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Initial public offerings (IPOs) have become more popular again in Finland after a very quiet
period between 2002 and 2014. Listings have historically offered good short-term returns
for investors, but in the long-term, IPO stocks have not performed as well as other listed
companies.

The goal of this research is to examine the existence of IPO underpricing in Finland and
the effect of selected factors on the level of underpricing. The factors chosen for this study
are the size of the offering, IPO method, the chosen marketplace, and age and industry of
the company. The data sample used in this research contains 50 companies that went
public on First North Helsinki and the main list between 2012 and 2018.

At the beginning of the theory part, financial markets are introduced, and reasons to go
public are examined. After this, the study deepens into describing the IPO process gener-
ally and then more specifically in Finland. Finally, the most important theories of IPO un-
derpricing are introduced.

The effect of selected factors is examined by multiple regression analysis with six inde-
pendent variables. A market-adjusted first-day return is used as a dependent variable. The
results of the regression analysis are introduced, and the validity of the model is tested in
the empirical part.

An average first-market day return of IPOs issued between 2012 and 2018 was 3.63%. Ac-
cording to the study, only the age of the firm can be used to explain the degree of under-
pricing. Other selected factors do not provide statistically significant results. The study indi-
cates that IPO underpricing cannot be explained with individual theories or variables, but
there are always multiple factors affecting the degree of underpricing.

Keywords
Initial public offering, IPO, Underpricing, Regression analysis




Table of Contents

A 1 o o 11 o 1 oo 1
A = - Tl (o | (o 11 o 1R 1
1.2 Thesis objective and demarCation..............uuoiiii i 4
G T Q)Y oo oY o] £ PP 4

2 Influencing theories to IPO UNAEIPriCINg........ooveviieiiie e 6
2.1 FINANCIAl MAIKETS ... ...t e e e e e e e e aa e e eaaes 6
2.2 Efficient-market NYPOtheSIS .........cooiiiiiiiiiiiiiiii s 6

2.2.1 AwWeak-form EMH ........coiii i 7
2.2.2 A semi-strong-form EMH ... 7
2.2.3 A Srong-form EMH ........uuuiii 7
2.3 A MArket ANOMAIY .......oviiiiiiiiiiiiiiiei ettt 8
2.4 ReasONS t0 §O PUDIIC. ......uuiiiiiiiiiiiiiiiiieie ettt 8
2.4.1 RaiSING CAPItAl.......coovriiiiii i e eaan 9
2.4.2 CASN QUL ..ttt 10
2 T [ = o TP 11
2.4.4  ACQUISTLIONS .. ..t e e e e e 11
P S T | o O I o] 0o =11 PSP 12
2.5.1 Pre-IPO transformation phase............cooovvviiiiiiii i 12
2.5.2 PO transaction PhaSe.........ccoviiiiiiiiii i e 13
2.5.3 POSE-IPO PhaSE.......oooiiiiii i 16
2.5.4 Going public iN FINlaNd.............cooiiiiii i 16
2.6 Initial public offering UNderpricing.............coiiiiiiiiiii e 17
2.6.1 INSHLULIONAl tNEOTIES ... 19
2.6.2 Ownership and CONIol ............covuiiiiiii e e 20
2.6.3 BehavioriStiC thEOIMES ....uuii e 21

3 RESEAICN MELNOUS .....eiiiii e e e e e e e e e r e e e eeees 23
3.1 RESEAICH TESIGN ..ttt 23
B T2 B T - W o ]| T=Tox (o o SRR 24
3.3 DALA ANAIYSIS ..eeeeeeeiieiiiiiiieiee ettt nne 25
3.1 Independent variables of regression analySiS.................uueeeeuieiimmmieieeiiiiiii. 27

4 EMPIFIC FESUILS. ..o it e e e et e e e e e e e e e et e e e e e e s eeastaa e aaeeeeeernnes 30

4.1.1 NOrMAlLY tESE....ciiiiiiii i e e e e e e et e e e e e eeenns 30
4.1.2 Regression MO ......ccooiii i e e eeans 32
4.1.3 Homoscedasticity of the regression model.............ooevvieiiiiiiiiiiiiiienneee, 33
4.1.4 Multicollinearity of the regression model.............ccoovvviiieiiiieiiiiiiiieee e, 34
4.2 Summary Of the FESUILS .........cooiiiiiii e 35

LT B 11U 111 (o] o 1R 37



R R (=Y €= L PP 37

5.2 RECOMMENUALIONS ....eeiiiiiiiiiiiiiiiiiiiiieeeeeeeee ettt eae e bebassabebbbaeeeeeeeseennnnnes 39
5.3 Reliability and vValidity............uuuiiiiiirii e 39
5.4 Reflection 0N l€arning .......... oot 40
] (=] €= o = 41

A1 = 1] a1 1= TP 47



1 Introduction

After the period of a very little number of initial public offerings (IPOs) in Finland between
2002 and 2014, the market has finally started to see more activity again. This trend is
highly desirable because a healthy capital market is essential to Finland’s economic well-
being. The stock exchange does not only provide the additional way for firms to raise mar-
ket-based capital, but it also maintains a financial ecosystem which consists listed compa-
nies, institutional investors, venture capitalists, investment funds, family enterprises, and
private investors. The ecosystem offers listed companies the best possible environment
for creating economic growth and support employment. Supporting the growth of small
and medium-sized companies is crucial because companies with less than 50 employees
generated as many as 73% of all new jobs in Finland during the period 2001-2012. In
Sweden, where the listing activity is significantly higher than in Finland, the corresponding
figure has been approximately 80% over the past ten years. (NASDAQ OMX 2014, 3-4.)

Increased activity in IPO markets has brought back the question; how can an investor
benefit from initial public offerings? According to Keiding (2016), the listing price should
reflect the real value of the business, but despite the market or IPO method, the system-
atic underpricing has been found. The phenomenon is called IPO underpricing. This re-
search is implemented from the viewpoint of a private investor who wants to gain benefit
from abnormal returns provided by the underpricing of IPOs. The study analyses various
factors which are believed to affect the degree of underpricing and compares market ad-
justed first day returns to prior studies to determine if IPO underpricing has increased or
decreased with additional listing activity. The analysis aims to help investors to under-
stand how to choose the most profitable IPOs to invest in.

1.1 Background

Early evidence of IPO underpricing was initially found by Reilly and Hatfield (1969) when
they researched 53 new equity offerings from 1963 to 1965. They compared the offer
price and price on the first Friday to be able to find if there was short term underpricing in
new issues. IPO stocks outperformed the market by 18.3% confirming the existence of un-
derpricing. Reilly and Hatfield (1969) came up with several possible issue specific reasons
for the outcome of the study. Underwriters tend to underprice the issue to ensure the suc-
cess of the listing and to minimize their exposure with a quick sale. The successful issue
is beneficial for all parties including the issuer, underwriter, and investors. Underwriters re-
ceive part of their commission as stocks or options to buy a large number of stocks at a
price near issue price. This leads to a situation where it is more beneficial for the under-

writer to set the issue price lower. Underwriters are also committed to stabilizing the issue



in case of higher volatility. To avoid stabilizing actions which tie resources and capital, un-
derwriters tend to underprice issues to make them more attractive to the public. The is-
suer can benefit from lower price by leaving investors satisfied after successful issue so
that they are more likely to buy stocks in future issues as well. (Supriya & Phani 2016, 35-
36.)

More recently, Ritter (2019) has been collecting information of all companies that went
public In the U.S. between 1980 and 2018. His data includes all IPOs with an offer price of
at least $5.00, excluding American Depositary Receipts (ADRs), Real Estate Investment
Trusts (REITs), closed-end funds, unit offers, natural resource limited partnerships, small
best efforts offers, banks and savings & loans (S&Ls), and stocks that are not listed on
NYSE or NASDAQ. Based on the data of Ritter in 80s there were 2048 listings with 7.2%
mean first-day return. In 90s IPO market became a lot hotter and between 1990 and 1998
there were already 3613 listings with 14.8% first-day returns. Due to the dot-com bubble
and extremely high number of listings at the end of the 90s and early 00s, Ritter had sepa-
rated IPO listings of 1999 to 2000 into a separate line. During these two years in total of
856 companies listed in NYSE and NASDAQ and first-day returns of 64.6% were re-
ported. From 2001 number of listings have stabilized and returns have decreased back to
earlier rates. From 2001 to 2018 there were 1980 IPOs with 14.3% first-day returns. The
average first-day return for his sample period was 17.9%.

IPO underpricing anomaly has been researched globally in various countries over time.
Based on the research of Loughran, Ritter, and Rydqvist (1994) underpricing varies per
country, and it is generally higher in Asian countries compared to European countries.
Their research included data from 25 countries, and in all of them, companies going public
were underpriced in the short run. The variation of the level of underpricing between differ-
ent countries was explained by the amount of government interference, the time of setting
a fixed offering price and the overall risk level of the firm. It was mentioned that when ex-
plicit auctions are used, very little underpricing exists. Ritter (2003) researched the differ-
ences between European and American IPO markets and published the table of average
initial returns for 38 countries. The table has been updated since then, and there is cur-
rently data available for 54 countries. Figure 1. illustrates the underpricing between 24 dif-

ferent countries ranging from 6% in Austria to as high as 158% in China.
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Figure 1. Average first-day returns on IPOs. (Compiled from the table of Ritter 2003,

which is collected from studies of various researchers)

In Finnish stock markets, IPO underpricing was originally found by Keloharju (1993)
whose research shows that there has been a short-term undervaluation of 8.7% in IPOs
between 1984 and 1989. In his finding, the undervaluation is slightly lower than most stud-
ies have found on other markets. After the research of Keloharju (1993), Finnish IPOs
have been examined by Westerholm (2006) and Hahl, Vahamaa & Aijo (2014). Wester-
holm (2006) reported an average underpricing of 21.9% between 1991 and 2002 while
Hahl et al. (2014) found an underpricing of 15.6% between 1994 and 2006. Higher under-
pricing in the latter two studies can be explained with a different sample period. The study
of Keloharju (1993) has been implemented before the dot-com bubble, the period when
IPO underpricing was significantly higher than ever before or after it. There is a lack of re-
cent researches of Finnish stock markets which examine the underpricing after the finan-

cial crisis.

Several studies including Keloharju (1993), Westerholm (2013) and Hahl et al. (2014)
report that IPO stocks are not good long-run investments due to lower returns. Based on
the research of Hahl et al. (2014) the average market-adjusted return for IPO stocks in
Helsinki Stock Exchange is -30% in the next three years after the listing. Accordingly, this
study focuses only on short term returns and more specifically only to first market day re-

turns.



1.2 Thesis objective and demarcation

The goal of this research is to investigate the existence of IPO underpricing in Finland and
the effect of selected factors on the level of underpricing. The factors chosen for this study
are the size of the offering, IPO method, the chosen marketplace, age and industry of the

company. The study examines and answers the following questions:

1. How do selected factors including the size of the offering, IPO method, the chosen
marketplace, age and industry of the company affect the underpricing of initial pub-
lic offerings?

2. What kind of returns can investors expect from investing in IPOs when looking at
the first market day?

3. How high is the degree of underpricing compared to the time before the financial

crisis?

Due to the scope of bachelor thesis, the research will be limited to publicly listed compa-
nies in Nasdaq OMX Helsinki and Nasdaq OMX First North Helsinki who have had an IPO
between 2012 and 2018. Listings that did not include public offering are excluded in this
study. Such exclusions include directed share issues, spin-offs, mergers, reverse mer-
gers, parallel listings and companies that changed list. Prior researches suggest that an
investor can expect a higher return in short-term, but worse in long-term, so this research

will only cover returns of the first market day.
1.3 Key concepts

Initial public offering (IPO) is the process where a private company offers shares to the
public for the first time to get listed in the stock exchange. Companies can either use IPOs
as the way to raise capital for expenditures or to allow the owners to sell some or all of
their ownership of the company. If the company decides to issue additional shares later

after IPQ, it is called a seasoned equity offering. (Brigham & Ehrhardt 2011, 30.)

Underpricing in IPOs is the listing of stocks below their fair value. Underpricing is typi-
cally used to make listings more attractive to investors. One of the reasons for underpric-
ing is the possible risk of lower liquidity in IPO stock compared to already publicly traded
stocks. There is also less historical data available, so IPO companies are less predictable.
Underpricing increases the probability of oversubscription which reduces the risk of an un-
derwriter. (Brigham & Ehrhardt 2011, 795.)



An underwriter is a party that evaluates and analyses the risks of another party. In IPOs
Underwriter, which is typically an investment bank, acts as the middleman between inves-
tors and the company issuing shares. Depending on the agreement, the underwriter might
be obligated to reduce the risk of the issuer by purchasing the entire offering and selling
stocks to the public. (Brigham & Ehrhardt 2011, 14.) The underwriter also helps the com-
pany with practical preparements and decisions such as how much capital should be

raised, what kind of securities to be issued and how to prepare for becoming public.

A market anomaly is also known as a market inefficiency. In financial markets, anomalies
are empirical results that seem to be inconsistent with the efficient-market hypothesis.
They indicate market inefficiency which can lead to profit opportunities. After being pub-

lished anomalies tend to disappear, reverse or attenuate. (Schwert 2003, 940.)

Asymmetric information refers to situations, in which one party of the trade holds infor-
mation while other party does not. A key assumption for economic theories is that the

characteristics of all products traded should be equally observed by all parties. If this as-
sumption fails to hold, information asymmetry is existing, prices are distorted and do not

achieve optimality in the allocation of resources. (Quy-Toan 2003)



2 Influencing theories to IPO underpricing

In this chapter, the most important theories affecting the research are introduced. The
theory of efficient markets is the cornerstone of capital markets, but IPO underpricing is an
exception to efficiency which can be exploited by investors. This chapter also covers the
reasons why firms go public and how the listing process goes. Prior studies related to un-

derpricing reasons are introduced at the end of this part.
2.1 Financial markets

Some companies or individuals have profitable ideas, but no capital to implement the
ideas. While others have more capital available than profitable ideas to implement. This
creates the demand for financial markets that bring together organizations and individuals
who need the money and who are ready to invest money (Brigham & Ehrhardt 2011, 27).
The system creates economic efficiency by ensuring that the capital can move to the
place where it is the most efficient. (Kniipfer & Puttonen 2016, 54.) Financial markets op-
erate in many different ways, but all of them serve the same essential functions including
price setting, asset valuation, arbitrage, raising capital, commercial transactions, investing

and risk management (Levinson 2009, 2).

The financial market is divided into money market and capital market. Money markets are
the markets for short-term securities with a running time of less than one year. Money
market securities are typically more liquid and carry lower risk than capital market securi-
ties. Capital markets are for long-term investments such as stocks and debts maturing
more than a year in the future (Brigham & Ehrhardt 2011, 27). Capital markets can be di-
vided into the equity market and the debt market. Equity can be raised from stock markets
while debt is raised from bond markets or directly from financial institutions. This research
focuses on initial public offerings which are part of equity markets.

2.2 Efficient-market hypothesis

For this research, it is important to understand the efficient-market hypothesis (EMH) and
how it affects financial markets. Efficient-markets were first introduced by Kendall (1953)
who found that stock prices cannot be predicted by looking into historical data. Before
that, there was a belief that future prices could be forecasted by looking at historical stock
prices (Kendall 1953). Efficient-markets mean that returns of stocks follow random walk
instead of relying on past price. By looking at yesterday’s price, an investor cannot get any
benefit. The price of the stock changes only when new information comes out and the
price change should be almost immediate after news come out. New information must be

unpredictable. Otherwise, it would not be new anymore. (Knupfer & Puttonen 2016, 167.)



One of the most important theories on financial markets is the efficient-market hypothesis
originally found by Fama (1970). The theory suggests that asset prices should fully reflect
all publicly available information. For that reason, it should not be possible to beat the
market and buy undervalued stocks by using the expertise of investor to pick the stocks
which will perform better than the market. According to the research stocks always trade
at their fair value and investors can only earn higher returns by buying riskier assets.
(Fama 1970.)

Based on the efficient-market hypothesis, investors would not benefit from market timing
or stock selection, but the best result would be achieved by investing in a passive portfolio
with low costs such as ETF funds. In practice, there are limitations, because EMH expects
that the market does not have any transaction fees, and all information is available to the
public for free. Also, it is expected that investors are unanimous about how new infor-

mation affects markets. (Fama 1970.)
2.2.1 A weak-form EMH

According to Fama (1970), efficient markets can be divided into three forms. A weak-form
EMH suggests that share prices only reflect one information which is the historical share
price. The theory argues that there are no patterns that exist, and the future price cannot
be predicted from historical prices. Therefore, the investor would not benefit from technical
analysis. Based on weak-form all new information must be unrelated to previous infor-
mation or otherwise it would not be considered as new information. Due to that, every
movement in the share price is the response to new information which was not available
before. The movement cannot be predicted from historical movements or share prices.
(Fama 1970.)

2.2.2 A semi-strong-form EMH

A semi-strong-form EMH suggests that the share prices reflect all publicly available infor-
mation. Based on the theory market should quickly adapt to the new information and
stocks should be traded to the new equilibrium price. Semi-strong-form suggests that us-
ing technical and fundamental analysis should not bring higher returns in the market, but
the only way to produce returns above market averages would be utilizing the information

that is not available to the public. (Fama 1970.)
2.2.3 A strong-form EMH

A strong-form EMH suggests that stock prices reflect all historical, public and private infor-

mation. Therefore, there is no type of information which investors could use to gain an



advantage over the market. Based on the theory holders of private information would uti-
lize it and buy underpriced stocks until the price would reach the fair value. (Fama 1970.)
Despite the theory, securities market act restricts the trading of holders of inside infor-
mation, so the idea of a strong-form EMH is more or less absurd. According to Fama
(1970), it is possible that for instance only the weak-form and the semi-strong-form can be
applied to the market, but the strong-form can not. Due to this, it is possible to deduce at

which point the perfect reflection of information stops happening.
2.3 A market anomaly

Based on the efficient-market hypothesis market anomalies should not exist and there
should not be underpricing in stocks. Nonetheless, researches have been able to find
market anomalies which are also known as market inefficiencies. One of the first studies
of market anomalies was done by Kelly (1930) when he revealed the existence of the
Monday effect anomaly in the US stock markets. Based on his research returns were

lower on Mondays.

In financial economics, the word “anomaly” refers to an irregularity from the common or
natural order, or an exceptional condition (Frankfurter & McGoun 2001). According to their
study anomalies can occur only once before vanishing or they can occur continuously. In-
vestors can exploit market anomalies as part of their strategy to gain returns higher than

the market return is. These returns are called abnormal returns.
2.4 Reasons to go public

The decision to go public is a massive step for the company. Being publicly listed com-
pany brings many advantages, but also some disadvantages. In most cases, the primary
reason to go public is the desire to raise equity capital which could be used for example to
capital expenditures or to rebalance accounts. Unlisted stocks are very illiquid, so it is diffi-
cult to convert some of the ownership of founders or other shareholders into cash without
going public. Non-financial reasons, such as publicity reasons, also play a role for most

companies.

Ritter and Welch (2002) suggest that firms go public if market conditions are favorable,
but only if companies are beyond a certain stage in their life cycle. According to Loughran
and Ritter (2004), the median age of firms going public in the USA has been very stable at
seven years old since 1980. The only exception to this was the dot-com bubble when
younger companies of the median age of five years were listed and the year 2001 right af-
ter the bubble when companies probably got more cautious, and the median age rose to

12 years. Pagano, Panetta & Zingales (1998) conducted empiric research of Italian IPOs



intending to determine the reasons why do companies go public. In their research, they
mentioned that a typical Italian IPO is eight times as large and six times as old as the typi-
cal IPO in the USA. According to Rydqvist and Hogholm (1995), the average age of firms
going public in Continental Europe is 40 years old. The difference to the USA is signifi-
cant, and it is notable that European companies are more likely to use the funds raised in
IPOs to pay down debt instead of financing growth (Pagano et al., 1998.) That might ex-
plain the higher degree of underpricing in the USA compared to Europe.

2.4.1 Raising capital

Raising capital is probably the first reason to come up to mind when thinking why compa-
nies go public. Firms might face the problem that they want to grow, but they can no
longer get more money from debt markets. Companies can either sell primary shares
which are newly issued shares of common stock or secondary shares which are already
existing shares. The main difference is that the sale of secondary shares do not increase
the total number of shares outstanding or equity of the firm because these shares are sold
by existing shareholders who get the proceeds of the sale.

Kim and Weisbach (2005) examined how companies use the money raised in IPOs by ob-
serving total assets, inventory, net property, plant & equipment (PPE), capital expendi-
tures, research & development (R&D) costs, cash and debt reduction of new IPO compa-
nies. With each variable, the correlation on the relative proportion of primary shares was
significantly positive, suggesting that issued primary shares are related to increases in
above-mentioned accounting variables. By far the largest portion of the money raised in
the IPO was used to increase capital expenditures and R&D. However, the study sug-
gests that the capital raised in IPO is not used all at once, but in year one, firms hold as
much as 68.8 percent in cash. Spending on inventory, net PPE, R&D, capital expendi-
tures, and debt reduction all increase over time. A possible explanation for this could be
the way how companies tend to spend cash acquired in the IPO over a several year time
period (Kim & Weisbach 2005).

Pagano et al. (1998) suggest that probably the most cited benefit of going public is gaining
access to other sources of finance than venture capitalists and banks. Being able to raise
capital should be especially beneficial for companies with significant investments, high
leverage, and a high growth rate. The opportunity is not only restricted to IPO, but firms
that raise primary capital are more likely to raise subsequent capital in the years following
the IPO (Kim & Weisbach 2005). Gaining access to the stock market does not only elimi-
nate the issue of unilateral sources of funding but also increases the bargaining power

with banks. When a private company seeks for debt capital, banks can benefit from their



privileged information about the creditworthiness of the company. Publicly listed compa-
nies are required to follow more strict reporting and accounting regulations than private
companies. By disseminating information to the investors, a company increases competi-
tion to its lenders which decreases their cost of credit and could secure a more abundant
supply of external capital. (Rajan 1992.) The bargaining power hypothesis was tested by
Pagano et al. (1998) who assumed that firms with higher interest rates and fewer funding
possibilities should be more likely to go public. They reported that their post-IPO data in-
deed indicated that the cost of credit decreased, and the concentration of credit reduced
after the IPO. Nonetheless, they could find neither the higher interest rates nor the credit

concentration to be the determining factor for the decision to get listed in a stock market.
2.4.2 Cash out

According to the study of Black and Gibson (1998), IPOs allow venture capitalists (VCs) to
exit from their investment. Along with VCs also founders of the company and other share-
holders get an opportunity to cash-out at least partially by selling secondary shares. The
decision to go public does not only give an immediate opportunity for owners to cash-out,
but it also increases the liquidity of a company’s stock. Shares of publicly listed companies
can be traded for significantly cheaper and with less effort than shares of private compa-
nies. As a result, the liquidity benefits provided by being publicly listed on an exchange in-
creases the likelihood of initial owners to be able to sell shares to dispersed investors.
This provides owners an opportunity for diversification, which can be achieved directly by
selling stocks of the company and reinvesting in other assets, or indirectly, by having to
raise fresh equity capital for the company after the IPO and to acquire stakes in other

companies. (Pagano et al., 1998.)

Kim and Weisbach (2005) used a sample of 16,958 IPOs from 38 countries to be able to
provide insight into how the motives for going public vary across types. They reported that
in most countries firms issue a majority of primary shares, but the proportion varies con-
siderably across countries. IPOs in European countries tend to have the lowest rate of pri-
mary shares sold while the highest rate is in Asian countries other than Japan. According
to their sample of nearly 17,000 international IPOs, 79.4% of shares sold in IPOs were pri-
mary shares, and the remaining 20.6% were secondary shares. The sample suggests that
in Finland it has been slightly more common to use IPOs as a cash-out method since
36.9% of shares sosd in Finnish IPOs were secondary shares. Kim and Weisbach (2005)
also suggest that as the proportion of primary shares issued is significantly higher, most
IPOs appear to aim to raise capital to support future growth. In countries where the pro-
portion of secondary shares is more substantial, companies might have different motives
to go public. Such motives could be for example the idea of eventually selling out the com-

pany, benefit from diversification or obtain liquidity.
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2.4.3 Image

Going public does not only bring capital benefits but also increases the image and trans-
parency of the firm due to the disclosure obligation. Going public brings media visibility to
the company which can often be seen as a mark of quality in the eyes of investors, cus-

tomers, and suppliers. The better image can also help the firm in the recruitment process

to attract more skilled labor. (Porssisaatic 2014.)

IPO underpricing can be one way to increase interest in the firm. According to Demers
and Lewellen (2003), both website traffic and media citations increase in a month of IPO
and a month after it. They found that the degree of underpricing is significantly correlated
with website traffic for a set of Internet IPOs. According to their data, one percent increase
in underpricing generates on average 1,754 unique website visitors. The cost per unique
visitor was then $450 of underpricing. They found that underpricing also correlates with
media citations in the month of IPO for a sample of both non-internet and Internet IPOs.

2.4.4 Acquisitions

Firms might face the situation, that they want to acquire another company. The acquirer
company can raise the capital in the IPO to be able to make cash acquisition, but the
raised amount is not always enough. It is prevalent that at least part of the deal is done by
exchanging stocks. To be able to use shares as a currency in the acquisition, the com-
pany might need to become public to avoid possible stock price misvaluation which can
be caused by asymmetric information.

Brau and Fawcett (2006) researched how frequent post-IPO acquisitions are. Their sam-
ple consists of 336 completed surveys composed of 87 successful IPOs, 37 withdrawn
IPOs, and 212 companies that were large enough, but never attempted to go public be-
tween 2000 and 2002. They found that IPO firms were acquirers 141 times and targets
only 18 times suggesting that companies go public primary for using their shares to ac-
quire other firms rather than positioning themselves to be acquired. They also compared
the acquisition activity of IPO firms to a benchmark group of private firms. IPO firms were
involved in 141 acquisitions while the benchmark group acquired only 96 times. Another
way around there was not a significant difference. IPO firms were targets in 18 cases ver-
sus 17 cases in the benchmark group. Research of Brau and Fawcett (2016) suggests
that IPOs increase the probability of both cash acquisitions and stock deals. According to
their survey chief financial officers (CFOs) of their sample group valued the ability to cre-
ate public shares for use in future acquisitions to be one of the most important reasons to

conduct an IPO.
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2.5 IPO process

Going public is a long process for the company, and it is recommended to start prepara-
tion already a couple of years before the actual listing. The process starts with planning. It
is recommended to evaluate the strategic option and perform a health check to be sure
that IPO is the right strategy for the company. Public companies are subject to increased
transparency, compliance, filing requirements, scrutiny by investors and analysts, and
overall accountability for delivering on promises. The firm needs to start to build capital

market infrastructures to achieve IPO readiness and meet these requirements. (EY 2018.)
2.5.1 Pre-IPO transformation phase

After the decision to go public, it is the time to move to an actual preparation phase which
typically starts by fine-tuning the business plan and IPO fact book. The business plan
should provide a clear road map for the company and cover the period of two to three
years before and after the IPO. IPO fact book is often a joint effort from management and
advisors, and it consists a single collection of financial and non-financial data needed for
important documents such as prospectuses, marketing materials and responses to infor-
mation requests from lawyers, investment bankers and the auditors carrying out due dili-
gence. (EY 2018.)

IPO preparation cannot be done alone. Listings typically involve an external team of bank-
ers, lawyers, auditors, investor relations and other advisors. Auditors help the company to
fulfill regulators’ requirements for an independent audit of historical financial statements,
provide all financial information in the prospectus required, and issue the required comfort
letter. Banks advisors and issuers counsel help to prepare, file and complete listing appli-
cation and prospectus. They also help to ensure that everything is checked and verified so

that the company is not exposed to claims after the IPO. (EY 2018.)

One of the most critical decisions in the IPO preparation phase is to choose the under-
writer which is usually an investment banker. If the issue is going to be large, it may be
necessary to form an underwriter syndicate which is a temporary group of investment
banks sharing the risk of IPO together. The syndicate is led by the lead underwriter. The
role of an underwriter in IPOs is to help the company to prepare to listing, structure the of-
fer by helping to determine the size and price of the issue, manage the IPO marketing
campaign including the IPO roadshow, conduct IPO due diligence process, and help to

ensure a stable and robust market for shares post-IPO. (EY 2018.)

The research of Brau and Fawcett (2006) suggests that the CFOs select lead underwriters

based on overall reputation, quality of research department and industry expertise. They
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compared their results to Krigman, Shaw, and Womack (2001) to find that CFOs’ criteria
have remained unchanged before and after the dot-com bubble. Carter and Manaster
(1990) found that using well-reputed underwriters can reduce the risk of an issue and re-
sult in lower underpricing because investors are more confident investing in issue associ-
ated with the well-reputed underwriter. According to Dunbar (2000), the fair pricing of
IPOs influences the market share of the underwriter. This increases the probability of well-
reputed underwriters to price issues more accurately and decrease underpricing. Accord-
ingly, there is a correlation between the underwriter’s reputation and the degree of under-
pricing. The issuer does not only benefit from more accurate pricing when using well-re-
puted underwriter, but highly reputed underwriters also attract long term investors who
help to decrease the volatility after trading starts (Carter & Dark 1993). In addition, institu-
tional investors are more likely to participate in future IPOs, if they have built a relationship

with a lead underwriter by past IPO participation (Binay, Gatchev & Pirinsky 2007).
2.5.2 IPOtransaction phase

Typically, one to six months before the listing starts IPO transaction phase. The goal of
this step is to maximize the confidence and credibility of investors to ensure that the issue
will be successful. At this point at the latest, the company must shift from national ac-
counting standard to IFRS and prepare consolidated financial statements for offering pro-
spectus. In most of the countries, two or three years of annual financial statements are re-
quired. Marketing is a critical part of the IPO transaction phase to ensure a successful list-
ing. One of the most important marketing activities is a roadshow. During IPO roadshow
company’s management and underwriter travel around the country to meet prospective
investors, analysts and fund managers in order to get publicity and attract investments.
Roadshow might be the only time a company’s senior management communicates di-
rectly with potential investors. Institutional investors typically rely on the information pre-

sented at roadshow meetings instead of visiting the company. (EY 2018.)

One of the most important tasks of IPO transaction phase is setting the correct price for
the stock. It can be very difficult, but crusial to make the IPO successful. There are various
pricing methods such as fixed price or an auction, but the most common method is
bookbuilding. The bookbuilding method is a systematic process by which an underwriter
brings flexibility to the pricing by using investors to help to determine the valuation. Typi-
cally, the process starts with an appointment between the issuer and the lead underwriter
who proposes the size of the issue and a price band for the shares to be sold. If the issuer
agrees with the proposition, the prospectus will be prepared with the price range sug-
gested by the underwriter. After publishing the prospectus, the underwriter can start to
build an electronic book based on confidential bids by investors. Underwriter records the

desired prices and quantities to the book. Based on the demand, underwriter and issuer
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determine the final offer price which is also known as the cut off price. Shares are then al-

located to the prospective investors based on the bids collected in an earlier stage.

In case of excess demand, underwriters can decide to whom to allocate shares. Benven-
iste and Wilhelm (1997) and Sherman and Titman (2002) suggest that underwriter discre-
tion can be used to the benefit of issuing firms. Underwriters can allocate shares to those
who are likely to be buy-and-hold investors so that the underwriter can minimize any costs
associated with price support after the IPO. Because of that bookbuilding method has
been criticized for inducing the allocation bias by the underwriter which can lead to an in-
efficient price discovery process. Underwriter discretion can eliminate the winner’s curse if
underwriters only allocate shares in hot issues to those investors who are willing to buy
other listings as well. Based on the research of Ritter and Welch (2002), the problems
caused by asymmetric information could be nearly eliminated, if underwriters used their
discretion to bundle IPOs. However, the degree of information asymmetry cannot be ut-
terly controllable trough issue mechanism, because the interaction of macroeconomic and
firm-specific characteristics play a significant role in it (Supriya & Phani 2016). The result-
ing average level of underpricing should not be more than several percents if issuers de-
sire to maximize their proceeds and underwriters act in the best interest of issuers.
(Loughran & Ritter 2004.)

In the fixed price mechanism, the price and number of shares offered are fixed before the
IPO is announced, and unlike in bookbuilding method, the information of investors is not
used to determine the price. Generally, fixed price IPOs are considered riskier than book-
building IPOs, because the demand for the stock is not known in advance. (Geddes et al.
2003, 69.) The underpricing in fixed price IPOs are typically used to reduce the risk of un-
der subscription. The method is suitable for relatively less developed markets where in-
vestors do not have the capability to evaluate the available information as well as inves-
tors in more efficient markets. However, the fixed price mechanism suffers from asymmet-
ric information issue in the price discovery process. That is why bookbuilding method was
built in the '90s. (Supriya & Phani 2016.)

The study by Krigman, Shaw, Wayne & Womack (1999) indicates that underwriters mis-
price IPOs intentionally because there is no direct penalty for doing it. Typically underwrit-
ing fees are linked to the successful listing. Therefore, underwriters tend to use underpric-
ing to maximize the probability of a successful issue. The underwriter might also have a
price stabilization agreement with the issuer which commits underwriter to buy stocks from
the aftermarket in case the stock is traded below the IPO price. To avoid stabilization acts,

underwriters may use a higher degree of underpricing in the pricing process.
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Ljungvist, Jenkinson and Wilhelm (2003) researched 2,051 public companies from 61
countries. According to their study, fixed price IPOs are two times cheaper to examine
than bookbuilding IPOs, and bookbuilding method does not lead to lower underpricing on
its own. However, they found that bookbuilding can reduce underpricing significantly when
used in combination with U.S. banks and U.S. investors. They predicted that the smaller
underpricing can be explained by the long bookbuilding experience of U.S. banks who
might have access to key institutional investors, and may be in an excellent position to re-
ward investors dynamically for their information revelation. They suggest that sectors with
high degrees of information asymmetry, like biotech and information technology, are more
likely to benefit from the information revelation often associated with bookbuilding. Under-
pricing occurs in both methods, but not for the same reasons. Benveniste and Spindt
(1989) argue that underwriters tend to reward investors for revealing their information of
issuer company by increasing the degree of underpricing and giving investors larger allo-
cation of shares with high-demand. On the contrary, Rock (1986) suggest that in fixed

price IPOs underpricing is used to compensate for the winner’s curse.

The least common IPO method in most markets is an auction method. It is still occasion-
ally used in some markets such as France, Belgium, Chile, Japan, and Portugal. In the
auction mechanism, the issuer specifies a minimum price and allows investors to submit
bids for the number of shares they are willing to claim at the minimum price or higher. De-
pending on the auction method, investors may be able to place only one bid at one price
or place multiple bids at different prices. According to bids, the final offering price is deter-
mined, and all investors are charged the same price, even if they were willing to pay more.
(Geddes et al. 2003, 66.)

The study of Jagannathan and Sherman (2006) suggests that the auction method is not
very successful for pricing IPOs, because it results in higher volatility in aftermarket trad-
ing until the stock finds its fair value. This can attract short-term investors who want to
benefit from underpricing and flip their stocks on the first day of trading. They also found
that in the auction method there is high uncertainty for the issuer since it is difficult to esti-
mate the number of participants and bids beforehand. The risk of under/oversubscription
decreases the probability of successful listing. Auction method IPOs face greater volatility,
a higher degree of underpricing and decreased the probability to attract long term inves-
tors. They have also faced a higher degree of winner’s curse which led to the abandon-

ment of the auction method by most markets. (Supriya & Phani 2016.)
The issuer can benefit from auction method by lower commissions and maximizing the
number of shares sold. Although the auction method had not been prevalent in the USA,

Google decided to go public with a Dutch auction method in 2004 raising astronomical
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$1.9 billion. Google set the price range at $108-135 per share but ended up selling the
stocks for only $85 per share. However, the stock traded slightly above $100 at the end of
first market day accounting 18% abnormal return for the stock. In Google’s case, the auc-
tion method failed to achieve its purpose of setting an IPO price as close as real market

price as possible. (Ritter 2014.)
2.5.3 Post-IPO phase

Ringing the bell for the first trade is a big moment for any company. They still should not
be blinded by the euphoria of this moment, because that is when the real work begins.
Until the listing, the company has had the help of multiple advisors, but once they are pub-
lic, things are getting more complicated. Newly listed companies face the high expecta-
tions of investors, and they must comply with new capital market regulations. If the com-
pany wants to have the journey to long-term success, it should have an aftermarket plan
which includes proactive measures to establish share price stabilization and active trading

support, to target an optimal investor mix and active trading support. (EY 2018.)

If the pricing of the IPO has been successful, the market should not price the stock below
the issuing price. Lead underwriter and issuer might have agreed with the prize stabilizing
commitment, which commits the underwriter to buy stocks from the aftermarket for a spe-
cific period in case the stock price is about to fall below the IPO price. Price stabilization is
a form of market manipulation, but it is widely legal. Investors should be informed about
prize stabilization agreement in the listing prospectus. (Hanley, Kumar & Seguin 1992.)

2.5.4 Going public in Finland

The process to go public is relatively similar regardless of country, but there are some
country-specific differences. In Finland, companies can choose to get listed on First North
list which is suitable for younger and smaller companies or to the main list. The main re-
guirements of getting listed in Finland are discussed below, and differences between First

North and main list are introduced.

The public marketplace does not only bring benefits to the company but also increase re-
guirements. The actual process to get listed typically takes from six months to one year,
but it is necessary that the company has started the preparation already before that. One
of the biggest changes for many companies is the requirement to start to follow Interna-
tional Financial Reporting Standard (IFRS). The transition from Finnish Accounting Stand-
ards (FAS) to IFRS can be very time-consuming and expensive. In order to increase li-
quidity and ensure reliable price formation, the stock exchange requires the company to

be a public corporation, and at least 25% of its shares must be out in public. If necessary,
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the company can be required to have a market maker to ensure reliable price formation.
(Porssisaatit 2016.)

As soon as the company leaves an application for listing, it must start to follow disclosure
and insider obligations. Usually, this requires early preparation in management and report-
ing. Public companies must have resources to publish reliable, precise and timely infor-
mation. Often hiring new employees is required to meet these requirements. Companies
who wish to get public must also meet the requirement to have a market capitalization of
at least one million euros. This requirement is understandable because the process to get
listed is not cheap at all. In last years the costs of Finnish IPOs have varied from about
one million euros to a few million. Most significant expense is typically the fee for under-
writer which depends on the size and type of the IPO. Other significant expenses are a
registration fee to the stock exchange and expenses on preparing the EU prospectus.
(Porssisaativ 2016.)

NASDAQ OMX First North was introduced in 2005 in Denmark to facilitate access to the
market for smaller Nordic companies who want benefits of being public, but do not have
resources to go to the main list yet. In 2007 First North expanded to Helsinki, but only one
company Eirikuva Digital Image listed on it. It took five years until the next company Siili
Solutions got listed on First North. Since 2014, listing on First North has finally become
very active, and in recent years there has been more listing activity compared to the main

list. Currently, 29 companies are listed on First North Helsinki.

First North is an excellent first step for companies who wish to enter the main list, but are
not ready to take that big step yet. First North companies are not required to elaborate EU
prospectus, but less extensive company description is sufficient as long as the size of an
offering is less than 5 million euros. Also, IFRS reporting is not required, but the company
can continue using FAS reporting instead. However, it can be worth consideration to start
to prepare to change to IFRS standard, if the ultimate goal is to get into the main list. All
First North companies are required to have a nominated advisor whose role is to ensure
that the company complies with the requirements and obligations of the First North Fin-
land marketplace. There are no market capitalization requirements, and only 10% of

shares need to be out in public before applying to the First North. (Pdrssisdatit 2014.)
2.6 Initial public offering underpricing

IPO underpricing is very widely studied subject since the 1960s and researchers offer nu-

merous different explanations for abnormal returns connected to initial public offerings.
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Theories can be divided into asymmetric information theories, institutional theories, own-
ership and control theories, and behavioristic theories. The most influential theories of

each category are introduced below.

Many IPO underpricing explanations are based on asymmetric information theory. This
theory suggests that information has not spread evenly to everyone and one party has su-
perior information over other parties which is used to gain an advantage. Possible parties
in the IPO process are investors, IPO issuer, lead underwriter, and possible other under-
writers. (Copeland, Weston & Shastri 2005, 391-394.) All underpricing theories based on
asymmetric information share the prediction that underpricing is correlated with the de-
gree of asymmetric information. In these models underpricing disappears entirely when

the asymmetric information uncertainty approaches zero. (Ritter & Welch 2002.)

Winner's curse is one of the most popular asymmetric information theories introduced by
Rock (1986). It is assumed that there are two kinds of investors in the market, informed
and uninformed. Informed investors have perfect knowledge of the value of the new issue,
and they can use that information to subscribe only underpriced issues while uninformed
investors invest in all issues. This leads to the situation that uninformed investors get all
shares they subscribed only if the issue was not oversubscribed by the demand of in-
formed investors. In the end, uninformed investors typically fully get unwanted issues with
lower return, and only partly get issues with proper underpricing. Because of this, the av-
erage first-day return can be negative for uninformed investors, which results in their ab-

sence in new issues.

To attract also uninformed investors, the initial price has to be low enough. Otherwise only
informed investors would bid for the new issue, and their demand would not be enough to
cover the whole issue in most of the cases. Underwriters must adjust to this issue and set
the price systematically lower to sell to risk-averse investors who want compensation for

the risk in order to buy stocks with uncertainty. (Keiding 2016.)

Baron (1982) assumes that underwriters have superior information against the issuer
about the market demand. It is also assumed that underwriters use this advantage by in-
ducing the degree of underpricing to minimize their distribution efforts and to satisfy their
customers who are then more likely to participate in future issues of an underwriter as
well. The issuer is forced to accept the lower price, because of being in information disad-
vantage. (Supriya & Phani 2016.) Muscarella and Vetsuypens (1989) empirically tested
the model of Baron (1982) by studying 38 IPOs by investment bankers who had acted as

issuer and underwriter at the same time. Agency-related problems should be entirely elim-
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inated in this kind of situations where information asymmetry between underwriter and is-
suer cannot exist. According to the study investment bankers had underpriced their own
issue as much as other issues. It can be assumed that investment bankers would not un-
derprice their own issues without a specific reason. Therefore, the study does not support
the theory that underpricing is caused by asymmetric information between underwriter and

issuer.

Other theory related to information asymmetry is a signalling theory. Signaling theory as-
sumes that issuer would like to “leave good taste” in mouths of investors to increase the
probability of having successful equity offerings in the future. Welch (1989) argues that
high-quality firms use underpricing to signal their firm quality to investors. The degree of
underpricing varies according to firm quality. In order to attract investors, low-quality firms
must use higher underpricing to imitate high-quality firms. Therefore, according to signal-
ing theory, the firm quality is correlated with the degree of underpricing.

According to theory the cost of underpricing will be redeemed in the future offerings. Due
to increased regulation and disclosure obligations of public companies, all relevant infor-
mation must be revealed to investors. This is an issue for low-quality firms, who might lose
the advantage gained from imitating high-quality firms as soon as investors find out the
real value of the firm and lose the interest in participating in future equity offerings. The
risk of revealing the real quality to investors refrain low-quality firms to use signaling.

2.6.1 Institutional theories

Companies are operating under different laws and regulations which provides a frame-
work for institutional theories. These theories are not universal, but they can exist in some
specific markets. Lawsuit avoidance, for example, is expected to affect underpricing in the
USA where firms face a higher risk of getting sued, while in Finland the risk is significantly
lower and lawsuit avoidance is not believed to explain underpricing there. Price stabilizing
is common method to support the IPO firm in the aftermarket. Although it can be consid-
ered as one form of price manipulation, it is still legal in most markets including the Finn-

ish stock market.

In the USA public companies are exposed to very tough disclosure obligations which in-
creases the legal risk if IPO prospectus is missing information that is relevant to investors.
Tinic (1988) and Hughes and Thakor (1992) suggest that lawsuit avoidance is one of the
most important reasons for IPO underpricing. As private companies are not obligated to
exposure their information to the public, investors must rely on the information given by

the issuer and the underwriter. Both the underwriter and the company are held liable for
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this information as commanded by law. If the information is found to be misleading or un-
truthful, there is a risk of being sued by investors. According to lawsuit avoidance theory,
IPOs are intentionally underpriced in order to decrease the risk of possible lawsuits, which
could be very time-consuming, expensive and harmful for the image of the issuer and the
underwriter. (Hughes & Thakor 1992.)

Nevertheless, Ritter (1998) suggest that the lawsuit avoidance hypothesis is not credible,
because the degree of underpricing is similar in countries like Finland where such lawsuit
actions are unknown. Drake and Vetsuypens (1993) studied 93 companies in the United

States to find out that prosecuted companies are just as much underpriced as a compara-

ble sample of companies that were not sued.

Price stabilizing is believed to affect the degree of underpricing. Ruud (1993) discuss that
IPOs are not consciously underpriced, but they are priced according to expected market
value. IPOs, where the price is likely to fall below the issuing price, are supported by stabi-
lization acts which keep the price artificially at the level of issuing price. These stabilization
acts eliminate the left side of normally distributed returns which highlights positive first day
returns since negative returns barely exist. Due to this, first issues tend to seem to be sys-
tematically underpriced. Smith (1986) suggest that such a mechanism creates the bond
between an issuer and investors because investors can expect that the issue is not appro-
priately overpriced if the issuer is committed to stabilizing the price in after-market. (Ruud
1993))

2.6.2 Ownership and control

Booth and Chua (1996) researched the correlation between an after-market liquidity and
the IPO underpricing. According to their theory, the broad ownership base already in the
listing phase increases the liquidity of the stock in after-market which is typically wanted
by investors. Issuers tend to increase the demand for listing by underpricing their issues to
attract as many new investors as possible. (Booth & Chua 1996.) Based on the research
of Brennan and Franks (1997) wide ownership base benefits mostly an issuer instead of
investors. Companies are likely to allocate the shares in a way that not a single investor
gets a significant part of the ownership of the company. If the ownership is spread out, the
company maintains more power in its own hands. By underpricing, the issuer can in-
crease the probability to get oversubscribed which creates the opportunity for the issuer to

allocate the shares in a way that they wish. (Brennan & Franks 1997.)

Unlike Brennan and Franks (1997), Stoughton and Zecner (1998) argue that it is benefi-
cial for the issuer to allocate a large number of shares to one single investor who has the

ability to monitor the acts of the management of issuing company. Monitoring is not only
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beneficial for the issuer, but also minority owners. Firm management is expected to in-
crease the shareholder value when there is someone with significant ownership monitor-
ing the acts of management. According to the theory of Stoughton and Zecner (1998)
companies tend to underprice IPOs in order to attract a single significant investor who has
the power to monitor the issuer. Ownership dispersion theories seem to be contradictory.
Thus it is difficult to argue that IPO underpricing could be explained by ownership disper-

sion.
2.6.3 Behavioristic theories

Under behavioristic theories, the cascade effect and hot issue market phenomenon is in-
troduced. Cascade effect assumes that investors tend to follow the decisions of each
other, so it is crucial to attract investors with high reputation early on to ensure successful
listing. Hot issue market phenomenon suggests that IPOs are cyclical and during hot is-
sue period more firms go public, and firms need to use higher underpricing to attract in-

vestors.

Cascade effect mainly applies to institutional investors who have significant investment
capital. Welch (1992) argues that investors make their investment decisions based on the
decisions of other investors. In the IPO process, this means that the underwriter offers the
issue to investors one by one, and investors get the information of decisions of other in-
vestors. This can lead to the situation that investors who were originally going to partici-
pate might hesitate if the issue has not attracted enough interest among others. In the sit-
uations described above, investors do not give enough room to their own views, but they

act according to the decisions of other investors. (Welch 1992.)

The cascade effect gives the power to early investors to request higher underpricing so
that they would participate in the IPO and attract other investors to join as well. Participa-
tion of well-known investors can start a snowball effect and listing can get oversubscribed
even if it is not significantly underpriced. On the other hand, even high-quality listings with
substantial underpricing can disappoint, if they do not manage to attract important early
investors, and other investors keep their rejection as a sign of a low-quality issue. The
cascade effect does not have an influence in the bookbuilding process, because under-

writer can refrain from publishing the demand of the issue.

According to the hot issue market phenomenon, the returns of the following month of IPO
are higher during the hot market period while during the cold market it is the opposite. The
definition of a hot issue market considers the period when the number of new issues is
higher than usual, and the degree of an average underpricing is higher. The study of Ib-

botson and Jaffe (1975) suggests that the series of first month’s residuals do not follow a
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random walk and investors could exploit this information to participate in IPOs during hot
markets when new issue returns are expected to be higher. Since the hot issue phenome-
non is cyclical and predictable, the issuer could obtain a higher offering price by issuing
during the cold issue markets. (Ibbotson & Jaffe 1975.) Ritter (1984) found that hot issue
markets feature larger proportions of smaller IPOs which are concentrated in specific sec-
tors. In a more recent study, Ritter (1991) suggests that hot issue markets are character-
ized by overoptimistic investors, which attracts riskier firms to take advantage of the op-

portunity.
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3 Research methods

This chapter starts by introducing how the research is designed and what kind of data is
collected. Multiple regression analysis is introduced in the data analysis part, and selected
independent variables and research hypotheses are introduced and discussed at the end

of the chapter.
3.1 Research design

Quantitative method is the most suitable method for the project which includes a large
amount of numerical data that can be transformed into statistics. Choosing the
guantitative research method was obvious to be able to answer the research question of
this thesis. Research is designed to test hypotheses formed based on the earlier theories

and ultimately support or reject them.

IPO underpricing is typically considered to be the abnormal return of a security. In this
study, the degree of underpricing is calculated as the percentage change between the
IPO offering price and the first market day closing price. Abnormal initial return is defined
as the difference between the first market day return and the return on the market index,
which in this case is OMX Helsinki Cap index. Stock market development affects the de-
sire of firms going public, so typically we see more IPOs when the market is growing. In
order to eliminate the positive effect of market growth in first day returns, initial returns

must be adjusted, so that only company-specific factors affect the level of underpricing.

Using the stock index to adjust initial returns might not give fully reliable results, because
the daily variance of individual companies can distort the returns. To minimize the risk,
Cap index, where the maximum weight of an individual firm is limited to 10%, is chosen.
Nevertheless, usage of the CAP index does not entirely eliminate the issue but reduces it
so that the research results can be kept reliable. The market-adjusted method is the most
common method used in various researches including Ritter (1991), Keloharju (1993), Al-
varez and Gonzales (2005) and Hahl et al. (2014).

Market-adjusted first-day return can be calculated with the following formula:

RM;; = (Pil - Pio) - (11 - 10)

Where: RM;; = The return of the stock adjusted by market return
P,y = IPO price of stock i
P;; = First market day closing price of stock i
I, = Market index score, moment O

I; = Market index score, moment 1
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3.2 Data collection

The data of this research consist of 50 IPOs issued in the Finnish stock market between
2012 and 2018. Listings that did not include public offering are excluded in this study.
Such exclusions include directed share issues, spin-offs, mergers, reverse mergers, paral-
lel listings and companies that changed list. All 50 IPOs issued during the sample period
are included in this research since the market adjusted first day returns of all firms are

normally distributed.

The data are collected from a variety of sources. The list of IPO companies, the issue
dates, offering prices and sizes are received from Nasdaq Helsinki, and missing data is
filled from the press releases of the firms and web page of Kauppalehti which is also used
to collect industries and ages of IPO firms. IPO methods are collected from listing pro-
spectuses. Historical stock prices for IPO firms and the Finnish OMXHCAP index returns
are collected from NASDAQ OMX.

One of the goals of this research is to find the possible difference between the underpric-
ing of the main list and First North companies. Thus, the sample period is limited to 2012
when Siili Solutions was the first company to go public on First North Helsinki by issuing a
“real” IPO. Eirikuva went public on First North already in 2007, but they used a directed
share issue method which is excluded from this research. During the sample period 18
companies listed on the main list and 32 listed on First North. Mirroring to history, the cur-

rent period of high listing activity could be considered as hot issue market in Finland.

Annual listings
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Figure 2. Number of annual listings
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Variation of the sizes of IPOs was significant, and proceeds of IPOs varied from 1.5 mil-
lion euros listing of Siili Solutions to 762 million euros listing of Terveystalo. In average the
size of First North listing was 14 million euros while it was 172 million euros on the main
list. Altogether 50 companies raised 3.5 billion euros. Table 1. indicates the number of

IPOs and raised capitals in euros.

Table 1. IPO sizes and the number of IPOs

IPO size Number of IPOs

Under 10 million € 15
10 - 25 million € 13
25 - 100 million € 14
Over 100 million € 8

3.3 Data analysis

Regression analysis is used to analyze the sample of this research. Regression analysis
is a statistical tool which is used to predict the value of a given outcome variable from an-
other one. The outcome variable can be called a dependent variable while the predictor
variable is an independent variable. The basic idea of regression analysis is that a straight
line can summarise the association between dependent and independent variables. To
define the line, regression uses a mathematical method called the least squares method.
Basically, it means that there will be less or more values which either lie above or below
the line. The vertical measurement from each point to the line indicates how well the line
fits. The distances from each point are called residuals, and the criteria used to determine

the best line is minimizing the total size of the squared residuals. (Lee & Lings 2008.)

A regression line can be summarized by the following equation:

Y; = (bo + b1 X; + ;)

Where: Y; = The predicted value of the dependent variable for subject i
by, =The intercept of the line
b, = The gradient of the line
X; = The value of in the dependent variable for subject i
e; = The difference between the predicted value of Y for subject i and the ac-

tual value of Y that subject i scored
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The goal of this study is to understand how different factors affect IPO underpricing. Using
simple regression would be problematic because it would not take into account each inde-
pendent variable at the same time, which would lead to very misleading results. Because
of this, an extension of simple linear regression is used. Multiple regression analysis al-
lows using multiple independent variables at the same time. Independent variables should
be carefully chosen to avoid overfitting and multicollinearity. Overfitting is caused by add-
ing too many independent variables which account for more variance but add nothing to
the model. Multicollinearity is caused by independent variables which are correlated with
each other. High multicollinearity makes it hard to separate the influence of each individ-
ual variable on the outcome variable. Any variables should not have a higher correlation
than 0.8. (Lee & Lings 2008.)

Multiple regression can be summarized by the following equation:

Yi = (bo + b1XL' + b2X2 + "'ann) + e;

Where: Y; = The predicted value of the dependent variable for subject i
b, = The intercept of the line
b; = The coefficient of the first independent variable X;
b, = The coefficient of the second independent variable X,

b,, = The coefficient of the nth independent variable X,,

X; = The value of inthe dependent variable for subject i
e; = The difference between the predicted value of Y for subject i and the ac-

tual value of Y that subject i scored

Regression analysis follows certain assumptions. The expected value of the errors is zero.
If this assumption is violated, the model does not include a necessary systematic compo-
nent, which has an effect on the error terms and makes it more difficult to estimate the in-
tercept. Errors must be normally distributed. Otherwise, hypothesis test and confidence
and prediction intervals can be misleading. The variance of the errors must be constant.
This assumption of constant variance is called homoscedasticity. Nonconstant variance is
known as heteroscedasticity which means that the least squares estimates are not as effi-
cient as they could be in estimating the correct parameters. Heteroscedasticity of regres-
sion model results in poorly calibrated confidence and prediction intervals. (Chatterjee &
Simonoff 2013, 8-9.)
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3.1 Independent variables of regression analysis

In the regression model of this research both, categorical and quantitative variables are
used. Quantitative variables represent a measurable quantity while categorical variables
are based on qualitative data. Since categorical variables are used as independent varia-
bles, they need to be coded as dichotomous dummy-variables (Taanila, 2010). Initially,
IPO underwriters were designed to be used as dummy variables, but the variety of differ-
ent underwriters was too wide to be able to use any of them in the regression model. The
market capitalization of the firm was dropped off as well because it had a too high a corre-

lation with the IPO size. All independent variables used in this study are introduced below.

Firm age

Firm age as a factor influencing the degree of IPO underpricing has been studied by vari-
ous researchers. According to Ritter (1984) and (1991) the age of the firm and IPO under-
pricing have a negative correlation. Older companies have more financial information pub-
licly available, which can be used to determine the real value of the firm. This decreases
information asymmetry which is believed to be one of the reasons for IPO underpricing.
Younger companies carry higher uncertainty of their future perspectives which reflects
higher underpricing.

The age of the firm is calculated by subtracting the establishment year from the offering
year. The average age of sample firms is 21.0 years, and the median age is 16.0 yeatrs.
As expected, firms going public on First North were younger with 19.2 years average
against 24.2 years on the main list. Youngest companies to go public were only 3-years-
old at the time of IPO while the oldest one, Piippo was 73-years-old. In this study, firms
are divided into two categories according to their age. Group of young companies consists
0 to 15-years-old firms before listing. Remaining companies are considered as old compa-

nies.

According to earlier studies, the following hypothesis is proposed:
H1: The firm age has a negative influence on the degree of underpricing of IPOs in Hel-

sinki stock exchange. The hypothesis is tested with the dummy variable.

Chosen IPO marketplace

There are no prior studies on how the choice of IPO marketplace affects the degree of un-
derpricing in Finland, but typically larger companies tend to go directly to the main list, and
smaller ones begin from the First North and possibly move to the main list later. During
the sample period, an average market capitalization of the First North company straight

after the IPO has been approximately 48 million euros while the main list companies have
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been nearly ten times bigger with a market capitalization of 445 million euros.

Larger companies tend to have more information publicly available for investors who
should be able to have a better understanding of the real value of issuing company.
Smaller risks associate with larger firms because they are well monitored, have better ac-
cess to investment capital, have more diversified product lines and have better access to
resources crucial for firm profitability and survival (Finkle, 1998). Several studies including
Ibbotson, Sindelar & Ritter (1994) and Carter, Dark & Singh (1998) suggest that there is a

negative correlation between firm size and short-run underpricing.

On the other hand, First North companies are less-known, and they can suffer from cas-
cade effect if they do not succeed in attracting enough early investors. Other investors can
keep the rejection of early investors as a sign of a low-quality issue, which can lead to un-
der subscription. Under subscribed issues can be seen as they are overpriced in the eyes
of investors which affects the first market day price. Therefore, it is difficult to form any hy-
pothesis for this variable. Dummy-variable is used to test if the main list issue affects the
degree of underpricing.

Size of the offering

The size of the IPO is measured by the total gross proceeds raised from the investors.
Larger IPOs are typically offered by larger and more well-known firms which are associ-
ated with lower risks. Thus, the required level of underpricing is not as high as it is for
smaller listings. Multiple studies including Clarkson and Merkley (1994) reported a hega-

tive correlation between the size of the offering and underpricing.

Prior studies suggest the following hypothesis:
H2: The size of the offering has a negative influence on the degree of underpricing of

IPOs in Helsinki stock exchange. The hypothesis is tested with the quantitative variable.

IPO method

In Finnish IPOs, only the bookbuilding method and fixed price method were used during a
study period. According to asymmetric information theories underpricing is correlated with
the degree of asymmetric information and it disappears entirely when the asymmetric in-
formation uncertainty approaches zero. With the bookbuilding method, asymmetric infor-
mation can be reduced, which should be seen as smaller underpricing. It is argued if the
bookbuilding method can actually reduce the level of underpricing. The study of Ljungqvist
et al. (2003) suggests that the bookbuilding method alone does not reduce underpricing,

but when combined with U.S. banks and U.S. investors, the reduction is significant.
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The following hypothesis is formed based on earlier studies:
H3: Using a bookbuilding method has a negative influence on the degree of underpricing

of IPOs in Helsinki stock exchange. The hypothesis is tested with the dummy variable.

Industry

The industry can affect the degree of underpricing. Various studies have reported abnor-
mal returns for tech and internet-related companies. Loughran and Ritter (2004) examined
over 6,000 companies and found that the underpricing on tech companies was extremely
high during The dot-com bubble. While non-technology companies were reported to have
an average underpricing of 23.1%, tech companies had as high as 80.6% underpricing.
The difference has been significant before and after the bubble as well. The effect can be
explained with the information asymmetry. Certain industries are likely to have a higher

degree of information asymmetry. This leads to higher underpricing.

Due to the low number of technology IPOs in Helsinki stock exchange during the sample
period, it is not possible to test if tech companies have higher underpricing. However, the
sample includes enough IPOs by financials and industrials firms to test if these industries
affect the degree of underpricing. Both industries are added to the model as dummy-varia-
bles.

Based on earlier studies, the following hypothesis is proposed:

H4: The industry of the company has an influence on the degree of underpricing of IPOs

in Helsinki stock exchange.
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4 Empiric results

In this chapter, empiric results are introduced. The study aims to determine how selected
factors affect the degree of underpricing of IPOs by using the multiple regression model
where the dependent variable is market-adjusted first-day return. Graphs and Plots used

in this chapter are generated by statistical software SPSS.
4.1.1 Normality test

Regression analysis assumes that errors are normally distributed. If the errors distribution
significantly differs from normal, confidence intervals may be too wide or too narrow (Nau,
2018). Normality test is required in order to make sure that the dependent variable values
follow a normal distribution. Violations of normality are typically caused either because the
linearity assumption of the regression model is violated, or the distributions of the varia-

bles are themselves significantly non-normal (Nau 2018).

In this study, Shapiro-Wilk (S-W) test is used to determine the normal distribution. Kolmo-
gorov-Smirnov test is one of the most popular normality tests, but it is recommended to be
used if the sample size is larger than 50, while S-W is suitable for 50 and less. Since the
sample of this study is exactly 50, S-W test was chosen. The null hypothesis of S-W test
is that the samples are normally distributed. If the p-value is less than the chosen signifi-
cance level, then the null hypothesis is rejected which indicates that the samples tested
are not normally distributed. In this study, the chosen significance level is commonly used
0.05, so the p-value (Sig.) of 0.117 seen in table 2. indicates that the data is normally dis-
tributed, and no entries need to be removed.

Table 2. Test of normality of the dependent variable; market-adjusted first-day return

Tests of Normality

Kolmogorov-Smirnov? Shapiro-Wilk
Statistic df Sig. Statistic df Sig.
MktAdjReturn 112 50 .158 .963 50 117

a. Lilliefors Significance Correction

Normal distribution assumption can also be checked with graphical tools such as a quan-
tile-quantile plot (Q-Q plot) of the residuals or histogram. These tools only provide visual
assessment, so the results are somewhat subjective. Since the points on the Q-Q plot

(Figure 3.) fall close to the diagonal reference line, the distribution is normal. Small devia-
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tions in the Q-Q plot do not seriously compromise the reliability of the study. Also, a histo-
gram (Figure 4.) suggests that the errors are normally distributed so an actual regression

model can be formed next.

Normal Q-Q Plot of MktAdjReturn

Expected Normal

-40 -20 a 20 40 G0

Observed Value

Figure 3. Quantile-quantile plot of the distribution of market-adjusted first-day returns
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Figure 4. Histogram of the distribution of market-adjusted first-day returns

31



4.1.2 Regression model

In order to be able to the research question and research hypotheses introduced in chap-
ter 3.1, multiple regression analysis was formed. To goal is to find how the selected factor

affect the market-adjusted first-day return with the following regression equation:

MktAdjReturn = b, + b;Age + b,Marketplace + b;Size + byMethod + bsFinancials +

bgIndustrials + e;

Table 3. represents the results of the regression model. The first number to be considered
is the coefficient of determination (R square) which is relatively low in this model. The
value 0.105 indicates that the chosen variables of the model could explain 10.5% of first
market day returns. Generally, in multi regression model, it is better to look at adjusted R-
square because it is unbiased estimator that corrects for the sample size and numbers of
coefficients estimated (Nau 2018). The reasonably big difference between R-square and
adjusted R-square indicates that the model is too complex for the chosen sample size

and/or the independent variables do not have a high predictive value (Nau 2018).

Table 3. Summary of the regression model
Model Summary®

Adjusted R Std. Error of
Model R R Square Square the Estimate
1 .3252 .105 -.019 13.187082

a. Predictors: (Constant), Industrials, Method, Age, Size, Finan-
cials, Marketplace

b. Dependent Variable: MktAdjReturn

The statistical significance is measured by the f-value (F) and p-value (Sig.) in the analy-
sis of variance ANOVA which is presented in table 4. In this model, the f-value is 0.844
and p-value 0.543 which indicate that the model is not statistically significant. An absolute
value of F-value should be more than 2, and p-value less than 0.05 to make the model
significant (Nau 2018).

Table 4. Summary of the ANOVA test

ANOVA?®
Sum of Squa- Mean
Model res df Square F Sig.
1 Regression 880.470 6 146.745 .844 .543°
Residual 7477.663 43 173.899
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Total 8358.133 49
a. Dependent Variable: MktAdjReturn
b. Predictors: (Constant), Industrials, Method, Age, Size, Financials, Marketplace

Inspection of coefficients in table 5 reveals that with the chosen sample, most of the varia-
bles used in the model do not explain the IPO underpricing. P-values (Sig.) of independ-
ent variables indicate that only the age is near 0.05 so it could be considered to be kept
significant. The age of the firm correlates negatively with the first market day returns, so it
indicates that the older companies have a lower degree of underpricing in their IPOs.
Some other variables such as size and marketplace seem to have a substantial effect on
the degree of underpricing, but they lack with the significance so that they cannot be used
to explain the abnormal first market day returns. Using larger sample size could increase

the significance of these variables.

Table 5. Regression model coefficients and p-values

Coefficients?

Unstandardized Coeffi- Standardized
cients Coefficients

Model B Std. Error Beta t Sig.

1 (Constant) 5.571 3.854 1.446 .156
Age -6.913 3.845 -.265 -1.798 .079
Marketplace 3.828 5.559 142 .689 495
Size -8.850 .000 -.099 -577 .567
Method 1.347 4.867 .051 277 .783
Financials 2.682 4.769 .089 .562 577
Industrials -.023 4.800 -.001 -.005 .996

a. Dependent Variable: MktAdjReturn

4.1.3 Homoscedasticity of the regression model

Regression model assumes that the variance of the errors is constant across all values of
the independent variables. This assumption of constant variance is called homoscedastic-
ity. When the size of error terms differs across values of independent variables, the viola-
tion of homoscedasticity appears. It is called the heteroscedasticity. Heteroscedasticity
may have the effect of giving too much weight to a small subset of the data when estimat-
ing coefficients (Nau 2018). Violation of homoscedasticity might not have an effect to the
p-values of the regression model, but it affects the statistical significance of the model
(Laininen 2000, 124).
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Assumption of homoscedasticity can be tested with a scatter plot. Figure 5. indicates that
the values of the independent variables of this study violate homoscedasticity. The most
likely reason is the usage of many categorical variables instead of quantitative variables.
However, this does not compromise the reliability of the study but only indicates that the
regression model used in this study is not statistically significant. Regardless of heterosce-

dasticity, the p-values of the model are still usable.

Scatterplot
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Figure 5. Scatterplot of the errors of the regression model
4.1.4 Multicollinearity of the regression model

Multicollinearity can be evaluated by using the correlation matrix. It is normal that inde-
pendent variables correlate with each other as long as the correlation is not too high. Oth-
erwise, the situation is called multicollinearity. Table 6. represents the correlations of vari-
ables used in the regression model of this study. The highest correlation is 0.578 between
IPO method and the IPO marketplace. The correlation is significant, but not too high to
cause multicollinearity. Initially, the model included the market capitalization of the firm as
an independent variable, but the correlation between it and IPO size was over 0.9 which

would have caused multicollinearity, so the market cap was removed from the model.
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Table 6. Correlation matrix of variables.

Correlations
MitAdjReturn Age Marketplace Size Method Financials  Industrials
MktAdjReturn  Pearson Correlation 1 =272 05 -.027 070 133 -073
Sig. (2-tailed) 056 46T 853 627 356 B13
I a0 a0 ] a0 a0 a0 a0
Age Fearson Correlation =272 1 0F7 068 066 - 162 A21
Sig. (2-tailed) 056 504 638 G50 260 404
M a0 a0 a0 a0 a0 a0 a0
Markstplace  Pearson Correlation 105 077 1 527 578 066 -226
Sig. (2-tailed) AET 594 .ooo .ooo 647 14
M a0 a0 50 a0 a0 50 50
Size Pearson Correlation -027 088 527 1 304 -o08 -180
Sig. (2-tailed) 863 638 .0oo .032 956 186
M a0 a0 a0 a0 a0 a0 a0
Method Pearson Correlation 070 066 578 304 1 172 019
Sig. (2-tailed) 627 50 .ooo .03z 232 Ba5
K] 50 50 50 50 50 50 50
Financials Pearson Correlation 133 -162 066 -.008 =172 1 316
Sig. (2-tailed) 356 260 647 956 232 024
M a0 a0 a0 a0 a0 a0 a0
Industrials Pearson Correlation -.073 21 -.226 -.190 019 -316 1
Sig. (2-tailed) 613 404 114 186 .Bas 025
K] 50 50 50 50 50 50 50

** Correlation is significant atthe 0.01 level (2-tailed).
* Correlation is significant atthe 0.05 level (2-tailed).

4.2 Summary of the results

The study reveals that the average market-adjusted first-day return in Helsinki stock ex-
change has been 3.63% which is a lot lower than it has historically been. Investors could
have achieved better returns if they managed to sell their stock immediately for the open-
ing price of the first market may instead of waiting until the end of the day. In this case, the
return would have been 7.74%. Healthcare stocks seemed to be the most overpriced with
an average 4.86% negative returns while technology firms had the biggest underpricing of
6.82%. However, these results cannot be kept reliable, because of very low sample sizes
and also other factors affecting the degree of underpricing at the same time. Table 7.
summarizes the degree of average market-adjusted first-day returns year by year. Also,
the average degree of underpricing is compared between the main list and First North

companies.
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Table 7. Average market-adjusted first-day returns year by year

Year Main List First North Total
2018 2,18% -3,77% -2,59%
2017 4,26% 13,16% 9,60%
2016 5,30% 7,68% 6,66%
2015 9,62% 0,15% 2,48%
2014 -0,09% -0,09%
2013 4,06% 15,64% 7,92%
2012 9,60% 9,60%

When it comes to the regression model itself, the chosen variables of the model could not
explain the first market day returns very well, so all hypotheses excluding the one must be
rejected. Only the hypothesis of the negative influence of the age of the firm to IPO under-

pricing could be considered to be significant with a little reservation.
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5 Discussion

Initial public offering underpricing has been stimulating discussions for decades, and the
reasons behind the phenomenon have attracted interest among many researchers. Early
evidence of IPO underpricing was initially found by Reilly and Hatfield (1969), and since
then it has been researched by various researchers using the data from numerous differ-
ent markets including Finnish stock markets. In Finland IPO underpricing has been exam-
ined by Keloharju (1993), Westerholm (2006) and Hahl, Vahamaa & Aij6 (2014), but all of
them were using the data sample before the financial crisis. The capital markets have
changed their shape after the crisis, so it opened the window for this research to examine

the current post-crisis situation of IPO underpricing phenomenon.
5.1 Key results

The IPO underpricing was particularly high during the dot-com bubble, and Hahl,
Vahamaa & Aij6 (2014) and Westerholm (2006) covered this period in both of the studies.
Partially due to the effect of the dot-com bubble, the reported average abnormal returns
on the first market day were very high. In this study, 50 IPOs issued in the Finnish stock
market between 2012 and 2018 were examined. The selected sample period covers the
time after the financial crisis. This study confirms that IPOs are still underpriced, but the
degree of underpricing has reduced significantly. Compared to the average underpricing
of 21.9% between 1991 and 2002 and 15.6% between 1994 and 2006 the underpricing of
3.63% found in this study is remarkably low (Westerholm 2006; Hahl et al. 2014). The

specific reason for such low underpricing in recent years is still unknown.

The goal of this study was not only to find if IPOs are still underpriced in Finland but also
to find what explains the underpricing in the Finnish stock market. Based on a literature
review, four hypotheses were formed and tested in multiple regression analysis. Only one
hypothesis could be accepted with a little reservation. Other hypotheses lacked with the

significance level.

H1: The firm age has a negative influence on the degree of underpricing of IPOs in Hel-
sinki stock exchange was the only hypothesis which was not rejected. With the p-value
slightly higher than 0.05 it could be considered to be statistically significant with a little res-
ervation. If the hypothesis were accepted, it would indicate that the IPOs of older compa-
nies have smaller degree of underpricing. This would support earlier studies such as Ritter
(1984) and (1991) which claim that older companies have more financial information pub-

licly available, which can be used to determine the real value of the firm.
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H2: The size of the offering has a negative influence on the degree of underpricing of
IPOs in Helsinki stock exchange was supported by coefficients but had to be rejected due
to the low significance level. The hypothesis is widely supported in earlier studies, but the
effect of the IPO size has either decreased recently or alternatively the sample size used

in this study was not sufficient to support this hypothesis.

H3: Using a bookbuilding method has a negative influence on the degree of the underpric-
ing of IPOs in Helsinki stock exchange was rejected. The chosen IPO method seemed to

have a very marginal effect on IPO underpricing, and the significance level of this variable
was very low. It seems that in Finland firms cannot gain any advantage by using the book-

building method when it comes to an attempt to lower the degree of underpricing.

H4: The industry of the company has an influence on the degree of underpricing of IPOs
in Helsinki stock exchange was not supported by two dummy variables used in the model.
Financial and industrial companies did not have a significantly different degree of under-
pricing compared to other firms. Healthcare companies were systematically more over-
priced than companies of other industries, but healthcare firms could not be used as an
independent variable in the regression model due to too low sample size.

The effect of chosen IPO marketplace was also tested. Coefficients indicate that the de-
gree of underpricing has been higher for main list issues compared to the First North list-
ings, but the significance level is too low to accept the result. It seems that the result does
not have conformity with the theories that larger and older firms tend to have a lower de-
gree of underpricing. One of the possible explanations for this could be the effect of the
hot issue market when there are more low-quality firms seeking funding from overoptimis-
tic investors. These companies are more likely to choose First North marketplace instead

of the main list.

In overall, it can be said that the IPO underpricing in Finnish stock market has been lower
than it has been internationally, and selected factors cannot explain the degree of under-
pricing, but there are always multiple factors affecting it. One of the possible explanations
for the lower degree of underpricing could be the lack of information asymmetry in Fin-
land. Business is well regulated in Finland, and essential information is easily available for
investors. It might also be possible that the long-lasting economic growth and low-interest
rates have increased the interest in initial public offerings which have historically offered
notable returns with moderately low risk. Investors might have gotten overly optimistic
which could be exploited by the firms by decreasing the IPO underpricing. Neither is it im-
possible that investors have become more aware of abnormal returns of IPOs which have

caused the IPO market to become more efficient.
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According to Ritter (2019), the degree of underpricing for the similar sample period was
16.7% in the USA which indicates that the reason for a low degree of underpricing in Fin-
land is more likely structural than driven by the economy or investor behavior. When com-
paring the degree of underpricing in the USA and Finland, we also have to remember that
the lawsuit avoidance is believed to be one of the most significant factors influencing the
IPO underpricing in the USA In Finland lawsuit avoidance is nearly absent, due to different
law system. Also, American IPO firms are significantly younger than firms becoming public
in Finland. Younger firms tend to have less information available for the public, and they

are seen riskier. Thus, the higher degree of underpricing is required from the investors.

Gaining benefit from the IPO underpricing in the current market situation is difficult in Fin-
land because investors also need to consider the fees charged by the stock broker and
capital taxes paid from the returns. Winner’s curse cannot be forgotten either. If an inves-
tor blindly participates all listings, there is a significant risk that he only partially gets re-
guested shares from the best IPOs which are typically oversubscribed and fully gets the
worst ones. This can lead to negative returns. Thus, investors should always analyze IPO
firms carefully before making the decision to invest.

5.2 Recommendations

One of the most interesting aspects for further research would be to study the reasons for
such a big difference between the degree of underpricing in Finland and the USA. Histori-
cally the difference has not been as big as it seems to be after the financial crisis. It would
also be interesting to make a comparison of underpricing in other Nordic countries. During
the same sample, there have been over seven times more IPOs in Stockholm. It would be
interesting to test the regression model of this research with the data sample of Stockholm
IPOs to see if chosen factors could explain the underpricing of Swedish IPOs. Also, the

sample of Swedish IPOs would be sufficient to include the underwriter’s reputation as one

of the independent variables.
5.3 Reliability and validity

The sample size for this study is moderately small which created problems for statistical
significance. Some findings could not be kept reliable due to too small sample size. Initial
public offerings have not been particularly common in Finland which creates challenges
for such studies. The sample of 50 is still large enough to be able to make conclusions

based on the research.

The data was collected from a variety of sources. The data received directly from Nasdaq

Helsinki, and historical stock prices and index returns collected from NASDAQ OMX could
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be considered reliable. The data collected from listing prospectuses and press releases of
IPO firms could be considered reliable as well, because of high regulation on disclosure
obligation in Finland. Remaining data was collected from Kauppalehti and verified from
other sources in order to make sure that the data is reliable. The biggest risk for the relia-
bility of the study is personal mistakes in transferring information from the sources to the
Excel and SPSS.

5.4 Reflection on learning

The thesis process has been very interesting, but also challenging mainly because | did
not have any prior experience of doing research nor any academic background. | was not
familiar with any research methods nor regression analysis. | have nearly ten years of ex-
perience from stock markets, so | was familiar with the subject and prior theories on IPO
underpricing which facilitated the planning and the process itself. Since the beginning, |
had the clear vision of the required steps, but the biggest challenge occurred with the data
collection which | had underestimated in the planning phase. Prior studies have mainly
gathered the data from private databases of universities or paid databases such as
Bloomberg Terminal or Reuter Datastream which are not available for Haaga-Helia stu-
dents. | thought that Porssisaatid or Nasdaq Helsinki would have the required data availa-
ble, but unfortunately, Nasdaq Helsinki had only collected some of the data of most recent
years, and older data was not available at all. Hereby, most of the data had to be hand
picked from other sources. In overall, thesis process taught me research skills and deep-
ened my understanding of the listing process of firms.
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Attachments

Attachment 1. The list of initial public offerings used in the study and market-adjusted

first-day returns

Company Date Underpricing
Altia 23/03/2018 3,49%
Harvia 22/03/2018 1,50%
Rovio 29/09/2017 0,00%
Kamux 12/05/2017 5,26%
Tokmanni Group 29/04/2016 1,18%
Kotipizza Group 03/07/2015 4,27%
Restamax 28/11/2013 7,98%
Oma Saastopankki 30/11/2018 2,54%
Kojamo 15/06/2018 1,21%
Evli Pankki 02/12/2015 23,45%
Asiakastieto 27/03/2015 4,03%
Asuntorahasto Orava 14/10/2013 0,14%
Terveystalo 11/10/2017 2,52%
Silmaasema 09/06/2017 9,28%
Pihlajalinna 04/06/2015 10,46%
Lehto Group 28/04/2016 15,19%
Consti Yhtiot 11/12/2015 5,87%
DNA 30/11/2016 -0,46%
Remedy Entertainment 29/05/2017 18,60%
Next Games 23/03/2017 19,54%
Rush Factory 16/11/2018 -0,64%
Verkkokauppa.com 24/04/2014 3,22%
Fellow Finance 10/10/2018 4,13%
Titanium 09/10/2017 12,83%
Privanet 15/06/2016 -20,67%
Suomen Hoivatilat 31/03/2016 16,45%
Elite Varainhoito 30/11/2015 4,69%
United Bankers 24/11/2014 15,90%
Taaleritehdas 24/04/2013 15,64%
BBS-Bioactive Bone Substitutes 28/02/2018 -21,29%
Fit Biotech 01/07/2015 -34,35%
Nexstim 14/11/2014 -2,00%
Herantis Pharma 11/06/2014 1,39%
Nordic ID 30/11/2018 -14,24%
Viafin Service 20/11/2018 -3,95%
VMP 19/06/2018 5,33%
Enersense International 24/04/2018 -9,56%
Fondia 04/04/2017 28,33%
Talenom 11/06/2015 -8,35%
Robit 21/05/2015 8,01%
Detection Technology 16/03/2015 -3,08%
Piippo 10/03/2015 12,24%
Cleantech Invest 12/06/2014 -12,49%
Admicom 09/02/2018 10,09%
Efecte 08/12/2017 -6,52%
Gofore 16/11/2017 6,15%
Heeros 10/11/2016 -10,39%
Vincit 17/10/2016 45,36%
Nixu 05/12/2014 -6,57%
Siili Solutions 15/10/2012 9,60%
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