptian stock markets respectively.
Other studies also employ small sample sizes for example, Lyn and Zychowicz
(2002) and Dawson (1987) who consider 33 and 21 new issues on the Hungarian and
Malaysian stock markets respectively. Paudyal et al (1998) employ a sample of 61
IPOs to study the first-day returns of Malaysian IPOs. Hearn (2011 and 2012) in
examining sub-Saharan and North African IPOs also uses small samples. In his 2011
paper Hearn, using a sample of 62 IPOs from across North African countries, he
examines the performance effects of family ownership and influence on board
structure and its composition of firms that have undergone an IPO. In his 2012
paper, he employs a sample of 62 IPOs from across Sub-Saharan Africa to study the
impact of board governance features and the presence of foreign, indigenous high
society executives and board diversity on levels of IPO underpricing. Agathee et al.
(2012) employ a sample of 44 IPOs to assess the characteristics of the hot and cold
IPO markets on the Stock Exchange of Mauritius. There are also other studies such
as Procianoy and Cigerza (2007), who consider 29 new issues on the Brazilian

market.

Insert Table 3 — Sample selection
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Table 4 below shows the distribution of the 79 IPOs according to their industrial

sector®.
Insert Table 4 — IPOs per industrial sector
ii. Procedure for collecting data

The first step in collecting the data was to establish the data space which comprised
all the listings in the Cyprus Stock Exchange over the period January 1997 to
December 2002. These were collected from the Annual Fact Book of the CSE. In
addition to these data sources, a proprietary source of information was the data bank
of a leading investment bank in Cyprus which the author has access to, providing the
date of application of listing of every single IPO. This data was double-checked and
verified with the CSE. Then, each and every prospectus was carefully reviewed by
the author and data were hand-picked to obtain the underwriters, auditors, legal
advisors, board of directors, offering price, operating age, total assets, net assets,

sales/turnover, debt, equity, total funds raised, issue costs, and method of listing.

The second step in the process was to collect the closing prices for each company in
the sample for the 1%, 5™ 10" 30" 60™ and 90" day of trading as well as the
corresponding General Index price level from the CSE data bank. In addition, the
price data for each IPO in the sample were gathered over a 12-, 24- and 36-month
period on a daily-basis, from the date of listing and the corresponding CSE General

Index price level.
B. Methodology

A total of 79 IPOs listed in the CSE are examined by using standard event study
methodology (78 for long-run performance as one is delisted/acquired within 12
months of its listing). Event study methodology is based on acceptance of the
Efficient Market Hypothesis (EMH). The theory states that the value of a security is
equal to the discounted value of its all future cash flows and this value includes all

* The industrial sectors are presented as classified at the time of the sample by the Cyprus Stock Exchange.
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information about the firm. Security market line formulation is used in event studies
to compute market adjusted stock returns. If unexpected information becomes
available for market participants, the value of a security changes to reflect the value
of new information. The firm value affected by new information could be captured

by abnormal returns (McWilliams and Siegel (1997)).
IPO returns are analysed for two time periods, namely, short (1%, 5", 10", 30™, 60"

and 90™ day of trading) returns, and long-run returns, namely 12-month, 24-month

and 36-month returns.

. Regression model

The summarised model is as follows:

ADRAW;; = fy + B1UND; + 2AUD;; + f3LNTAL; + f,STDRTNS; + SsLNAGE;, +
BsOWNER; + 7LEVER;; + fsROEj; + SoLNPBT;; + 10SGROWTH,;; + 1:LNGRP;;
+ $12PROJ;j; + B130FPR;; + f14UNDPRT; + f15ICOSTS;t + &j¢ 1)

where,

Dependent Variable
ADRAW;; is the First-Day Raw Returns for firm j at time t

Independent Variables

Advisor/issue-certifier:UNDj; is a dummy variable that equals one if the underwriter
is one of three prestigious underwriters and zero otherwise.
AUD;; is a dichotomous variable taking the value of one if the

auditor is one the big five and zero otherwise.

Market/institutional: LNTAL;; is the natural logarithm of the number of days from

application date to listing date.
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Issuer specific:

IPO-specific:

STDRTNS;; is the standard deviation of raw returns that an
IPO company registers the first twenty-one (21) days of
listing.

LNAGE;; is the issuer operational age as measured by the
natural logarithm of the number of years of incorporation to
the IPO date.

OWNER;; is the percentage of shares retained by pre-IPO
shareholders.

LEVER;; is the bank debt to shareholders’ funds ratio of the
firm based on last audited accounts in the prospectus.

ROE;; is the return of equity of the IPO firm as calculated by
the audited profits after tax of the year before listing and the
shareholders’ funds (net assets).

LNPBT;; is the average pre-tax profits (or losses) for the last
three years before the firm’s listing.

SGROWTH,;; is the sales growth exhibited by the IPO firm the

year before the listing and the year before that.

LNGRP;; is the size of the issue as measured by the natural
logarithm of gross proceeds (no. of shares sold times the
offering price).

PROJ;: is a dummy variable which takes the value of one if the
prospectus of the IPO firm contains financial projections.
OFPR;; is the offering price of the IPO.

UNDPRT;; is a dichotomous variable that takes the value of
one if there is participation of the underwriter in the IPO
firm’s equity capital prior the offering.

ICOSTS;; is a variable denoting the total direct costs
(expressed as a percentage of the total funds raised) incurred

for listing

& = error term for firm j at time t
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ii. Definition of the dependent variables
1. Initial Period Returns

The initial (first day) raw return of an IPO is defined as:

P1'111'1'a _Po er
UP raw = (;ﬁ) 2)

Poffer
where,

Pinitiar 1S the first day closing price of IPO; and Poser i the offering price as set in the

approved prospectus.

Raw initial return, which is calculated by equation (2) above, is ideal in a market that
there are no opportunity costs, and no time lag between the closing day and the first
day of trading in the stock exchange. During this period major changes in market
conditions could occur, and much information can be revealed. This will have as a
result the initial return measured to be a result of changes in market conditions rather
than initial mispricing by the underwriters. So the raw initial return is adjusted for

market changes.
The initial return is adjusted for market changes taking into account movements of
the Cyprus Stock Exchange General Index between the closing date and the first day

of trading.

The first day adjusted return for an IPO is defined as:

P initial — P offer I initial — I offer
UP adjusted = (—) — (—) 3)

P offer I offer

where,
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linitial 1S the value of the CSE General Index on the first day of trading and loer is the

value on the last day of the offering period.

Equation (2) above would apply more to perfect market conditions, where there is no
time gap between the last day of application and the listing date, no opportunity cost
and when no transaction costs exist. The market return is calculated for the period
between the closing date of the offering period to the listing date.

Therefore, calculated returns have taken into account changes in market conditions
from the closing offer date for applications to the first trading day. This time gap in
many developed countries is usually short but for the sample tested it ranges from 28
days to 105 days. During this period many changes may happen in market conditions
causing deviations in the observed premium measured by equation (2). Therefore, the
raw initial return derived by equation (2) is adjusted for market changes by taking
into account movements of the Cyprus Stock Exchange General Index between the
closing date of offer and the first trading day of the IPOs as shown by Equation (3).

Due to the length of the time lag between the closing date of the offer period and the
first trading day of the IPO, adjustments will take into account both the changing
market conditions and opportunity costs of the money deposited with the application.
In the cases whereby shares are undersubscribed, the applicant is allocated the
amount of shares applied for “...the adjustment for market changes would take into
account the effect of the opportunity cost of capital” (Uddin (2001)). In the case
shares are oversubscribed then rationing should be applied and there is an

opportunity cost lost for the money deposited with the application.

Table 5 below shows the descriptive statistics for the initial returns at various points
of time after the listing.

Insert table 5 — Initial price performance by year of issuance

As it can be observed, average raw returns are positive over the period 1997-2002

across all time periods. In fact, the momentum that was created in 1999 in the

primary market was so strong that high returns carried through until 2001. Even
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ninety days after listing, CSE IPOs offer on average exceptional raw and adjusted
returns for the period 1997-2002 (70.93% and 89.42% respectively). Adjusted
returns are positive until 2001 for four out of the five time periods in table 5 above.
Specifically, as shown in Panel E, 90"-day adjusted returns for 2001 turn slightly
negative (-1.28%), whereas, raw returns delve well into negative territory (-27.53%).
This demonstrates the fact that the secondary market returns were rapidly
deteriorating at a rate which was faster than the returns of the primary market (newly

listed companies) and this becomes more pronounced during the period 2000-2001.

Another important conclusion that can be drawn from table 5 is that the average first
day raw returns in 1999 are a multiple of over 4 times those for the whole period
(1997-2002). This allows us to employ the term ‘hot issue period’ for 1999.
Ibbotson and Jaffe (1975) first coined this term when examining a sample of US
IPOs over the period 1960-1970 to describe the difference in first day returns that
existed between certain time periods and the average of the whole period. If one
excludes 1999 data from the sample, then the mean (median) raw and adjusted initial
returns for the period 1997-2002 become 75.30% (16.47%) and 81.18% (18.97%)
respectively and these are further reduced to 27.35% (0.96%) and 55.12% (34.51%)
respectively for the 90" day returns. The standard deviation of raw (adjusted) returns
is also reduced from 242.3% (241.87%) to 177.71% (177.96%) for first day returns
and from 211.86% (201.42%) to 152.05% (153.70%) for 90" day returns,
demonstrating the influence of the ‘hot’ issue period on the sample data. If one
excludes TPOs which raised less than €3 million in gross proceeds, then first day raw
returns are still quite high at 118.3% and the adjusted first day returns are 124.2%.
Excluding IPOs with less than €5 million in gross proceeds does not change the
picture much as first day returns stand at 82.7% and adjusted first day returns at
88.7%.

The first day returns of CSE IPOs over the period examined are exceptionally high.
This can be inferred by comparing the first-day returns shown in Appendix A. Even
if 1999 is excluded from the data, CSE IPO first-day both raw and adjusted returns
are the highest in Europe and amongst the highest in the World. Gajewski and Gresse
(2006), compare the returns of a sample of 2104 European IPOs from 15 European

countries. They find mean raw returns of 22.06%. Although underpricing is
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observed in every country in the sample, the level of underpricing varies notably
from one national market to another. Poland, Portugal, the Netherlands, Switzerland
and the UK are close to the mean. In Austria, Belgium, France, Italy, Spain, Sweden
and Turkey, underpricing is relatively low whereas in Greece, Germany and Finland
raw returns are above the mean. They also find that in New Markets (Nuevo
Marcato, Neue Markt, etc.) underpricing is greater and this is mainly driven by new
technology companies and also the average difference in initial returns between

traditional and growth segments nearly doubles during hot issue periods.

As far as the CSE is concerned, Gounopoulos et al. (2008) examine the underpricing
of CSE IPOs over the period 1999-2002. They use a sample of 75 IPOs and find
mean (median) first day raw returns of 100.49% (7.21%) and adjusted fist day
returns of 108.63% (18.24%). The standard deviation of first day raw returns was
found to be 227.09% and 226.02% for adjusted first day returns.

2. Aftermarket period returns

A methodology similar to Ritter (1991) is employed, whereby periods of IPO
performance measurement are selected. The returns in this study are calculated for
the initial return period (day 1), defined as the offering date, to the first closing price
listed on the CSE and the aftermarket period, defined as the three years after the IPO,
exclusive of the initial returns period. The initial return period is defined to be
month 0, and the aftermarket period includes the following 36 months, and months
are defined as successive 21-trading-day periods relative to the IPO date. Thus,
month 1 consists of event days 2-22, month 2 consists of event days 23-43, month 3

consists of event days 44-64, and so on.

There is a difference of scholarly opinion as to the measurement, however, and this is
taken into account as well. Kooli and Suret (2002) argue that one major problem
with long-run performance of IPOs is the non-standard distribution of their returns.
Barber and Lyon (1997) claim that many of the common methods used to calculate
the long-run returns are conceptually flawed and lead to biased test statistics, namely
new listing, rebalancing and skewness. Moreover, they showed that the degree and

the magnitude of the biases depend on the method used to compute the long-run
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abnormal returns. Barber and Lyon (1997) and Barber, Lyon and Tsai (1999)
identify three problems with inference in long-run event studies using BHARS.
Labelling these problems the new listing, rebalancing and skewness biases, they use
simulations to examine the impact of those biases on inference when abnormal
performance is measured using BHARSs. Although, Barber and Lyon (1997) provided
evidence that CARs are less affected by the abovementioned biases than Buy and
Hold Returns (BHARS), they went on to argue that they prefer the latter because it
measures the investors’ experience. Kothari and Warner (1997) also find that long-

horizon BHARS are significantly right-skewed, although CARs are not.

On the other hand, Fama (1998) and Mitchell and Stafford (2000) argued that
BHARs may overstate the long-run abnormal performance since it can grow with the
return horizon even when there is no abnormal return after the first period. They
argue that the use of CARs is better suited because it yields less spurious rejections
of market efficiency than do BHARs. That is to say, the abnormal long-run IPO
performances are sensitive to the methodology employed and hence, there is no

general consensus on how to measure the long-term abnormal returns.

The Fama and French (1996) three-factor model has become quite popular in
empirical studies for the USA and other countries. The idea is that the additional
factors size and book-to-market may be able to better explain stock returns.
However, there is no theoretical foundation for these factors yet (Bessler and Thies
(2007). Moreover, a number of studies have indicated the limitation of this approach
(e.g., Barber and Lyon, (1997); Brav, (2000)). In a study of IPOs at the ‘Neuer
Markt’ in Germany, Bessler and Kurth (2005) find only marginal evidence for these
factors. In addition, Khurshed et al. (2004) provide evidence for IPOs in the UK that
long-run returns are not that different under BHARs and the Fama and French
approach. Jeanneret (2005) provides similar empirical evidence for SEOs in

France.
For the purposes of this study, and to assess the long run performance of newly listed

firms in the CSE, Cumulative Abnormal Returns (CARs) will be employed but Buy
and Hold Abnormal Returns (BHARS) will also be calculated.
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CARs are defined as:
n
CAR= > AR (4)
t=1
where,
_1N
ARt _WiélARit (5)

Abnormal returns are calculated using the market-adjusted model as follows:

AR.. =R.. —R (6)

where, Rj; is the monthly return on security i in month t and Ry is the benchmark
return for the same period. The benchmark employed is the CSE General Index as
this is the only index of the market over the period examined.

Table 6a below shows descriptive statistics for the Cumulative Abnormal Returns
(CARs). These are calculated from the end of the first day of trading (listing) of the

IPO firms. CARs are computed for 12-, 24-, and 36-months periods.

The corresponding BHARs are also calculated and these are shown on table 6b
below.

The holding period return (BHAR) for a single stock is calculated for the period T as

follows in:

BHARi = [(1 + Ris)(L + Riz)...(L + Rin)] - 1 )

this can be rewritten as:
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BHAR;r=[1{=1(1 + Ry (8)

where Rj; is the return of stock i at time t and T is the time period for which the
BHAR is calculated. For an equally weighted portfolio of stocks returns are

calculated as follows:
dBHAR, 7= % N BHAR;r )

where dBHAR,, 1 is the average BHAR of the portfolio, N is the number of stocks in
the portfolio and T is the time period for which the BHAR is calculated. In order to
calculate BHAR, the return of the benchmark is subtracted from the return of the IPO

stock.

BHAR = ~ S [(ITf=1(1 + R;) — (ITi=1(1 + Rud)] (10)

Insert table 6a — 12-, 24-, and 36-month CARs

Insert table 6b — 12-, 24-, and 36-month BAHRS

Insert table 6¢ — 3-monthly, 6-monthly, 9-monthly- and 12-monthly CARS
Insert table 6d — 3-monthly, 6-monthly, 9-monthly- and 12-monthly BHARS

As it can be observed from table 6a above, 12-month CARs are positive over the
period (1997-2002) at 8.72% with a median of 14.23% and standard deviation of
returns of 49.20%. As time progresses, CARs become negative. Mean 24- and 36-
month CARs are negative for all years and the whole period as well (-17.64% and -
25.57% respectively for 1997-2002)*°. Volatility also increases over the period,
from 49.20% in 12-month to 78.390% in 36-month CARs. Even if the data
associated with year 1999 are ignored (‘hot issue period’), volatility increases, albeit

%0 Ritter (1991) reviews and compares his results with several other studies and concludes that, on average, firms
exhibit positive returns over comparable benchmarks during their first year of trading and negative returns

during the following 3 years.
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at a lower rate. Moreover, if 1999 is excluded from the sample calculations, CARs
are higher. 12-month CARs for 1999 are negative (-15.76%), whilst 12-month CARs
for 1997-2002 with and without 1999 are positive (8.72% and 11.52% respectively).

Looking a table 6b, 12-month BHARS are negative over the period (1997-2002) at -
4.28%, a median of -0.73% standard deviation of 42.11%. BHARSs are in negative
territory both in 24- and 36-month periods. Specifically, 24-month mean (median)
BHARs stand at -22.96% (-12.62%) and 36-month BHARs at -25.07% (-15.30%)
respectively. Volatility rises from 12-month to 24-month BHARSs, but declines for
36-month BHARs. Overall, BHARs are consistent with the results found with
CARs.

Looking at tables 6¢ and 6d, monthly CARs and monthly BHARS are positive for 3-,
6-, and 9-months across all time periods. The standard deviation of the returns in
1999 is on average the highest amongst the rest of the years for both CARs and
BHARs in the first 12 months.

Ritter (1991) argues that companies listed in ‘hot’ periods perform considerably
poorer in a period of up to 3 years following their listing than other companies. In
his opinion, these results call into question the informational efficiency of the IPO
market and provide evidence concerning the Schiller (1990) hypothesis that equity
markets in general and the IPO market in particular, are subject to fads that affect
market prices. He concluded that markets and in particular IPOs are affected by
investors’ high expectations. Kringman, Shaw and Womack (1999) also argue that
‘extra hot issues’ underperform the rest of the IPOs in the long-run. Looking at table
6a one can observe that CARs in 1999 are worse than the average of the period for

all three time periods (12-, 24-, and 36-month periods).

The above empirical evidence is in line with the majority of academic literature,
whereby, IPOs underperform in the long term. For example, in the US, Loughran
and Ritter (1995), Brav, Geczy and Gompers (2000), Ritter and Welch (2002), Ritter
(1991), Clark (2002). In Canada, Jog and Shrivastava (1995), Kooli and Suret
(2002), the UK, Levis (1993), Khurshed, Mudambi and Goergen (1999), Austria,
Aggarwal, Leal and Hernandez (1993), Brazil, Aggarwal, Leal and Hernandez
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(1993), Germany, Ljungqvist (1997), Japan, Cai and Wei (1997), China, Su (2004),
Poland, Aussenegg (2000), Singapore, Hin and Mahmood (1993), Finland, Keloharju
(1993) and Chile, Aggarwal, Leal and Hernandez (1993).

Ii. Definition of the independent variables

In this section a description of the independent variables employed in the regression
model is given together with explanatory notes regarding their hypothesised
relationship with the dependent variable(s). The independent variables are grouped

into four (4) categories namely:

Advisor/issue certifier specific.
Market and institutional specific.

Issuer specific.

A wnp e

IPO specific.

The reason for this classification is to emphasise the effect of each group of variables
on the dependent variable and provide a distinctive and at the same time-collective
categorisation for the explanatory power of each variable. The independent variables
are classified as follows:

1. Advisor/issue-certifier specific variables
x1=  Underwriter/Investment bank reputation (binary variable) (UND;)
X2=  Auditor reputation (binary variable) (AUD;)

2. Market and institutional specific variables

X3 =  The natural logarithm of the number of days from application date to listing
date (LNTAL;)

X4 =  The standard deviation of raw returns that an IPO company registers the first
twenty-one (21) days of listing (STDRTNS;))

3. Issuer specific variables
Xs = The issuer operational age as measured by the natural logarithm of the

number of years of incorporation to the IPO date (LNAGE;)
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Xg =  The percentage of shares retained by pre-IPO shareholders (OWNER;)

X7 =  The bank debt to shareholders’ funds ratio of the firm based on last audited
accounts in the prospectus (LEVER;)

Xg= isthe return of equity of the IPO firm as calculated by the audited profits after
tax of the year before listing and the shareholders’ funds (net assets) (ROE;).

Xg= is the natural logarithm of the average pre-tax profits (or losses) for the last
three years before the firm’s listing (LNPBT;).

X10= is the sales growth exhibited by the IPO firm the year before the listing and
the year before that (SGROWTH;).

4. 1PO specific variables

x11 = The size of the issue as measured by the natural logarithm of gross proceeds
(LNGPR;) (no. of shares sold times the offering price).

X12=  Whether the prospectus of the IPO firm contains projections (PROJ;)
(dichotomous or binary or dummy variable).

X13=  The offering price of the IPO (OFPR;).

X14= The participation of the underwriter in the IPO firm’s equity capital
(UNDPRT;) before the offering (dichotomous or binary or dummy variable).

Xi5= is a variable denoting the total direct costs (expressed as a percentage of the
total funds raised) incurred for listing (ICOSTS;).

Advisor/issue-certifier specific variables

UND; is a dichotomous (binary or dummy) variable taking the value of one (1) if the
underwriter is one of the three (3) reputable underwriters in the sample, and zero
otherwise. Reputable underwriters are categorised according to the combination of
the following three parameters: (a) they are subsidiaries of the largest commercial
banks in Cyprus and consequently the best capitalised in the market (Michaeley and
Shaw (1994) (b) the number of public offerings each of them has dealt with during
the period of the sample (Agathee et al (2012), (c) the total market capitalisation of
the IPOs listed, (d) their years of operating in the market (and their prior experience
with listings) and (e) the number of clients that they have. Taking into account the
above, a measure is constructed of underwriter reputation similar to Banerjee et al.
(2011) which is decile-reputation rank of underwriters” market share over the period

1997 to 2002. Taking in mind all the above considerations, three financial services
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firms (Laiki Investments, CISCO and Hellenic Bank (Investments)) among fourteen
(14) are found to be the prestigious underwriters in the Cyprus Market. These three
underwriters together have listed 49.4% of the total number of IPOs in the sample
which correspond to 85% of the sample’s total gross proceeds. Ljungqvist, Nanda
and Singh, (2006) argue that more experienced banks that are more active in the IPO
market can obtain investors’ co-operation easily than less active underwriters, due to

higher reputation.

Beatty and Ritter (1986), Beatty and Welch (1996) and Carter et al (1998) report that
a prestigious underwriter can help the issuer achieve a higher price for its shares,
which means accepting a smaller IPO discount than the average i.e., reputable
underwriters are associated with smaller underpricing and higher longer run
performance. Nanda and Yun (1997) and Chemmanur and Paeglis (2005) point out
to the sensitivity of underwriters’ reputation in overpricing IPOs, thus yielding

negative first day returns.

Results are, however, highly sensitive to the period studied. Beatty and Welch
(1996), who use data from the 1990s, show that the sign of the relation between
underwriter reputation and initial returns has flipped since the 1970s and 1980s, such
that more prestigious underwriters and are now associated with higher underpricing
sparking an on-going debate about the causes of this shift. Habib and Ljunggvist
(2001) argue that part of the ‘shift’ in the relation between prestigious underwriters
and underpricing may be due to endogeneuity biases and taking into account these
biases the sign flips back to being negative even in the 1990s. Carter, Dark and Sapp
(2010) study a sample of 6,686 IPOs over the period 1981 to 2005. They find that
the IPOs marketed by the more reputable underwriters were more likely to fail or be
failing in the post-1980s period, but were still better than those of less reputable
underwriters. They also find that the characteristics of the firms marketed by more

reputable underwriters did not appear to change substantially from decade to decade.
Hoi: It is hypothesised that prestigious underwriters are associated with lower

underpricing i.e., a negative (positive) relationship between this variable and first

day IPO returns (long term returns) exists.
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AUD,; is also a dichotomous (binary or dummy) variable taking the value of one (1) if
the auditor is one of the big five™ reputable auditors, and zero otherwise. In total,
twenty seven (27) accounting firms participate in the sample, but the big five audited
57% of the total sample. According to Michaely and Shaw (1995) the ability of a
firm to convey quality through the selection of the auditor is similar to that of the
selection of the firm’s underwriter. Carpenter and Strawser (1971) document that a
significant number of US firms going public switched from a regional to a
‘nationally known’ auditor. Menon and Williams (1991) find evidence that generally
supports the hypothesis that investment bankers and their clients have a preference
for credible auditors for the IPO. Investment bankers have a preference for credible
auditors since they rely on audited financial statements in certifying the value of the
firm and determining whether to underwrite the offering (Balvers, McDonald and
Miller (1988)). Beatty (1989) provides support that there is an inverse relationship
between auditor reputation and IPO initial return. Also, Titman and Trueman’s
model (1986) implies a negative relationship between audit quality and the riskiness
of new issues. Hogan (1997) finds evidence from a sample drawn during the early
1990s that there is a benefit in hiring a reputable auditor in reducing the extent of
underpricing. Balvers, Mcdonard and Miller (1988) found that IPO underpricing is
inversely related to auditor reputation. They suggest that the use of prestigious
auditors (and underwriters) reduce the information asymmetry problems between
issuers and potential investors by adding credibility to a firm’s financial statements

and signalling low risk to investors in the secondary market.

Hoz: It is hypothesised that a negative (positive) relationship exists between auditor

reputation and first day IPO returns (long term performance).

Market and institutional specific variables
LNTAL,; is the natural logarithm of the time period (in days) Ofrom the date of
application to the date of listing on the CSE. Loughran et al ((1994), (table updated

5! The big five accounting firms at the time were PricewaterhouseCoopers (PWC), Ernst and Young (EY),
Deloitte and Touche (DT), KMPG and Arthur Andersen. After Enron filed for Chapter 11 bankruptcy protection
on 3" of December 2001, Arthur Andersen imploded following the admission in front of US Congress by its CEO
that Arthur Andersen made an error with Enron’s audit. It was barred from conducting audits after August 2002.

Eventually, the Arthur Andersen audit business was bought by Deloitte and Touche.
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in March 2013) suggest that the longer the time period between setting the offer price
and listing, the greater will be the underpricing level, conditional on the offer not
being withdrawn. Chowdhry and Sherman (1996) report that the time between the
IPO announcement day (that is, the date of prospectus) and the first day of market
trading affects the underpricing level. Su and Fleisher (1998) find a positive
relationship between the average initial returns of IPOs and the time gap between
issue and flotation dates in their sample for the Shanghai Stock Exchange. Uddin
(2008) in examining Malaysian and Singaporean IPOs (2008) finds that the listing
time lag is an important factor in explaining IPO initial returns. Tian and Megginson
(2005) find that time lag in Chinese IPOs is one of the factors explaining extreme

underpricing observed in Chinese IPOs.

The longer the time of floatation, the more uncertainty is associated with the offer.
However, it could be argued that the same variable is a proxy for the available
information for a new issue given the fact that the longer the time delays the more
the information diffusion to the investor public. In other words, the increase of
available information reduces the probability of wrong risk appraisal concerning the
issue and as result the need for underpricing becomes less (How, Izan and Monroe
(1995) and How and Howe (1994)).

As it has already been mentioned, the CSE demanded from issuers and underwriters
alike, that the price of the offering was fixed at application submission. The great
majority of the firms that went public, especially over the period 1999-2002,
undertook private placements as soon as they submitted their application to the
authorities (sometimes even before, utilising a window of the law®?). The private
placement in many cases constituted the bulk of the funds raised. Thus, many
investors were locked in for a long period of time including the underwriters, which
usually invested in the private placements of their IPO-firm clients. As time was

passing by, more info became available to investors, the market changed direction

52 The Companies’ Act, Ch.113, allowed companies to issue new shares to investors and collect the monies, by
submitting an information memorandum to the Registrar of Companies office. This Information Memorandum
did not abide by CSE laws and regulations. Later on, they just filed a prospectus with the CSE in order to list
these shares in the CSE. Alternatively, they could also apply for an IPO regulated by the CSE/CySEC
authorities, therefore issue effectively twice to investors.
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and the initial excitement subsided. One could argue that this extensive time lag
alleviated the winner’s curse from many IPOs as more investors were becoming
aware of information that was not available at the time of filing (e.g., financial
results, results of private placement, quality of management, etc.). One could also

argue that the initial excitement slowly eroded.

Hos: It is hypothesised that a negative (negative) relationship between time span of
application for listing date to actual listing date and first day IPO returns (long term

returns) exists.

STDRTNS; is the standard deviation of raw returns that an IPO firm registers the
first twenty-one (21) days of listing. This variable is a measure of ex-ante risk and
has been tested extensively in the literature (e.g., Ritter (1984) and (1987), Clarkson
and Merkley (1994), Finn and Highan (1988), Prabhala and Puri (1999), Kazantzis
and Levis (1995), Kazantzis and Dylan (1996), Aussenegg>® (2006), Gotzageorgis
(2004), and Wasserfallen and Wittlader (1994)).

Hos: 1t is hypothesised that a positive (negative) relationship between this variable

and first day raw IPO returns (long term returns) exists.

Issuer specific variables

LNAGE; is the natural logarithm of one plus the operating history of an IPO firm
prior to going public. Firm age is a firm-specific control variable that measures the
difference between the foundation year of the firm and the year of introduction.
Ritter (1984) argues that there is a positive relationship between the level of
underpricing and the ex-ante uncertainty about the value of the firm. Older firms
have a longer history and have more information available to the public. They have a
longer track record of published financial data and are more likely to be screened by
financial intermediaries and financial press. Overall, older firms create less ex-ante
uncertainty about firm value and the level of underpricing will therefore be lower for

older firms. This is empirically confirmed by Su and Fleisher (1999), Loughran and

58 Aussenegg employs 42 days instead of 21.

93



Chapterl — The price performance of IPOs in the Cyprus Stock Exchange 1997-2002

Ritter (2004) and Chahine (2008), who all find a negative relationship between firm

age and the level of underpricing.

Hos: It is hypothesised that there is a negative (positive) relationship between the

level of first day returns (long term returns) and the age of the company.

OWNER;, measures the percentage of shares retained by pre-IPO shareholders.
Wasserfallen and Wittleder (1994) call it the ‘insider retention ratio’ and they posit
that the higher this ratio the higher the willingness of the former owners to carry the
risk of the firm after the IPO. Allen and Faulhaber (1989) report that one can see the
best information about a company’s future prospects by the fraction of shares given
by owners after the IPO. Grinblatt and Hwang (1989), Hansen and Torregrosa
(1992) extend the above study and find an inverse relationship between the
proportion of shares given by owners and the initial average returns. Hingorani et al
(1997) in a study for the Czech firms suggest that low given holdings by insiders can
signal that the firm possesses valuable assets. According to them, ‘insiders by virtue
of their international advantage are more likely to own shares of companies when
they expect the firm to generate high returns’. Bradley and Jordan (2001) argue that
the smaller the number of shares that a company is allocating to investors in an IPO,
then the higher the first day returns, reflecting the demand imbalance that would be
created in the primary market. Jain and Kini (1994) find a positive linear
relationship between ownership and the change in firm performance. The more
shares the owners retain, the better the firm performance and consequently, this
would reflect in the share performance. Clarkson, Dontoh, Richardson and Sefcik
(1991), suggest that the retained proportion of ownership of an IPO is a signal to
potential investors regarding management’s faith in future returns. They find a
negative relationship between IPO underpricing and retained ownership.
Conversely, an earlier study by Beatty (1989) failed to find the same relationship for
US IPOs. Also, Chen and Strange (2004) find that underpricing is negatively related

to equity retention for the Chinese market.

Hos: It is hypothesised that there is a negative (positive) relationship between

ownership retention rates with first day IPO returns (long term returns).
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LEVER; is the ratio of bank debt to shareholders’ equity ratio of an IPO firm based
on the last audited accounts in the prospectus. The higher the debt to equity ratio, the
greater is the implied ex-ante risk of the IPO firm and therefore the greater the

returns. Riskier firms tend to have a large debt to equity ratio (>50%).

Ho7: It is hypothesised that there exists a positive (positive) relationship between the
debt to equity ratio and first day IPO returns (long term returns).

ROE; is the return of equity of the IPO firm as calculated by the audited profits after
tax of the year before listing and the shareholders’ funds (net assets). Wasserfallen
and Wittleder (1994) argue that return on net worth is a measure of the firm’s quality
related to ex ante uncertainty. Firms with high ROEs are also expected to perform

better in the long term than firms with poor ROEs.

Hos: The higher the return of equity the lower the ex-ante uncertainty and the lower
the first day returns (negative relationship). The higher the return on equity, the
better the long-term price performance of the IPO firm i.e., a positive relationship is

hypothesised.

LNPBT; is the natural logarithm of the average pre-tax profits (or losses) for the last
three years before the firm’s listing. This is again a variable which assumes a better
quality firm the higher the profits are. The profits are averaged so that any possible
earnings ‘management’ effects are smoothened out. This variable has been
employed also by Khurshed et al (1999).

Hoo: The more profitable a company is before listing, the lower its ex ante
uncertainty and therefore the lower is the first day return (underpricing) i.e., it is
hypothesised that a negative relationship exists with first day returns. The higher the
firms profitability the better is its long-run performance after the IPO i.e., it is
hypothesised that a positive relationship exists between the two variables when it

comes to long-term returns.

SGROWTH; is the sales growth exhibited by the IPO firm the year before the listing
and the year before that. Smith and Watts (1992) argue that high growth companies
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have lower levels of bank debt and this is due to the fact that they are deemed as
risky by bankers. On the other hand, high growth companies may be deemed by
investors and underwriters alike as having better prospects and therefore, less risk.

Hio: It is hypothesised that a positive (negative) relationship exists between the sales

growth of the IPO firm and its first day returns (long term share price performance).

IPO specific variables

LNGRP; is the natural logarithm of the gross proceeds of the issue (i.e., the issue
price times the number of shares offered in the IPO) used as a proxy for ex-ante
uncertainty. (Miller and Reilly 1987), (Clarkson and Simunic 1994) and (McGuiness
1992) use the total gross proceeds raised from the offer as a proxy for ex-ante IPO
uncertainty. Ritter (1984) and Ibbotson and Ritter (1995) provide support for a
negative relationship between the size of an issue and the size of the firm and the
initial premium. Further, Beatty and Ritter (1986) argue that the smaller the offering
the more risky the company and the higher the degree of the uncertainty for high

initial premium.

Hii: It is hypothesised that a negative (positive) relationship between the size of the
issue and first day IPO returns (long term returns) exists.

PRQOJ; is a dichotomous variable which takes the value of 1 if financial projections
are included in the prospectus of the IPO firm and O if there are no projections. 1POs
worldwide use prospectuses to publish financial forecasts based on their
management’s confidence in an accurate prediction. Disclosure of management
earnings forecasts is optional in many markets as was in the CSE over the period of
the sample. Again this is a variable that tests the ex-ante risk of the issue (Clarkson
and Merkley (1994)).

Hi,: It is hypothesised that where management earnings forecasts are disclosed,

underpricing will be less. It is also hypothesised that a positive relationship between

this variable and long term returns.
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OFPR; denotes the corresponding euro value of the offering price of the IPO.
Fernando, Krishnamurthy and Spindt (2004) argue that new listings that take place
with a small offering price deter institutional investors whilst attracting retail
investors (contrary to those which are listed with a relatively high offering price).
Underpricing is then employed to reward these investors (retail) for the information
that they provide to underwriters during the pre-marketing of the issue. Tinic (1988)
employed the offering price as a variable to demonstrate his ‘legal avoidance
hypothesis’ in that smaller (and riskier) companies tend to use small offering prices.
On the other hand, Blume and Husic (1973) and Miller and Scholes (1982) argue that
the offering price can predict the future share returns at least as well as the beta
coefficient. Therefore, the smaller the offering price the higher the risk and the
greater the long term returns. Fernando, Krishnamurthy and Spindt (2002) find that
institutional ownership rises (and retail ownership declines) with the IPO price level,
lending support to a prediction from prior studies that retail investors prefer low
prices and institutional investors prefer high prices. Neupane and Poshakwale (2012)
argue that in India, where the pricing mechanism is transparent, underwriters set the
IPO prices high in the presence of favourable uninformed demand and positive
general market conditions. The majority of the investors in the CSE were retail

investors and this is something that underwriters knew well.

His: It is hypothesised that a negative (negative) relationship between the offering

price of an IPO and the first day returns (long term returns).

UNDPRT; is a dichotomous variable which takes the value of 1 to denote that the
main underwriter(s) participates in the capital of the IPO firm before this is listed.
The participation of an insider in the equity capital of the IPO company gives

comfort to investors and this has an effect of decreasing the ex-ante risk profile.

Hi4: It is hypothesised that a negative (positive) relationship between this variable

and first day IPO returns (long term returns) exists.
ICOSTS; is the variable denoting the total direct costs (expressed as a percentage of

the total funds raised) incurred for listing. The costs of floatation include

underwriting fees, accounting fees, legal fees, auditing fees, printing and regulators
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fees. Khurshed et al (1999) hypothesise that with higher IPO proceeds, the quality of
the IPO firm becomes better (because larger IPOs are often made by more
established firms and so there is less risk about the true quality of the firm) and hence

the proportion of costs of the funds raised decreases.

His: The higher the cost of floatation expressed as a percentage of the funds raised,
the worse is the quality of the IPO firm the higher is the risk and therefore the higher
is the first day return. Also, the higher the costs of floatation as a percentage of the
funds raised, the worse is the long-term performance i.e., it is hypothesised that a

positive (negative) relationship between the two variables exists.

Table 7 below summarises the variables that are employed in the regression models

and their expected relationship (sign) with respect to first day raw returns and CARs.

Insert table 7 — VVariable expected signs in regression models

Iv. Descriptive statistics

Table 8 below shows the descriptive statistics for the independent variables as these
are described in (ii) above.

Insert table 8 — Descriptive statistics for independent variables

The mean offering price of the 79 IPOs in the sample is estimated at €1.06 (which
corresponds to Cyprus Pounds £0.62) and the median is €0.85 (which corresponds to
Cyprus Pounds £0.50 — which is the price mostly employed by the IPO firms during
the period examined). The standard deviation is €0.68 (Cyprus Pounds £0.40), the
maximum price is €5.13 (Cyprus Pounds £3.00) and the minimum price is €0.31
(Cyprus Pounds £0.18). These offering prices in US IPOs would be classified as

‘penny stocks’ which are riskier than conventional IPOs.

The mean gross proceeds from the IPO sample firms in the Cyprus Stock Exchange
over the period 1997-2002 is €8.1 million with a standard deviation of €14.4 million.
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This size of issues is obviously much smaller than the mean of gross proceeds of

European IPOs and much smaller than that of US listings.

The average age of the IPO firms at the date of listing is 17.4 years and the median is
14 years with a standard deviation of 11.2 years and a maximum and minimum of 56
years and 4 years respectively. The median age of Cypriot IPOs is closer to the
European average and higher than the US IPOs average age. Ritter (2003b) reports
that, before the 1990s, firms going public in Europe, especially continental Europe
tended to be much older than those going public in the USA. For example,
Vandemaele (2003) reports a median age of twenty-eight (28) years for 220 IPOs on
the French Nouveau Marche between 1984 and 1995 compared with the median age
of seven (7) years reported by Loughran and Ritter (2002) for 6,149 US IPOs from
1980 to 2000. Even with the explosion of internet and technology-related firms
going public in the 1999-2000 period the median age of European firms going public
is higher than that in the USA. Schuster (2003) reports a median age varying from 13
years in France to 31 years in Spain for IPOs from 1988 to 1998. Giudici and
Roosenboom (2002) report a median age of 13 years for 1,007 European IPOs during
1995-2001, whereas Ljungqvist and Wilhelm (2003) report a median age of seven
years for 2,178 US IPOs during 1996-2000.

CSE IPOs employ the fixed price method of setting the price of the offering. By
fixed price mechanisms, one refers to contracts where the offer price is set relatively
early, before much information about the state of demand is known. Loughran et al.
(1994) shows that this tends to result in a high level of underpricing. Fixed price
offerings have become uncommon in recent years in many European countries
(Ritter (2003b), Gajewski and Gresse (2006) and Boutron et al. (2007)). The use of
fixed price mechanisms combined with the long period from application to listing
obviously results in rising market risk which in effect, is unloaded upon the

underwriters®.

% The Cyprus Stock Exchange demanded that every IPO application included a priori the offering price of the
IPO and a brief valuation note. No application was accepted without a hard quoted offering price and this could
not change later on. Underwriters had no means of hedging their risk since the offering could not be recalled,

and short-selling was not allowed (no mechanism existed).
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Therefore, apart from the mean number of days between last day of offer and listing,
one needs to examine also the average number of days from application to actual
listing. The average number of days from last day of offer to listing is 28 with a
median of 26 and standard deviation of 13 days. The maximum is 105 days and the
minimum 14 days. In the US, this time period is typically a few hours> whereas in
Greece the average is 35 days with a standard deviation of 12 days (Gotzageorgis
(2004)). The mean number of days from application to actual listing is 319 days with
a median of 252 days and a standard deviation of 208 days. The maximum and
minimum are 1016 days and 54 days respectively. This time span rises as time goes
by i.e., as applications were rising in number so was the number of days
demonstrating the bottleneck that was being created at the approving authorities (see
fig. 7).

The mean percentage of ownership held by the initial owners of a CSE IPO firm in
the sample is 65.7% with a median of 68.3%, maximum of 75%. minimum of 38%
and standard deviation of 6.9%. This demonstrates that Cypriot owners on average,

kept the control of their firms at reasonably high percentage levels.

Prestigious underwriters as per definition given above, underwrote on average 49.4%
of the sample IPOs, and the big five auditors audited on average 57% of the sample
IPOs. Underwriter participation in CSE IPO firms prior to their listing is extensive,
with the mean participation level at 78.5%. Also, the majority of the firms in the
sample are using financial projections in their prospectuses with the mean number of

firms reaching 55.7%.

The mean (bank) debt to equity (Leverage) of the IPO firms in the sample stood at
88.6%, with a median of 64.4% and a maximum and minimum of 358.9% and 0%

respectively.

The IPO firms in the sample had a mean standard deviation of returns during the first
21 days of listing of 19.1%, with a median of 8.3%, a maximum of 138.2% and a
minimum of 0%, demonstrating the high levels of volatility that existed.

% The pricing meeting between the IPO firm and the underwriters usually takes place during the afternoon before

the day of listing.
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The mean direct costs of the issue of a CSE IPO firm stand at 6.5%, with the median

at 5.4% and maximum and minimum at 45% and 1.3% respectively.

The mean return on equity for the sample is 37.9% with a median of 22.8%, a
maximum of 733.9% and a minimum of 0%. The average profit before tax of the
three years prior to listing is €1.05 million, with a median of €545.8k and a

maximum and minimum of €9.78 million and €44.2k respectively.

The mean growth in revenues exhibited by the IPO firm between the year before the
listing and the year before that stands at 81.8%, with a median of 25.1% and
maximum of 2,484.3% and a minimum of 0.6%. The mean size (turnover) of the
CSE IPOs over the period 1997-2002 in the sample is €13.76 million with a median
of €6.96 million, a maximum of €104.56 million and a minimum of €151.60k. The
average size in terms of total assets was found to be €17.82 million, with a median of
€7.92 million, a maximum of €119.46 million and a minimum of €447.60k. The size
variable and the age variable are employed in several academic studies as ex-ante

risk proxies for IPOs.

V. Comparison of key variables with other studies

Table 9 below shows some descriptive statistics for the sample of 79 IPOs over the
period January 1997 and December 2002 (a period of six years) compared with other
countries and regions. Consistent with previous studies (e.g., Gounopoulos et al
(2008)), Cypriot IPOs are on average underpriced. What is remarkable though, is the
level of both raw (unadjusted) and adjusted underpricing, which stands at 124.25%
and 129.20% respectively, which is the highest observed in a European Country and
certainly one of the highest in the world as it can also be compared from the table
shown in appendix A.

Insert table 9 — Selected descriptive statistics

The median raw underpricing is 17.86% demonstrating that the positive skewness of
the distribution of first day’s returns, is also consistent with other studies (see

Appendix A). The maximum return is also astonishing (1226%). If 23 IPOs with
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returns that are greater than 200% are excluded, then the mean raw initial return and
mean adjusted initial return stand at 22.95% (median 3%) and 28.73% (median
11.38%) respectively®®. If 10 IPOs are excluded from the sample with initial raw
returns over 300% then the average first day raw and adjusted returns drop to 45.58%
(median 7.12%) and 50.91% (median 14.24%) respectively, which is still one of the
highest in Europe.

The median age of the IPOs during the period examined is 14 years which is
‘younger’ than other European IPOs, but ‘older’ than U.S. IPOs®’. The mean gross
proceeds are €8.1 million (CY£4.74 million®®) whilst the median gross proceeds are
€3.6 million (CY£2.1 million). This indicates that the size of IPOs in the CSE is

much smaller than both European and US IPOs.

Fig 7 — Number of days required from application to approval of prospectus of
CSE IPOs
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% Ritter et al (2013) in their citation for CSE IPOs of Gounopoulos et (2006) exclude a number of IPOs that
raised less than US$1 million in order to arrive at an ‘adjusted’ mean first-day return of 23.7%.

% According to Ritter (2003b), before the 1990s firms going public in Europe, especially continental Europe,
tended to be much older (median 28 years) than those going public in the U.S. (median age 7 years). Even with
the Internet boom (1999-2000), the age of an IPO in Europe is still high (median of 13 years in a sample of 1007
European IPOs from 1995 to 2001) compared to the U.S. (median of seven years for a sample of 2.178 IPOs
during 1996-2000).

%8 All IPOs in the sample raised new equity in Cyprus Pounds. Cyprus entered the Eurozone on the 1% of January
2008 with an official parity of 1€=CY£0.585274.
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What is quite notable though is the time span required for listing approval®™. The
mean time is 319 days (almost one calendar year) and the median is 252 days. Also,
the average time between applying for a listing and approval of the prospectus is 276
days which represents 9 months of waiting time with the minimum and maximum
being 23 days and 982 days (almost 2.7 years). The time for approval rises as time
progresses in the sample reflecting the inefficiencies of the institutional setting and
the authorities’ inability to deal effectively with the backlog of applications that piled
up especially during Q1 of 2000.

Looking at table 9, this time span is probably the longest on record and obviously is a
factor that must be taken into account when trying to examine underpricing of IPOs
in the CSE (see figure 7). Moreover, the time between the last day of offer and
listing is comparatively long at 28 days (median of 26 days), with a minimum of 14
and a maximum of 105 days. The average time increases year after year after 1999
reaching 41 days in 2002. This means that underwriters and investors undertake on
average a whole month of market risk before being able to offload the shares from an
IPO. Given the volatility of the CSE at the time and the fact that underwriters were
not allowed to exercise market making operations (e.g., Greenshoe option), nor did
they have any other means of hedging their risks (such as short selling or financial
options) such period of time is long enough to expose all parties to the whims of a
highly volatile market with all the (negative) consequences that such a market may
have. In this respect, Cyprus offers a unique setting to study the CSE IPO
phenomenon given the inefficient institutional framework that existed at the time, the
CSE small size and young age.

% This period represents the time from official application for listing on the CSE to the first day of listing.
8 yddin (2001) found that IPO stocks in Malaysia are listed about 119 days after filing the offer price while in
China is about 305 days (Tian and Megginson (2006)).
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Fig 8 — First day performance of CSE IPOs 1997-2002
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There are a few more interesting observations that can be made from tables 8 and 9.
The return on equity of CSE IPOs is quite high. Specifically, the mean return on
equity for the sample is 37.9% with a median of 22.8%. Moreover, CSE IPO firms
seem to exhibit very high revenue growths the year prior to the IPO. In particular,
the mean sales/revenue growth figure is 81.8% with a median of 25.1%. Also, IPO
firms seem to be relatively levered, with mean leverage ratio (bank debt to
shareholders’ funds) at 88.6% (median of 64.4%). The mean offering price is €1.062
(or CY£0.62) and a median of €0.854 (or CY£0.50). CSE IPOs in general, employed
low offering prices in order to produce more shares for liquidity purposes and lure

more retail investors.

In table 10 below, IPOs are segmented depending on the time of their floatation, their

gross proceeds and their age.
Insert table 10 — Selected descriptive statistics
Looking at Panel A of table 10 above, one could yield three important conclusions,

namely, (1) new listings generated much higher average initial returns during 1999
than in 2000, (2) as time goes by, the magnitude of initial returns decreases
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considerably, and (3) the level of adjusted mean initial returns remains positive for

2001 (unlike raw returns that becomes negative for the rest of the period).

The momentum in (abnormal) first day adjusted returns that started in 1999 was
enough to last for 3 years (1999-2001). It is interesting to note that all companies
that were listed over the period 1999-2002 filed their applications for listing over the
period 1999-2000. No firm that was eventually listed in the CSE over the sample
period filed for an IPO after September 2000%'. Specifically, 29% of the companies
in the sample filed for an IPO in March of 2000. This could be an indication that
Cypriot enterprises observed a window of opportunity opening up in the CSE and/or
it could also be related to the fact that in October 2000, new stricter laws and

regulations that amended the existing CSE legislation were introduced®.

These were laws/regulations that had to do mainly with private placements and the
placement of shares to investors prior to an IPO. The laws/regulations made it much
harder for companies to collect funds pre-IPO (so called ‘private placements’).
Thus, as the secondary market of the CSE was deflating much faster than the primary
market, investors that received private placements of shares in IPOs (the primary
market) were ‘protected’ from this rapid decline, and actually made a positive
(adjusted) first-day return relative to the General Index up to and including 2001.
However, as the liquidity was drying out fast from the market, the returns in the
primary market began to catch up with the secondary market and eventually they
tumbled.

81 In September 2000, market sentiment began to change rapidly in a negative manner.
82 These laws were being prepared before October 2000. Actually, the Cypriot parliament closes in June and
opens up in October every year. Therefore, most probably, it was known to certain circles that stricter rules

would be enforced in the capital markets.
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Figure 9 — IPO Applications for Listing across time
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Figure 9 above demonstrates that there was clearly a ‘window of opportunity’ that
companies took advantage of in the CSE at the time. The clustering of applications
during the first quarter of 2000 is commendable.

In Panel B of table 10, IPOs are segmented according to their Gross Proceeds which
is a proxy for their size. Close inspection of table 10, Panel B discloses that if one
excludes the very small IPOs (less than €1.0 million in gross proceeds), a negative
relation exists between size and return: the higher the gross proceeds are, the lower
the magnitude of first day returns becomes. Moreover, the standard deviation of raw
initial returns declines with rising size (excluding the bracket of less than €1.0

million in gross proceeds) meaning that risk is reduced as size increases.

In Panel C of table 10, IPOs are segmented by Age which is the number of years the
company has been in operation before the year of listing. Companies which
approach the capital markets to raise external equity capital at an early stage of their
life cycle are considered more risky than firms which have been in operation for a

longer time. The results are consistent with expectations. Firms that have been in
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operation for 8 years or less, report the highest initial return (231.01%), whereas the
lowest degree of underpricing is observed by firms which have been in operation for
over 35 years (31.4%). The standard deviation of first day returns also becomes less
and less as the age of the IPO firms rises, indicating that the variability in returns
becomes smoother and so is the valuation uncertainty of the corresponding IPO firms

(risk is decreasing with rising age).

Table 11 below reports initial return measures for IPOs segmented by industrial
sector. As indicated, the firms going public during the sample period are not evenly
distributed amongst the various industrial sectors. Trading, Manufacturing and firms
classified in the ‘Others’ sector are heavily represented (59% of the sample)
compared to the other sectors. As table 11 reveals, there is a cross-sectional
variation in the initial performance of IPOs amongst different industries. All
industrial sectors except Building Materials and Construction Companies (-11.1%)
and Hotels (-23.9%) generate considerable positive first day average returns. In
particular, Fish Culture IPO firms generate the highest mean first day returns
(597.5%), followed by firms in the Information Technology sector (428.3%),
whereas, new issues in Insurance Companies sector generate the lowest positive
return (5.0%).

Insert table 11 — Descriptive statistics by industrial sector

In table 12 below, the correlations for all the variables are shown together with the
associated t-statistic and the corresponding probability (p) and in table 13 the
covariance matrix for the coefficients of the regression is shown.

Insert table 12 — Correlation table

Insert table 13 — Covariance coefficients

As figure 10 below shows, IPOs 8 to 33 enjoyed uninterruptedly abnormal first day

returns. Time-wise, this happened between July 1999 and September 2000 listings.

The market then begun to display signs of fatigue which accelerated in the last
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quarter of 2000 and through 2001 and 2002. No firm that was eventually listed over
the period 1997-2002 applied for a listing after September 2000%.

Figure 10 — Raw and adjusted return for CSE IPOs 1997-2002
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V. Long-run returns

Table 14 below shows how CARs vary with gross proceeds. 12-month CARs are
positive across all gross proceeds brackets. Two years after the IPO, 24-month
CARs become negative with the exception of the bracket €1.0 million<GP<€3.0
million. Three years after the IPO, all CARs are negative. The worst performers in
years 2 and 3 in terms of CARs are the smaller issues, namely those IPOs with less
than €1.0 million in gross proceeds. The medians of the larger bracket IPOs in terms
of gross proceeds (i.e., those over €10 million), despite their lower first day
performance, demonstrate a better performance two and three years after the IPO

than the rest of the pack.

8 In fact no company that was eventually listed in CSE by December 2004 filed an application after September
2000.
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Insert table 14 — CARs and gross proceeds
In table 15 below, it can be observed that 12-month CARs are the mirror image of
raw initial returns i.e., the greater the age of the IPO firm, the better its 12-month
CARs and the worse its average first-day raw returns are. The risk of younger IPOs
is also reflected in their long term returns. The standard deviation of returns for 12-,
24-, and 36-month CARs decreases with increasing age (with a marginal increase for
the ‘young adult’ group). It is also worth noting that whilst 12-month mean CARs

are positive for all age groups, 24- and 36-month mean CARs are negative for all age

groups.

Insert table 15 — CARs and age

Tables 16(a), (b) and (c) below show the correlations amongst the dependent and

independent variables and tables 17(a), (b) and (c) show the covariance of the

coefficients.

Insert tables 16 (a) — Correlations for 12 months CARs (CAR12)

Insert tables 16 (b) — Correlations for 24 months CARs (CAR24)

Insert tables 16 (c) — Correlations for 36 months CARs (CAR36)

Insert tables 17 (a) — Covariance coefficients for CAR12

Insert tables 17 (b) — Covariance coefficients for CAR24

Insert tables 17 (c) — Covariance coefficients for CAR36
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VI.  Regression results

In this section the empirical findings are presented, that arise as a result of applying

the methodology described, in section (V) above.
A Initial returns

The regression model (equation 1) was run for 79 observations. Table 18 reports

coefficient estimates.

Insert table 18 — Results of multiple regression for raw initial returns

The model shows high prediction accuracy with adjusted R? (R?) of 83.9%. This
compares favourably with other research with similar sample sizes such as Omran
(2005) with R? = 63.6%, Hameed (1998) with R? = 58.0%, , Hearn (2011) with R? =
45.0% and Procianoy and Cigerza (2007) with R* = 54.0%.

Moreover, the relatively high value of the F-statistic demonstrates the statistical
significance of the all the coefficients in the sample. The residuals of the sample are
not normally distributed as evidenced by the Jarque-Bera test. This is expected as
the raw initial returns found in this study are positively skewed, with high kurtosis
(leptokurtic) (see table 8). All standard error coefficients are adjusted for White

heteroscedasticity.

Centred Variance Inflation Factors (VIFs)® (see table 19) are calculated to

demonstrate the level of collinearity that exists amongst regressors. As table 19

8 variance inflation factors (VIFs) are a method of measuring the level of collinearity between the regressors of
an equation. VIFs show how much of the variance of a coefficient estimate of a regressor has been inflated due
to collinearity with the other regressors. They can be calculated by dividing the variance of a coefficient estimate
by the variance of that coefficient had other regressors not been included in the equation. There are two forms of
the Variance Inflation Factor, namely centred and uncentred. The centred VIF ratio is the ratio of the variance
of the coefficient estimate from the original equation divide by the variance from a coefficient estimate from an
equation with only that regressor and a constant. The uncentred VIF is the same but with no constant. The
centred VIF is numerically identical to 1/ (1-R%) where R? is the R-squared from the regression of that regressor

on all of the other regressors in the equation. Usually, the critical value of R? is 0.9 which means a centred VIF
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shows, the centred VIFs are much lower than 10 which is cited by Kutner et al
(2005) as a cut-off point.

Insert table 19 — Variance inflation factors (VIFs)

Table 18 shows the results of the multiple regression. Gross Proceeds (LNGRP), the
time between application and listing (LNTAL), the ratio of bank debt to
shareholders’ equity (LEVER), the standard deviation of the raw returns of the first
21 days of trading (STDRTNS) and the return on shareholders’ equity (ROE) are all
statistically significant variables. Moreover, 11 variables are found to have the
predicted sign whereas four have the opposite sign. These are the offering price
(OFPR), return on equity (ROE), the natural logarithm of average profit before tax
(LNPBT) and the sales/revenue growth (SGROWTH).

More specifically, the advisor/issuer-certifier variables (UND and AUD) are found
to have a negative sign each, which is in accordance with academic literature (e.g.,
Megginson and Weiss (1991), Carter and Manaster (1990), and Habib and
Ljunggvist (2001)), whereby prestigious underwriters and auditors are associated

with lower underpricing. However, both are not statistically significant variables.

Market and institutional-specific variables (LNTAL and STDRTNS) are quite
significant in the case of CSE IPOs over the period examined. Both LNTAL (p-
value<0.01) and STDRTNS (p-value<0.01) are statistically significant at the 1%
level. Raw returns rise as LNTAL shortens and this is in line with expectations since
the shorter the time span between application and listing, the less is the dissipation of

information content to investors and therefore, the greater the ex-ante risk.

STDRTNS relates positively to initial returns demonstrating its ex ante risk
predictive ability i.e., IPOs with high variability in returns during the first 21 trading
days following listing, reveal a higher risk-information content which translates to
higher returns. The fact that this variable is so (statistically) important demonstrates
that returns in the primary market were much affected by market psychology. As

of 10 (Source: Belsley, D.A., 1991, Conditioning Diagnostics — Collinearity and weak data in regression, Wiley,
New York)
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long as the IPO market returned these spectacular returns, IPOs that followed would
repeat the performance until the secondary market caught up with the primary market

returns.

Amongst issuer-specific variables, LEVER (p-value<0.05) is statistically significant
at the 5% level, indicating that IPO firms with a high degree of bank debt (leverage)
exhibit higher first-day returns which is in line with the ex-ante risk signalling
content of this variable. Durukan (2002) finds a positive relationship, albeit not

statistically significant.

Return on Equity (ROE) (p-value<0.1) is also found to be statistically significant at
the 10% level. However, the sign of this variable is found to be opposite to the one
predicted. Specifically, it is found to be positive meaning that the highest the return
on equity, the highest the first day return. This could be the result of investors being
attracted to profitable IPO firms thus creating excess demand and consequently,
higher first day returns. It could also be that investors view high ROE firms as more
risky and thus demand a premium return for that risk (alternatively, underwriters
view high ROE firms as more risky and underprice these IPOs more especially in the

absence of due diligence).

Average three-year profit before tax (LNPBT) is found to be insignificant and with
the opposite sign from that predicted. The reasons could be the same as those for

return on equity.

Sales growth/revenue (SGROWTH) is found to be statistically insignificant and also
with the opposite sign from the predicted one. This could mean that high growth

companies are deemed to have better prospects and therefore, are less underpriced.

The initial raw returns rise with a lower percentage of shareholding by the initial
owners (OWNER) which is also in line with the theory of ex ante uncertainty.
However, it is not statistically significant. Lee, Taylor and Walter (1996) find
similar evidence. They find that industrial IPOs that have higher retained ownership

are significantly more underpriced.
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The age of the IPO firm (LNAGE) is also in line with its expected hypothesis i.e., the
‘younger’ the company, the greater its risk and therefore the higher the underpricing
(negative coefficient). This variable is also found not to have any statistical
significance. Jelic et al (2001) also find the same result, Kazantzis and Levis (1995),
Loughran and Ritter (2002), How (1999), Kiyimaz (2000), and Chan, Wang and Wei
(2003), albeit for all the above is not statistically significant.

Gross proceeds (LNGRP) (p-value<0.05) is found to be statistically significant at the
5% level amongst IPO-specific variables. It also verifies the ex-ante uncertainty
theory. The greater the gross proceeds of an IPO, the less is the risk and
consequently, the smaller the underpricing of the issue (Kazantzis and Levis (1995)).

The dichotomous variable UNDPRT coefficient has a negative sign, as hypothesised
i.e., the participation of the underwriter in the IPO firm’s capital before listing
provides comfort to investors reducing the perceived ex ante risk and underpricing.
However, the statistical significance of this variable is negligible.

The offering price (OFPR) variable coefficient is positive, which contradicts what
has been hypothesised. Specifically, it shows a positive (though not statistically
significant) relationship with first day raw returns meaning that the higher the
offering price the greater is the underpricing. Beatty and Welch (1996) find that low
priced offerings are underpriced significantly less in a sample of 823 firms over the
period 1992-1994. Brennan and Hughes (1991) argue that managers with favourable
private information about their firms have an incentive to split their firm’s shares in
order to reveal the information to investors. Applied to the IPO context, issuers
might choose to set a low price to encourage information production. This
information production is undertaken by intermediaries which in the case of IPOs are
the underwriters. Underpricing comes as a compensation for these efforts.

Total direct costs of floatation of CSE IPOs average 6.45%. Ritter et al. (1996) using
a sample of 1767 US IPOs show that average direct costs for US IPOs are 11% of
the gross proceeds. Underwriter gross spreads (incl. selling and management fees)
average 7.31% whilst other expenses are 3.69%. Underwriter spreads in Europe are
much lower than the US. Torstilla (2003) reports spreads of 4%, 3% and 2.5% in
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Germany, France and Belgium respectively. In CSE IPOs, underwriter fees
comprise 25% to 40% of the total direct costs of the issue. This means that they are
much lower than the US and European fees indicating the severity of the competition
that exists in the sector. The variable ICOSTS is found to have the predicted sign

albeit statistically insignificant.

Overall, market and institutional specific variables seem to weigh considerably on
the initial returns of CSE IPOs. This is expected as the unique institutional setting of
the Cypriot capital markets affected the interaction between the various parties in an
IPO (advisors/certifiers, investors, issuers and the authorities alike). Moreover, the
results demonstrate that advisors/certifiers had no statistically significant effect or
influence on first day raw returns, as tough competition amongst them
(predominantly on the pricing front) as well as investor ignorance render no

competitive advantage to them.

B. Long-run returns

The regression model was run for 78%° observations, with Cumulative Average
Returns for 12-, 24- and 36-month periods (CARs) being the dependent variables.
Tables 20(a), 20(b) and 20(c) report coefficient estimates.

Insert tables 20(a) - Regression results for CAR12

Insert tables 20(b) - Regression results for CAR24

Insert tables 20(c) - Regression results for CAR36

The model is run for three sets of CARs, namely, 12-, 24-, and 36-month CARs. The
longer the time period examined, the better the predictive ability of the model
becomes. The 36-month CARs regression run demonstrates satisfactory predictive

accuracy (considering the fact that predicting the future is not feasible) with adjusted
R? (R? of 16.33%. This compares satisfactorily with other research such as

8 78 IPOs are employed for long-run performance (instead of 79 which is the original sample) as one is

delisted/acquired within 12 months of its listing)
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Roosenboom, Goot and Martens (2000) with R? = 24%, Kooli and Suret (2002) with
R? = 5%, Ritter (1991) with R* = 7%, How (1999) with R* = 5%, Khurshed,
Mudambi and Goergen (1999) with R?> = 8%, and Paudyal, Saadouni and Briston
(1998) with R? = 19%.

Moreover, the F-statistic is significant at the 5% level (and at the 10% level for 24-
month CARs, whilst for 12-month CARs is not significant). The hypothesis that the
residuals of the sample are normally distributed cannot be rejected as evidenced by
the Jarque-Bera test. All standard error coefficients are adjusted for White

heteroscedasticity.

Centred Variance Inflation Factors (VIFs) (see table 21 (a), (b), and (c)) are
calculated to demonstrate the level of collinearity that exists amongst regressors. As
table 21 (a) and (c) show, the centred VIFs are much lower than 10 which is cited by
Kutner et al (2005) and Belsley (1991) as a cut-off point. Table 21(b) contains a
value which is close to 10 (ROE).

Insert tables 21(a) - Variance inflation factors for CAR12
Insert tables 21(b) - Variance inflation factors for CAR24
Insert tables 21(c) - Variance inflation factors for CAR36

Table 20 (a), (b) and (c) show the results of the multiple regression for the three time
periods namely, 12-, 24-, and 36-month CARs. The offering price (OFPR) is found
to be statistically significant in all three regressions. Moreover, the standard
deviation of the raw returns of the first 21 days of trading (STDRTNS), and the
direct costs of the issue as a percentage of the gross proceeds (ICOSTS) are found to
be statistically significant in the 24-, and 36-month CARs regression models. Eight
out of fifteen variables in the 12-month model are found to have the predicted sign,
13 out of 15 in the 24-month model and 11 out of 15 in the 36-month model.

Specifically, the advisor/issuer-certifier variables i.e., UND and AUD are found to

have the correct sign except in the 36-month model where, the coefficient of UND
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has a negative sign. Prestigious issue-certifiers/advisors are associated with 1POs
that perform better in the long run. Both variables are found to be not statistically

significant in any model.

Market and institutional-specific variables (LNTAL and STDRTNS) are found to
have the correct signs except LNTAL in the 12-month CARs model. Despite the fact
that LNTAL is found to have high statistical significance in the case of Initial
Returns, in the case of long-run performance it is not statistically important. On the
other hand, STDRTNS continues to be statistically significant for long-run returns
(except for 12-month CARs). Long-run returns of IPOs are expected to relate
negatively with the time taken from application to listing. The longer the time
period, the more information revelation takes place, and the less is the risk and
consequently, the return. STDRTNS relates negatively to long-run returns

demonstrating the fact that high (or ‘hot”) risk-return IPOs turn ‘cold’.

In 12-month CARs, Issuer-specific variables have opposite signs from those
predicted except ROE. With 36-month CARs, the signs have reversed except for
LNAGE and OWNER which, however, are not statistically significant. This means
that the greater the owner percentage in the firm, the lower is the long-run return. An
explanation for this could be the fact that high owner percentage means less liquid
shares, which means that there is not an active market in the particular stock, making
it illiquid and irrelevant to investors. How (1999) found a similar result for one-year
returns, although not statistically significant. Also, Lee, Taylor and Walter (1996)
find that the coefficient of ownership is negatively related to returns for one-, two-,

and three-year returns.

LNAGE has a negative sign in all three models contrary to the hypothesis made,

albeit, statistically insignificant.
LEVER is negative in the 12-, and, 24-month models and positive in the 36-month

model as hypothesised albeit statistically insignificant, with leveraged firms being

riskier and thus offering higher returns to investors.
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ROE is positive across all models as hypothesised and significant at the 5% level in
the 36-month CARs regression. Thus, firms with higher returns on shareholders’
equity offer better long-run returns. Therefore, one could argue that ROE is an ex

ante measure of ex post long run performance of CSE IPOs.

LNPBT has a negative coefficient in the 12-month model and positive sign as
expected in the 24-, and 36-month models as hypothesised. Profitable firms offer
better returns in the long-run. In all three time horizons examined, this variable is

statistically not significant.

The sales growth variable (SGROWTH) has a positive coefficient in the 12-month
model and negative in the 24-, and 36-month models as hypothesised. In the 36-
month model it becomes statistically significant at the 1% level. High growth
companies in the CSE that undertook a listing over the period 1997-2002 appear to
exhibit poor returns three years after their listing.

The inclusion of projections in the prospectus (PROJ) by IPO firms is not statistically
significant insofar as longer term returns are concerned. Moreover, the variable has a
positive coefficient as hypothesised in 12-, and 24-month models but a negative
coefficient in the 36-month model.

The issue costs (ICOSTS) are found to be statistically significant in the 24- and 36-
month models (10% and 1% level respectively), and the coefficient of the variable
has a negative sign as hypothesised meaning that issues with lower direct costs as a
percentage of the total gross proceeds perform better in the long-run signalling their
quality to investors (e.g., Habib and Ljungqvist (2001), Prabhala and Puri (1998) and
Bloch (1989)).

Gross proceeds (LNGRP) has the predicted sign in all three models but is found not

to be statistically significant.

The dichotomous variable UNDPRT coefficient has a positive sign, as hypothesised

I.e., the participation of the underwriter in the IPO firm’s capital before listing
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improves long-run returns. However, this variable is not statistically significant in

any case.

The offering price (OFPR) variable coefficient is found to be negative in all three
models, which agrees with what has been hypothesised i.e., penny stocks/riskier
stocks will perform better in the long run. The variable is also found to be
statistically significant in all three models (5% at the 12-month model and 1% at the

24-, and 36-month models respectively).

Long-run returns of CSE IPOs seem to be more influenced by issuer-specific
variables and not so much by market and institutional specific variables. The ‘hot’
issue market of 1999-2001 was greatly affected by market and institutional specific
factors as well as investor psychology. However, the longer-term seems to be
affected by issuer specific variables which, however, their influence was not such as
to prevent IPO investors from suffering significant underperformance 3 years after
the IPO.
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VII. Conclusion

Initial Public Offerings in the Cyprus Stock Exchange were quite popular at the
change of the millennium. The novice at the time, Cyprus Stock Exchange, offered
investors unprecedented initial returns, but also poor long-run performance for those

who bought IPO shares at the end of the first day of trading.

Analysing a sample of 79 IPOs that took place in the CSE over the period 1997-
2002, the following are found:

a. The existence of ultra-high returns.

b. The existence of a hot issue period.

C. Long-run under-performance of IPOs over a three-year period.
d. Significant institutional deficiencies.

Specifically, it is found that IPOs in the CSE offered investors initial (first day)
returns that are amongst the higher in the World even after adjusting for the hot issue
period of 1999. IPOs ‘younger’ in age, offered higher returns than ‘older’ ones.
Also, smaller IPOs as measured by the size of gross proceeds perform better than
larger IPOs. Moreover, IPOs in the Fish Culture and Technology sectors offered

investors the highest initial returns.

It is also found that Cypriot firms exploit a ‘window of opportunity’ that was opened
in the market for listing (56% of the companies in the sample filed an application for
listing over a 3-month period). However, the high inefficiencies that existed and
continuous changes that took place in the regulating and institutional framework of
the market as reflected predominantly by the large time span between application and
listing (probably the longest in the World), had as a result huge delays in listing.
Consequently, IPOs were caught up by the declining returns in the secondary market
and the majority of them after the third quarter of 2000 opened below their offer

price.
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The variables gross proceeds, time from application to listing, capital structure of the
IPO firm (leverage), standard deviation of returns 21 days after the listing, and return
on shareholders’ equity are found to provide a highly explanatory model of raw

initial returns.

Also, Cypriot IPOs are observed to underperform in the long-run as the majority of
IPOs in academic studies do. Cumulative Average Returns (CARs) are calculated
for three time periods, namely, 12-, 24, and 36-months. CARs are found to be
negative for all years in the sample period in the 24-, and 36-month periods. In the
12-month period, average CARs over the sample period are all positive. Mean Buy
and Hold Returns (BHARs) are found to be negative in all time periods. They are
also increasing (negatively)