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Abstract

This study examines the price performance of inpiablic offerings (IPOs) in the
Cyprus Stock Exchange during the period 1999-200Mvestigates the difference
between the IPOs listing price and their equilibrimarket price through studying a
sample of 75 new listed companies. Specificallyxamines the differences between the
listing price of IPOs and their equilibrium marketces at the end of the first day, sixth,
twelfth, twenty-fourth and thirty-sixth month. Frmothe derived results it is evident that
Cypriot IPOs have extremely large positive initiaturns, especially on the end of the
first trading day. Long term results, not takimgoi account the first day returns, are
much lower and sometime even negative. Both thesal$ are in agreement with the
outcomes of international empirical studies.

The first day underpricing phenomenon forces tacdedor possible factors,
which may have caused it. Different variables uisesimilar international studies were
used to do so. Our research shows that posititialireturns, amongst other factors, may
have been affected by increase in the General Ioflthe Stock Exchange between the
last day of public offerings’ period and the fitsdding day (time lag), the reputation of
the companies underwriters, the firms issue sizkthe companies history. It is also
evident that our sample was affected by the exdiaary stock exchange conditions that
prevailed during the specified period, which isrexaed. The intriguing Cyprus Stock
Exchange behaviour is further examined by lookintp iits investment, parallel and
alternative primary markets.
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1. Introduction

The 29" of March 1996 is a symbolic date for the Cyprusremy. The Cyprus Stock
Exchange started its operations as a legal entitiye form of a public corporation body.
Since then many firms decided to go public in otdenise capital from institutional and
private investors and expand their activities.

Taking a firm public is a significant turning poin the life of a firm with serious
wealth implications for the existing shareholderfie success of the public listing
depends among other factors, on the ability tordetee an offering price that represents
fairly the intrinsic value of the firm. To avoid tain uncertainties involved in the public
sale of their securities, firms retain underwrite#so undertake the risk of pricing and
selling new securities. Underwriter's main roléasnake sure that the issue will be fully
absorbed by the public with the highest possibieepr

The international evidence on the initial publifteangs has focused on the study
of two anomalies. Firstly, new issues are offeredhe investors in prices much lower
than the after aftermarket stabilization. Desite ise of underwriters the issue price do
not represent the expected by market price andstianeholders make profits in the back
of the old. Secondly, the long-term performancé@is seems to be poor and the returns
to the initial investors proves to be negative.

Using as fuel the strong international evidenceifdial underpricing and the
negative long-term returns there will be an effiytthe present study to search the price
behavior of new issues and explore if that phenandmds application also in the case
of Cypriot IPOs.

Some of interesting features of this market aesfdfiowings. First, Cypriot is the
smallest market the international evidence has searched. With a population of less
than one million and more than 250 listed firmssthmarket combines unique
characteristics. Second, the time lag between idsyeand first day of trading is high
enough to delay entrance in the stock exchange tlp¢e weeks from the time of sale to
the investors. The last increases the uncertairttyeoinvestors and may affect pricing of

IPOs and flotation costs. Third, opposite to th@®4Hn the U.S. which are priced very



close to the offering date, Cypriot newly listeaifs are priced few weeks before causing
higher pricing and waiting risk.

The structure of the remainder of this paper i®ksws. In section 2 the reasons
for underpricing are clearly stated and the inteomal literature is described. Section 3
examines the legislative framework for Cyprus St&skhange. Section 4 presents, the
methodology, regression model specifications, detsnts of the model and sample
characteristics. The initial and aftermarket perfance of the sample is examined in

section 5. The paper concludes with a brief sumnmasgction 6.

2. Literature Review

2.1 Reasons for underpricing

A number of reasons have been raised for the newessunderpricing phenomenon and
long-term performance with different theories faogson various aspects of the relation
between investors, issuers and underwriters takiagrms public. The main theories are
reviewed and presented in the following lines.

Rock (1986) introduced a model, which provides #alanation for the
information asymmetry between the investors. It wesned as'winners curse
hypothesis’and symbolizes the win that informed investorseahas they are rewarded
the most underpriced IPOs. Uninformed investorstiaeelosers, as they do not know
which issues will be underpriced and so they d@cated large fraction of overpriced
shares. Beatty and Ritter (1986), Barry and Jerm{tt§93) support this hypothesis by
providing evidence from U.S. market.

Tinic (1988) states that firms underprice IPOsd&crease the probability of
lawsuit by investors. Indication of a legal liability careate negative impression for an
IPO and can cause the failure of the issue. Drakke\&etsuypens (1993) examined 93
IPOs that were involved in lawsuits and find thagyt were not affected at all by any
negative publicity. Thus they reject lawsuit aveida hypothesis arguing that litigation
risks arise after the initial offering.

Allen and Faulhaber (1989), Welch (1989) and Qattband Hwang (1989)
consider underpricing of IPOs as a tool used bydito signal their qualitySignaling

theory mainly targets in seasoned offerings as the méirmainderprice its listing price,



signaling its high value, the more likely it is thia will reissue. Investors through
underpricing become aware of the true value of Bmthe market expects ‘less money
on the table’ in the future subscriptions. Su atelsher (1997), and Hammed and Lim
(1998) support signaling theory for Chinese andy&oore IPO markets. On the other
hand Garfinkel (1993) and Espenlaub and Tonks (L888gests that underpricing has
little signaling effect on the seasoned offerings.

Aggarwal and Rivoli (1990) and Ritter (1991) based the long term
underperformance of the market report that excesali returns are caused by
overvaluation of IPOs by investors and the preserf&ads in the early aftermarket. The
fads hypothesis supports that IPOs are pricedamellit is the investors’ enthusiasm that
overvalues the IPOs. Aggarwal et al (1993) add 4€1i993) provide international
evidence which support the fads hypothesis. Onother hand Allen et al (1993) and
Huang (1999) states that it is not possible to suythe fads hypothesis.

Welch (1992) presents a model in which potentie¢stors pay attention not only
to their information but also in the behaviour loé¢ tother investors. If an individual has
favorable information about an IPO and sees thatnmeelse wants to buy he may change
his opinion and decide not to go ahead with aBids is the point that underwriter in an
agreement with the issuer decide to underpricéReand induce eascaden which all
potential investors want to buy.

Booth and Chua (1996) and Brennan and Franks {1€983port theownership
dispersion hypothesis They argue that firms are willing to underprioeorder to have a
diffuse ownership base and create a liquid marketheir shares. Underpriced IPOs
generate excess demand and create a large numéreabfshareholders. This is crucial
for all IPOs as they aim for high participation miblic in order to make difficult for

outsiders to challenge management.
2.2 International evidence on the short and long run performance of IPOs

There are many studies in empirical literature®@3 concentrated mainly on the issues
of short-term underpricing and long-term underpenfance. Table 1 gives a summary of

the most recent findings in a number of countrresiad the world. In some cases due to



a numerous number of studies for the same markétagdo use the accumulated results
reported in Loughran et al (2006) updated version.

Researchers have extensively examined the U.S. niaket over the last
decades. The last update by Loughran et al (2006%j333 IPOs that were listed in the
period 1960-2005 reveals first day returns of 18.8Mnilar to this finding Ritter and
Welch (2002) report initial returns of 18.8% in thmited States from 1980-2001.
Opposite to the short-term overperformance, evidemclong-term in the U.S. suggests
underperformance. Loughran and Ritter (1995) fimel three-year holding period return
on a sample of 4,735 IPOs to be -20%. The afteretarkderperformance in the United
States is confirmed by Ritter and Welch (2002) withcated in their study that the long
term returns were negative for an investor buyiag titles in the offer price period.

A look in other world leading markets i.e. Canadance, Germany, Japan, UK
shows similar trend. Crossing the border to théeStave meet Canada. Summary by
Loughran et al (2006) in 540 Canadian IPOs indg#&bsv initial returns of only 7%.
Despite the low level of underpricing, Kooli & Stif@002) show in their study that long
term return to Canadian investors are negative6a86Po0. France, experiences slightly
higher initial returns at 11.6% but Loughran e(2006) summarizing existent studies
show that the long term underperformance is or®y#.The last figure highlights that
the France market is reliable for the long ternetied investors as they will not loose the
invested money during the offer price period.

Ljungqvist (1997) and Rocholl (2004) combined testor German market show
initial returns for 571 IPOs of 31.1% while Ljunggtiin a smaller sample find long term
returns of -12.1%. Using a cumulative sample frordifeerent studies Loughran et al
(2006) report overwhelming evidence that Japane&es loverperform in the short term
by 28.4%. Similar to other developed countries &al Wei (1997) in a study which
covers 19 years period document negative threesyeag term returns by 27%. UK
market with a large sample of 3,122 IPOs issuethe period 1959-2001, indicates
average initial returns of 17.4%. Long term investinin IPOs seems worthless even in
the UK market as Levis (1993) find long term undafprmance by 8.1%



Table 1: International Empirical Evidences

Country Studies Period Sample Shortterm  Long term
returns returns
Australia Lee, Taylor and Walter1976-1995 381/266 12.1% -51%
(1996)
Austria Ausenegg (2000) 1965-200283/57 6.3% -46.5%
Brazil Aggarwal et al (1993) 1979-1990 62 78.5% -47%
Canada Loughran et al (2006) 1971-2002540 7.0%
Kooli & Suret (2002) 1991-1998 445 -16.86%
Chile Aggarwal et al (1993) 1982-1990 55/28 8.8% -23.7%
Finland Keloharju (1993) 1984-1989 99/79 10.1% -21.1%
France Loughran et al (2006) 1983-200671/87 11.6% -4.8%
Germany Ljungqvist (1997), Rocholll983-2000 545/145 31.1% -12.1%
Greece Thomadakis et al (2006) 1994-2002254 42.12% 92.93%
Hong Kong Loughran et al (2006) 1980-2001 857 17.3%
McGuiness (1993) 1980-1990 72 -18.3%
Hungary Lyn and Zychowicz (2003)1991-1998 33 15.12% 19.59%
Japan Loughran et al (2006) 1970-20011689 28.4%
Cai and Wei (1997) 1971-1990 172 -27.0%
Korea Dhatt et. al. (1993) 1980-1990 347 78.01% 4.64%
Malaysia Isa & Yong (2001) 1980-1998 401 104.1%
Ahmad-Zaluki et al (2004) 1990-2000 454 -8.16%
New Zealand Loughran et al (2006) 1979-1999 201 23.0%
Firth (1997) 1979-1987 143 -10.0%
Poland Lyn and Zychowicz (2003)1991-1998 103 54.45% 57.17%
Singapore Loughran et al (2006) 1973-2001441 27%
Hin & Mahmood (1993) 1976-1984 45 -9.2%
Spain Ansotegui et. al. (2000) 1986-1998 99 10.7%
Alvarez et. al. (2001) 1987-1997 41 -24.19%
Sweden Loughran et. al. (2006) 1980-1998332 30.5%
Loughran et. al. (1994) 1980-1990 162 1.2%
Switzerland Loughran et. al. (2006) 1983-200020/34 34.9% -6.1%
Turkey Loughran et. al. (2006) 1990-2004 282 10.8%
Yilmaz & Bildik (2005) 1990-2000 234 -84.5%
U.K. Loughran et al (2006) 1959-2001 3,122 17.4%
Levis (1993), 1980-1988 712 14.30% -8.1%
U.S. Loughran et. al. (2006) 1960-200115,333 18.1%
Loughran & Ritter (1995) 1970-1990 4,753 -20.0%




In the emerging market area, many studies have theea. The most recent ones by Lyn
and Zychowicz (2003) for Poland, Loughran et alO&0for Turkey and Thomadakis,
Nounis & Gounopoulos (2006) for Greece IPO markgiort average initial returns of
54.45%, 10.8% and 42.19% respectively. The longpariormance analysis in these
three European markets shows overperformance &¥5%« for Poland and of 92.93% for

Greece and underperformance for Turkey (84.5%).

3. The stock market and new issue process in Cyprus
3.1 The legislative Framework

The CSE council, in the framework of the upgradimg CSE services and of its
efforts for continuous harmonization with interoatal capital markets completed a
major development program which was included in@$E Strategic Plan. As of th& 6
of September 2004 there were the following five maarkets: Main Market, Parallel
Market, Alternative Market, Bonds Market and Inveeht Companies Market.

Regulations of Cyprus Stock Exchange specify thgsved getting a listing for all
IPOs. Issuers can list securities on the Stock Bxgh in one of the following ways: By
offer for sale - through the placement of secwsitibat have already been public, by
public offer for sale to the public, by public affeer subscription for the purchase of
titles, or allocated and by private placement eti@r is made to specific investors for the
sale of shares.

CSE establishes basic (minimum) requirements foainimg a listing. However
each company that seeks a listing must satisfy sbasc requirements, the most
important of which are the following. The expectedrket value of the proposed issue
must be in excess of 2 million Cypriot Lira, thesusr must have published audited
accounts for at least the three years precedinggpécation, companies that have been
established with the sole purpose of financing@earoject and it is not allowed for any
shareholder to control either directly or indirgctrinally more than seventy per cent of
the share capital and a percentage of at leastyiga per cent of the share capital must
be satisfactorily dispersed to the public at large.

A company who wishes to enlist its stock in the MBarket must abide to all

laws governing the ‘general enlistment of new stackhe Cyprus Stock Exchange. It



must also abide to the following special requiretaeAt least 25% of the shares which
will be issued must be held by the general pubid lay 1000 legal or non-legal entities,
which none have a share amount which exceeds 2Wedfhare total. No shareholder

must control directly or indirectly an amount exdeg 70%.
4. Methodology, sources and data

4.1 Measures of initial, short and long-term perfomance

Using the term initial we calculate the returnstiod IPOs in the end of first day of

trading. Short-term performance includes the retunnthe end of second day of trading

while long-term performance covers a period uphtee¢ years. We measure the level of

underpricing of IPOs listed on the CSE boards utiiegconventional method, where the

raw initial return (RIR) on the first day of tradjms calculated as follows:

Fi),l B Fi),O
P

i,0

RIR, = (1)

where R1is the price at the end of the first day of tradamgl Fyis the offering price.

The initial return is adjusted for market chandaking into account movements
of the Cyprus Stock Exchange General Index (CSE&iveen the closing date and the
first day of trading. Raw initial return, which ¢alculated by the above equation, does
not have a time lag between the closing day anditbteday of trading in the stock
exchange. During this period, many changes in niadeditions may occur. As a result
the initial return measured may be a result of geann market conditions. So the raw

initial return is adjusted for market changes aadances.

The market adjusted initial return is calculatedodisws:

P, Ml ,—MI
i,0 i1 ,O} 1 (2)

P, -
MAIR =[-:

R,O I\/“i,O

where M|1is the General index price at the end of the IP€2 flay of trading and MJis

general index price at the last day of IPO pubtierong period.

! MAIR=Market — adjusted (excess) initial return,;Mand M|, ASE Composite index on day 1 and offer
prices setting date.



The long-term return is computed by measuring #tarns of each offering for
months 6 and years 1 through 3. The market adjustedns for each offering is
measured as the return from the offering price ifirst set of results and from first
trading day’s closing price in a second set todhlendar day, whettes 6 months and 1,

2 or 3 years minus the equivalent market returres the same period.
The excess return for company i in month t is de=fias:
ARt = fir— It (3)

Where f is the raw return for company i in month t agdis the benchmark return in
month t. It follows the calculation of the averagenchmark adjusted return on a

portfolio of N stock for month t.
E )
AAR = N - ARit (4)

The cumulative adjusted returns are then calculatethe summation of the average
abnormal returns. This is based on the argumentsoged by Barber and Lyon (1997).

The evaluation of the long-run performance williadd in the aid of this measure.
CAR. =D, AAR (4)

To investigate if certain characteristics influertbe short and long term of IPOs we
introduce the regression model introduced in tiieviong section.

4.2 Regression model specification

The following regression equations are used toszstdee determinants of short-

term outperformance and long-term underperformarid¢eOs

Return=0o+a:1TLAG+0,SIZE+03AGE+04UND;+0sHCi+asOWN;+&i (3)



TLAG,; is the period between the announcement of the pfffee and the first day
of trading. Loughraret al (1994, Updated 2003) suggest that the longerithe period
between setting the offer price and listing, theater will be the underpricing level,
conditional on the offer not being withdrawn. Chdwgand Sherman (1996) report that
the time between the IPO announcement day (th#tasjay of prospectus) and the first
day of market trading affects the underpricing lex@u and Fleisher (1998) find a
positive relationship between the average inigaims of IPOs and the time gap between
issue and flotation dates in their sample for tharfghai Stock Exchange. The longer the
time of flotation, the more uncertainty is assomiatwith the offer. However, if
uncertainty about the IPO valuation and listingréases due to unnecessary delay of
subscription and flotation, investors would inconver costs as a result of relatively low
subscription.

Sizg is the magnitude of the offering, measured as thdyrt of the number of
shares being offered and the offer price issuete Size characteristics have been
documented extensively as important determinargsogk returns (Banz (1981); Chan et
al., (1991); Daniel and Titman, (1997); Daniel bt €001); Fama and French, (1992);
Davis et al., (2000); Davis, (1994); Lakonishokatt (1994); Loughran and Ritter,
(1995)). Literature documents that if smaller firtepd, on average, to be more risky,
then first day returns are expected to be beasgsdted to firm size. In general, larger
firms have a higher association with a larger flolxexternal information sources than
smaller firms. The difference between those amoahtise information revealed when a
data item is disclosed and the market’s expectasiamversely related to firm size.

AGE; is the operating history of a firm prior to goinglpgic. Ritter (1984),
Clarkson and Merkley (1994), Nazir and Zin (199)d Kaneko and Pettway (2003)
support that firms are expected to have lower dg-ancertainty compared to younger
firms because older firms have more public infoioratavailable than younger firms.
Companies that are older and have a longer opgraistory have more information
available to the public. Younger firms, especiatlympanies with a lower operating
history provide lower information to the public.

UND; is a dummy variable taking a value of one (1) & tmderwriter is one of

the big five investment Banks, otherwise UNdcoded zero (0). Reputable underwriters
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are categorized according to the combination offtllewing three parameters: (a) The
fee rate as a percentage of amount raised (b)umar of public offerings each of them
has dealt with during the period of my sample (@ ¢he total market capitalization of
the IPOs listed. However, taking in consideratiththe above factors we conclude that 5
banks/syndicates (CISCO, Laiki Investment, CLR $#ies, Severies and Athienitis and
Sharelink) among twenty-five are the prestigiouslemwvriters in the Cyprus Market.

Those five underwriters have listed more than 70%h e total market capitalization and
number of listed firms in CSE.

Beatty and Ritter (1986), Beatty and Welch (1996) €arteret al (1998) report
that a prestigious underwriter can help the istuget a higher price for its shares, which
is to accept a smaller IPO discount than normalisTthe reputable underwriter’s goal is
to set the issue price to maximize profits earmedhfthe IPO. Nanda and Yun (1997)
and Chemmanur and Paeglis (2005) specify that wrders should be very careful
because their reputation could be easily harmeahifPO is over priced and yields
negative first day and long term returns.

HCi is a dummy variable equal to 1 for hot periods @nfit is a cold. Hot issue
periods are those months with an average inittarnegreater than the half, whilst cold
period issues are identified as those with an @eemaitial return of less than the half.
Hot markets are characterized by great uncertaimtlyissues have to be discounted even
more than usual to attract uninformed investorsldGQuoarkets occur when there is
comparative less uncertainty and therefore lessodisting. Ibbotson and Jaffe (1975),
Ibbotson et al (1986), Affleck-Graves (1996), Lowaryd Schwert (2002) Benvenistsal
(2003), Derrien and Womack (2003), and Kaneko amtiwRy (2003) measure the
relationship of returns with the market movementslétermine the impact of “hot’ and
“cold” markets upon the level of underpricing antcks underperformance. They
suggest that companies should choose the cold madeet to go public so that they can
gain from higher prices of hot periods.

OWN;, measure the percentage of shares retained by PreH&reholders. Allen
and Faulhaber (1989) report that we can see theiesmation about a company’s
future prospects by the fraction of shares giveroyers after the IPO. Grinblatt and

Hwang (1989), Hansen and Torregrosa (1992) extemdbove study and find an inverse

11



relationship between the proportion of shares gibgrowners and the initial average
returns. Hingoranet al (1997) in a study for the Czech firms suggest that given

holdings by insiders can signal that the firm pgsss valuable assets. According to
them, “insiders by virtue of their internationahattage are more likely to own shares of

companies when they expect the firm to generate f&turns”.

4.3 Sample

The data collected cover the period of January 269%ecember 2002 and include only
listings of common stock in the Cyprus Stock ExawmnBasic sources of information
have been the Annual Statistical Bulletins and Bamtks for information as Offer and
listing dates and prices, and the capital raiseallyDstatistical bulletins of CSE and
datastream were used to collect IPOs and Geneteklolosing prices.

As seen in Table 2 the total number of newly listedhpanies during the period
1999-2002 were 114. Most listings occurred in 20dth 64 IPOs and a staggering
56.14% of the total amount of issues. This is tgakie to the fact that during the end of
1999 and the beginning of 2000 there was stockan@é ‘frenzy’ with prices reaching
unrealistic values. It was later consider a schwdh various legal implications.

Table 2: Allocation per year of IPOs in CSE
Number of IPOs per year 1/1999-12/2002 Our sample 1/1999-12/2002

Year Number of Issues % of total Number of issues% of total
1999 13 11,40 % 9 12%
2000 64 54,14 % 37 49.33%
2001 27 23,68% 20 26.66%
2002 10 8,77 % 9 12%
TOTAL 114 100,00 % 75 100,00%

The CSE committee in an effort to harmonize witieinational capital markets followed
a restructure on the classification of newly listechs. The IPOs were listed in four

markets on CSE, the Main, Parallel, Alternative iImncgstment. The decision on market

12



classification was taken of'@eptember 2004 based on FTSE International anch#s
been the reason that we do not study this varadbke criterion for underpricing.

Table 3 reports the partition of IPOs among varisestors. Of the 114 IPOs, 27
are classified as ‘Other Companies’, followed bypphoved Investment’ with 24, and
‘Trading Companies’ with 13. Banking sector doe¢ imelude any new issue for the

period 1999-2002 while there are only two IPO<tlisin the ‘insurance sector’.

Table 3: Classification of Initial Public Offerings in CSE by year, 1999-2002

Industry 1999 2000 2001 2002 Total
Approved Investment 3 19 2 0 24
Construction 0 4 0 4 8
Financial Services 2 2 4 0 8
Fish Culture 1 2 0 0 3
Hotels 0 4 2 0 6
Information Technology 0 4 0 0 4
Insurance 0 2 0 0 2
Other companies 4 11 9 3 27
Trading Companies 2 7 3 1 13
Tourism Companies 0 2 2 0 4
Total 13 64 27 10 114

During the preparation of the database for the &g in the CYS there were
some constraints with specific IPOs with a resaltekclude them from our sample.
Specifically four IPOs that went public in year P98ere eliminated from the sample due
to lack of information. Moving to next year four@B that were listed during 2000 were
excluded later from trading with a result of losieigsing prices for specific future points
creating difficulties in the calculation of longrte returns. Six IPOs of the same year
were listed by offer for sale - through the placaeimef securities that have already been
public — without issuing new shares, or allocatad &our IPOs we re listed by private
placement - an offer has been made to specificshove for the sale of shares. There are
thirteen firms, which do not present detailed ficiahstatement for the year before being
an IPO because they were established only few nsdygfore going public.

There are three IPOs of year 2001 that were listedugh the placement of

securities that have already been public and oakadffered shares for free in existing
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shareholders. Three firms that were listed duri@@2did not have enough data. Finally,
we excluded outliers i.e. four firms that weredistthroughout the period of this study
(Logicom Public Ltd, which was listed on th& df January 2000 had an issue price of
CYPO0.5 and a first day closing price CYP6.5. The first day return was 1200%).
Summarizing there is a sample of 75 IPOs for thheodelanuary 1999 — December 2002,
which includes 9 IPOs for 1999, 37 IPOs for 2000,IROs for 2001 and 9 IPOs for
2002.

5. Empirical findings

5.1 Initial underpricing and long-term performance

Table 4 summarizes the initial{#flay) and short-term performancé‘d(day) as well as
the aftermarket performance (6 months, 1-2-3 ydar}yprus Stock Exchange. Panel A
shows raw and adjusted initial return of 100.49% 408.63% respectively. It is during
the middle of 1999 and the beginning of 2000 th&@E@xperienced these extraordinary
returns, which indicate that the special conditjamsich existed, had a strong influence
on the returns. This means, in practical terme, ithvestors who acquired stock through
IPOs during this period and held them until thetfday would earn very high returns.

By looking at the long-term results, the negatae returns start eighteen months
after going public. However, the longer run retumgwvo years time is -50.14% and to a
staggering -66.31% after three years. The mearstedj returns have a positive 39.08%
in the first year, remains positive in the end lod second year with 1.72% and gets
negative in the third year with -4.96%.

Blue Island Holding PLC made a staggering 911.2R% day adjusted returns,
while Caramondani Bros Ltd and Unifast Finance &elstments Ltd made a 252.31%
and 317.76% one year adjusted returns respectivéy the other hand we have
companies like A.L.Pro Choice Group Public Ltd, ingmegative first day initial returns
of -45.55% and K.Kithreotis Public Ltd who wasddtin April 2002, having six months
negative returns of -62%. Those cases were exclfrdedour sample as outliers.

It is clearly visible that the ‘buy and sell’ stegly in the short term seems to be

much better from the ‘buy and hold’ strategy in tbag term. This finding can be a
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motivation for shareholders to flip their shared get the profit than hold them and start

losing in the long term.

Table 4: Raw Returns for Initial Public Offerings from the Cyprus Stock Exchange
— Time Period 1999-2002

PANEL A:
IPO returns for period of 6 months, 1-2-3 Years ircomparison with the offer price

RETURN OF MEAN STANDARD NUMBER OF MEDIAN MINIMUM  MAXIMUM
RETURN DEVIATION OBSERVATIONS (%) RETURN RETURN

(%) (%) (%) (%)
RAW RETURNS
1st day 100.49 227.09 75 7.21 -46 1200
2nd day 100.98 223.73 75 8.40 -44 1070
6 months 52.86 204.44 75 -9.04 -86.50 1070
12 months 3.86 120.35 75 -30.50 -95.90 570
24 months -50.14 48.09 75 -65.10 -98.83 184
36 months -66.31 33.92 75 -74.35 -99.56 121
EXCESS OR ADJUSTED RETURNS
1st day 108.63 226.02 75 18.24 -48.60 1209
2nd day 108.98 223.73 75 18.73 -47.00 1080
6 months 32.47 86.73 75 50.87 -428.57 122.23
12 months 39.08 97.67 75 23.68 -308.48 532.26-
24 months 1.72 61.37 75 -0.40 -383.61 160.14
36 months -4.96 43.42 75 -7.35 -157.62 187.62
PANEL B

IPO returns for period of 6 months, 1-2-3 Years ircomparison with 1 day of trading

RETURN OF MEAN STANDARD NUMBER OF MEDIAN MINIMUM  MAXIMUM
RETURN DEVIATION OBSERVATIONS (%) RETURN RETURN

(%) (%) (%) (%)
RAW RETURNS
6 months -17.88 65.35 75 -31.91 -84.70 425.42
12 months -35.26 68.74 75 -43.5 -96.57 467.49
24 months -62.85 39.30 75 -73.35 -98.79 140.67
36 months -73.10 27.82 75 -79.73 -99.30 33.89
EXCESS OR ADJUSTED RETURNS
6 months -0.13 65.35 75 -31.91 -84.70 425.42
12 months -3.68 59.89 75 -0.10 -322.279 132.474
24 months -7.42 32.73 75 -11.34 -77.70 100.742
36 months -15.36 37.46 75 -13.68 -203.725 96.43

Panel B of Table 3 reports the short and longenteaturns excluding the first
day returns and shows that from the first six menthe return achieved on the first
trading day has already eroded. In particularntlean adjusted returns on the six month
period is -0.13% and then constantly decrease3.&8% after 12 months, -7.42% after
twenty-four months and -15.36% after thirty-six i Triaina Investments Public Co,
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had a 425.42% six-month raw return and a 104% <ixtm adjusted return, a result
clearly contracting the general negative trend.

The previous results provide a general idea foretktent of short and long-term
returns. Those results require carefully studyjursng the examined period they were in
effect special Stock Exchange financial circumstgsnSpecifically, the study of General
Index shows a significant increase from the midafiel999 to half of 2000. This is
internationally known as the ‘bubble’ effect andatces on a more analytical study in
annual base.

Table 5 classifies IPOs annually and presents rfimliand long-term returns.
Panel A indicates significantly statistical and ésiolic initial returns of 491.62% to all
those individuals that invested during the offac@mperiod for 1999 IPOs. High returns
seem to remain even one year after going publie. [€lel of underpricing for one year
(CAR; 259, for 2 years (CARsz1) and for three years (CARs9 after going public is
128.38, -2.86 and -13.05 respectively. Oppositiaéoprevious result the investors who

bought shares in the end of first day of tradind h#ig loss even one year after listing.

Table 5: Performance categorized by Year if Issuarefor IPOs in 1999-2002

RETURN OF ADJUSTED MEDIAN NUMBER OF ADJUSTED MEDIAN
MEAN (%) OBSERVATIONS MEAN RETURN (%)
RETURN (%) (1*'trading day)
(%) (1*'trading day)
Panel A: Year 1999
CARy: 491.62 498.54 9
CAR 1256 128.38 132.00 9 -64.36 -25.29
CAR 512 -2.86 14.34 9 -15.71 -12.62
CAR 1768 -13.05 0.24 9 -34.35 -12.95
Panel B: Year 2000
CARy: 83.60 31.20 37
CAR 256 47.51 41.74 37 15.38 12.64
CAR 1517 18.10 12.00 37 4.01 -2.39
CAR 1768 15.48 4.88 37 3.00 -1.36
Panel C:Year 2001
CARy: -0.86 -1.55 20
CAR 1 256 -6.02 -6.03 20 -7.23 -8.71
CAR 1517 -20.49 -23.21 20 -21.07 -24.31
CAR 1768 -24.51 -26.97 20 -25.60 -25.84
Panel D: Year 2002
CARy: 5.00 -2.59 9
CAR 1 256 -6.01 -17.00 9 -7.56 -12.97
CAR 512 -16.11 -29.48 9 -18.87 -23.70
CAR 1768 -40.91 -43.62 9 -49.32 -39.22
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Market returns were computed for years 2000, 20@d 2002. Panel B shows
positive returns in long term for IPOs listed dgrid000, a result, which is different, to
the general trend. Even in a long-term period oé¢hyears investors have a profit, no
matter if they invest during the offer price periadin the end of the first day of trading.
On the other hand the positive returns tend toeesa, similar to all the other cases.

The above shows immediately perceptible that dui®g§9-2000 when CSE
experience intense conditions, the returns thesitove experienced were impressively
high, especially for individuals and institutionisat got offers before going public.
Carrying into the firms of the 2001-2002 periodsytloffered only negative returns in the
long-term period. Additionally buying in the endtbe first day of trading proves to be a
very bad idea.

In table 6, firms are segmented by the gross paseé the offer. This allows
examination of the generality of the negative aftarket performance of IPOs. A look in
table 6 confirms Ritter (1991) finding that thesea tendency for the smaller offers,
which have the highest average, adjusted initialirns to have bad aftermarket
performance. The Cypriot case becomes interestindarger offer seems to offer the
worst three years holding period returns. All grpssceeds categories display long run

underperformance.

Table 6: Mean performance measures for 75 IPOs cagerized by Gross Proceeds
Gross proceeds are measure in Cypriot pounds o6-pO€chase power. Initial returns are
computed adgi — Iy The there year holding period return is calculated idicly the initial returns
(excluding the initial returns in the brackets).

Gross Proceeds Average adjustetl year holding 2 years holding 3 year holding

initial returns %  period returns  period returns  period returns
100,000 - 250,000 131.06 -33.92 (-54.0) -62.29.06) -70.72 (-73.8)
250,000 - 500,000 92.96 -22.96 (-39.53) -46.94.68y -49.98 (-60.7)
501,001 - 1,000,000 126.26 56.39 (-10.04) -32.32.82) -68.95(-74.5)
1,000,000 -13,027,007 85.33 -8.21 (-46.16) -63.58 (-73.04) -74.08 (-78.9)
All 108.63 3.86 (-35.26) -50.41 (-62.85) -66.313-D)
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In table 6 firms are segmented on the basis of #ya at the time of going public,
computed as the year of the offer minus the yedéowiding. IPOs are classified in four
categories the ‘baby’ IPOs, ‘childhood’, ‘teenagad ‘mature’ IPOs. ‘Baby’ IPOs have
the lowest initial returns mainly due to luck ofarmation which de-motivates investors
to take even the risk and invest. Consistent whih motions that risky issues require
higher average initial returns Cypriot case ind#eathat ‘childhood’ IPOs (4-9 years in
operation) offer abnormal returns. The level oftiahireturns remains high for the
‘teenage’ firms and tends to decrease in the lisgky fmature’ IPOs. Our results are
related with Muscarella and Vetsuypens (1989) wleuwinent a negative relation
between initial returns and age and confirm thatiag proxy for risk.

The aftermarket performance patterns using agea ameasure of ex-ante
uncertainty can be seen in table 6. It appears ¢matn three-year long-run basis
‘childhood’ and ‘teenage’ IPOs provide the worgtiras and proves to be a bad option of
investment. Alternatively the ‘mature’ firms giveetter aftermarket returns without
getting out of the norm of the negative returns. Wnsider the poor long—term
performance of the younger IPOs, which have asiéenUS case higher market to book

ratios than more established firms as an evidehtteemveroptimism.

Table 7: Aftermarket Performance Categorized by Ageof the Issuing Firm

Age Sample  Average adjustedl year holding 2 years holding 3 year holding
initial returns %  period returns period returns  period returns

0-2 18 30.67 6.72 (-10.23)  -46.87 (-50.70) -66:58.92)
4-9 18 148.56 4.64 (-44.01)  -55.37 (-69.55) -69:68.73)
10- 19 17 115.07 23.83 (-42.58) -50.43 (-67.44) .491-76.55)
20-57 22 81.50 -14.39 (-41.82)  -49.10 (-63.22) 539-70.69)
Al 75 108.63 3.86 (-35.26)  -50.41 (-62.85) -66(313.1)

The firm characteristics of the Cypriot stock affgys used in this study are
presented in Table 8. The mean period between dtee af prospectus and first day of
trading is 29 days with the maximum being more tBan months. The average market

capitalization for Cypriot IPOs is 31.2m Cyprusd.(68.57m USD) and the mean size of
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the stock offerings is 1.83m Cyprus Lira (4.0m USR3tained ownership, defined as the
proportion of shares retained by the pre IPO owngltsigh at 87.16%.

Table 8: Descriptive statistics of independent vaables
(1) TLAG, Time lag between IPO announcement (the @& prospectus and first day of trading) (2) Size
use a control variable to describe if a firm ig&or not, (3) AGE, Ln (1+Age) the natural log loé total
of one plus the age of the company in years odigtieg date (4) UR, Underwriters reputation whigéts
the value ‘1’ for reputable underwriters and ‘Of foon reputable, (5) H/C, IPO listed in Hot Periotls
and IPOs listed during Cold periods gets ‘0’, (8N, proportion of retained ownership during thergpi
public process

Variable Time Lag Size Age Underwriters  Offer Size  Retained
(million) Reputation Ownership
Mean 29.12 31.2 15.43 0.6 1.83 87.16
Median 25 11.0 10 1 0.67 95
St Dev 17.88 48.0 15.66 0.49 15.0 18.95
Min 3 0.226 0 0 129.4 3.75
Max 107 235 57 1 0.03 99.72
Sample 75 75 75 75 75 75

The correlation matrix in Table 9 suggests thatnmalti-collinearity problem exists

among the independent variables in this study.

Table 9: Correlation matrix of independent \ariables (n=75)

Variables 1 2 3 4 5 6

1 TLAG 1.000

2.SIZE 0.213* 1.000

3.AGE 0.056 -0.042 1.000

4.UND -0.107 -0.043 -0.122 1.000

5HC -0.053 0.010 -0.051 0.004 1.000

6.0WN -0.128 0.169 0.123 0.048 -0.034 -0.003

5.2 Regression analysis for the determinants of il underpricing

Two cross sectional least square regressionstaliekcess returns are estimated
and summarized in Table 10. The first uses theiméwal returns and the second adopts
the general market index searching for adjustedllefunderpricing. All standard errors
are adjusted for heteroskedasticity. The resultsvsihat there is significant relationship

between the magnitude of initial underpricing andAG indicating that the period
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between the announcement of the offer price an@ir8telay of trading makes difference
on the returns offered to investors. This is caesiswith the findings of Chowdhry and
Sherman (1996) and Su and Fleisher (1998) thdirttesbetween the IPO announcement
day and the first day of stock trading affectsleéhel of underpricing.

The size of the offering, SIZE, is significant asl@erminant of underpricing
indicating that the smaller the IPO, the greatee ftimitial return. Similar to
Keloharju (1993) we support the rationale that awsgtmic information is less and
therefore underpricing should be less for biggendi In Cyprus, larger IPOs attract a
large number of subscribers, and each subscriptioof a larger size. Investors are
interested in submitting larger orders in large®©$P because such IPOs have a more
liquid aftermarket, which mitigates the liquiditgst of selling their holding.

The coefficient for AGE is also statistically sifoant. The negative sign is
consistent with the international evidence reveptimat history prior going public is a
substantial determinant for high initial returnsir@esult is consistent with the evidence
of Ritter (1984) and Kaneko & Pettway (2003), irating that firms with long operating
history are associated with lower market adjustéhl return.

The finding regarding underwriter’s reputation, DNs negative, as almost every
relative study has been underlined. Further toptieelicted sign there is no significance
of UND with the level of underpricing, an elemenhieh indicates that reputable
underwriters are not powerful enough in the Cypnarket. We find that ‘hot market’
IPOs experience significantly high initial returnBhis evidence is consistent with
Ibbotson et al (1986) who report that hot issuegketa perform average initial returns
that sometimes reach unbelievable levels and amraged with increasing volume. This
result is consistent with “hot issues theory” olvser by Ritter (1984), Hensler et. al.
(2000) and Derrien and Womack (2003).

The coefficient on retained ownership is negative imsignificant indicating that
it makes no difference whether the issuer firms effer higher proportion of their equity
to the market or not. The high-retained percentafgehares by pre-IPO shareholders
shows that Cypriots are not ready to loose cowtirdieir firms. This opposes to Brennan
and Franks (1997) finding that on average a larg@nty of British shares owned by pre
-IPO shareholders are sold at the IPO period.
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Table 10: Results of multivariate regression analys of cross sectional variation in Raw and Adjusted.ong term returns as

dependent variables in comparison with offer day pice for IPOs listed on CSE over the 1999-2002 pedo

Returr=agta; TLAG+a,SIZE+a;AGE+a,UND+asHC+asOWNi+¢ (1) IR, Initial returns, (2) MAIR, Market adjuest initial returns, (3) R3Y, Raw returns in
three years time, (4) ER1Y, Adjusted returns in yegr time, (5) ER2Y, Adjusted returns in two yetiree, (6) ER3Y, Adjusted returns in three yeamseti (7)
R3Y1D, Raw returns in THREE years time from the efiirst day of trading (8) ER1Y1D, Adjusted retsrin one year’s time from the end &fdf trading (9)
ER2Y1D, Adjusted returns in two year's time frone tind of i day of trading, (10) ER3Y1D, Adjusted returnstiree year's time from the end of first day of

trading
Specifications (2) (2) 3) 4) (5) (6) (7 (8) 9) (10)
IR MAIR R3Y ER1Y ER2Y ER3Y R3Y1D ER1Y1D ER2Y1D ER3Y1D
Constant (0.023) (0.023) (0.053) (0.255) (0.400) 0.718) (0.002) (0.275) (0.270) (0.154)
TLAG -0.156 -0.133 -0.128 0.006 0.066 -0.104 -0.100 0.098 -0.078 -0.078
(0.028)** (0.069)* (0.162) (0.907) (0.703) (0.233) (0.083)* (0.301) (0.576) (0.388)
SIZE -0.142 -0.147 -0.023 -0.011 -0.139 0.091 0.033 0.054 0.063 -0.155
(0.092)* (0.079)* (0.030)** (0.988) (0.351) (0.3p6 (0.673) (0.108) (0.116) (0.131)
AGE -0.015 -0.019 -0.055 0.124 0.022 -0.028 -0.001 -0.110 -0.134 -0.003
(0.077)* (0.072)* (0.062)* (0.844) (0.611) (0.363) (0.794) (0.917) (0.944) (0.451)
UND -0.047 -0.051 0.148 -0.007 0.001 0.034 0.168 016 0.179 0.061
(0.503) (0.484) (0.993) (0.874) (0.367) (0.661) 100) (0.930) (0.287) (0.463)
HC 0.307 0.330 -0.121 0.285 0.233 0.323 -0.185 0.23 0.125 0.356
(0.003)***  (0.001) *** (0.665) (0.013)** (0.099)*  (0.012)** (0.125) (0.063)* (0.133) (0.006)***
OWN -0.115 -0.101 -0.171 -0.457 -0.001 -0.042 -0.01 0.091 -0.029 0.106
(0.445) (0.526) (0.573) (0.050)* (0.227) (0.813) 0.963) (0.479) (0.566) (0.480)
R 0.194 0.200 0.124 0.268 0.119 0.133 0.794 0.982 93.0 0.178
Number of IPOs 75 75 75 75 75 75 75 75 75 75
F-value (2.41)* (2.52)** (1.44) (3.68)*** (1.36) 1.54) (0.86) (1.09) (1.04) (2.17)**=
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5.3 Regression analysis for the determinants of Igaterm performance

Ritter (1991) presents some evidences that firnis wgh-adjusted initial returns
tend to have the worst aftermarket performanceatttéutes his findings to potential
overreaction in the market for IPOs. This sectinamngines the long—run performance of
IPOs to see whether or not issues have large gacknes.

Table 4 documents that IPOs experience negativestad] long-term returns. This
section uses this result and aims to test the mi@tants of IPO under-performance in a
period up to three years. Towards this directionpr@ceed with regression tests the
results of which are summarized in table 9.

A glance in the findings reveals significancelote factors with various levels of
post IPO performance. The results show that IPGfemo& hot market conditions, cause
negative returns to investors in one and thre€yeariod. It is obvious that the prices of
hot market IPOs in the short term are reversethénldng term as a result of change in
beliefs of investors due to much optimism thattstauted to the new issues by investors.
This reversion in prices relative to the marketeyates underperformance of IPOs made
in the hot market. Our evidence is in line witht&it(1991) for significant relationship
between hot market IPOs and long term underperiocma

Further to the significance in short-term levelZES measured by market
capitalization of the firm the year before goindopg, is a reason for underperformance
of IPOs in the long term. The three-year raw redundicate that the small IPOs lead to
greater underperformance relative to large IPOswis@ multiple comparisons show
that firms in the smallest size group have sigaifity more negative performance than
firms in other size groups in the long term. Funthere the underperformance seems to
be stronger for the smaller firms in three yeansggeit is not a ‘small IPO effect’ since
the average abnormal returns of the largest firmes adso negative. Our results for
positive relationship between issues size and tangerformance is in line with Hanley
(1993) and Levis (1993).

The retained ownership of the initial stockholdewmers of the firms was not
found significantly related to initial day returhat it is proved a significant factor for the
annual IPO underperformance. This finding addshe litterature and mainly to the

finding by Leland and Pyle (1977) that firms withegter insider selling should have
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worse long run performance. It matches with Jaid &Emi (1994) that the long-run
underperformance can be partly explained by thesaming managerial incentives

following the IPO.

6. Conclusion

This paper studies the underpricing and the long-tgerformance of 75 IPOs issued in
Cyprus between January 1999 and December 2002isTamiswith results from previous
studies, and much higher than the initial retueysorted by Ritter (1991) for US IPOs
and many other researchers for international IP&s,find that there is a huge
underpricing of Cypriot IPOs, as the average retfrnew issues at the entrance day to
the stock market calculated to be 100.4%. Thefigate becomes even higher if we
count four outliers that have been excluded frore gample. IPOs are priced
substantially below their actual price becauséefitigh level of uncertainty (confusion
among the investors), which exists in the marketestors take advantage and they make
very good initial returns once they buy sharehmissue price period.

The long-term performance that includes the fiddy returns, remains
significantly positive for Cypriot IPOs once thectcs is up to one year period, but it turns
negative for a holding period above the two yelithe first day of trading is excluded
then the aftermarket behaviour of Cypriot IPOs Imees negative from the sixth month
after listing. A strategy of investing one Cypiug in IPOs at the end of the first day of
public trading and holding the shares for a threaryperiod would have left the investors
with only 33 pences. This suggests that it is ngbad strategy to hold IPOs for long
period.

The results from multivariate regression analysighlight several significant
findings. First, the IPO underpricing is positivegtated to the number of days between
offering period and listing, suggesting that puliicestors require a larger underpricing
if they have to wait longer to trade the new issi&escond, underpricing is negatively
related to the size of IPO. To the extent thatrttezket capitalization is an indicator of
the length of a firm, our results suggest that twmmpanies with larger market
capitalization will have lower level of underprign Third, we also find negative

relationship between underpricing and the age OiIBy the time they go public. Ex
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ante uncertainty is associated with the historyhef firms and it seems to make the
difference, as relative young firms, named as ttolod’ and ‘teenage’ IPOs, are highly
associated with high initial returns. ‘Mature’ IPO®8ng less uncertainty and assist the
market to price them near their actual value. I§inanderpricing is positively related to
the prevailing market conditions by the time IP@&g public, suggesting that the large
underpricing is due to ‘hot issue’ markets. Thicansistent with Loughran and Ritter
(2002) who find the performance of the market to dignificantly related to the
magnitude of underpricing in the U.S.

We also examine the variables, which affect thregiterm performance of IPOs.
Multivariate analysis based on a 1 to 3 year petiedeals significance of three factors.
Initially the IPO aftermarket underperformance egatively related to the size of the
firms, suggesting that large IPOs should expesthegative future returns. Similar to the
short-term, market condition plays an importanerm the aftermarket. The IPOs with
excess initial returns tends to offer extremelyateg in the long term.

The question that is raised is how to interpre¢ #ignificantly long-run
underperformance that follows the IPOs. One intdgdion might be that large
information asymmetry causes the market to beiomatly optimistic about the initial
public offerings. This fact leads investors to pay much in the immediate aftermarket
period for an IPO and then discover the mistakbénfollowing years as argued by Ritter
(1991), who concludes that the offering price oflerperformed IPO stocks is not too
low but too high. Although our results are consistavith this fact, this simple
irrationality during IPOs offering does not seeneiglain the whole phenomenon.

Despite the fact that the findings of the existisiydy is in line with the
international literature, it is almost essentiay darther study on Cypriot IPOs. The
period of this study presents some unique chaifatits; as the stock market boom does
not represent the actual increase in the valudafes. The ‘bubble effect’, which was
followed, had as a result excess returns to bentalethe investors. The stock market
after the phase of its euphoria experienced a gtrdownward period. Its main
characteristics were the high uncertainty amongiritkestors, the lower level of daily
trading in the stock market and the negative aféeket returns.
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