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ABSTRACT
The study examined the longrun performance of the initial public offerings held at the Nairobi
Securities Exchange in Kenya. From the study results, it seems that the IPOs of companies that
were issued at the Nairobi Securities Exchange over the period 2006 – 2016 and purchased at the
closing price of the first day of public trading tend to underperform non-IPO firms with similar
characteristics over the three years following the offering. Over shorter investment horizons (up
to one year), the IPOs demonstrate superior performance. The independent variables that were
considered in the study are; First day differential between the offer price and closing day one
price; market price-to-book value; the leverage ratio and Percentage subscription of the IPO.
Both descriptive and inferential data analysis was conducted. The study conducted regression
analysis using an ordinary least square regression model. The regression model was used to
establish the effect of the independent variables on the long-run performance of stocks, measured
by market adjusted buy – and hold abnormal returns (BHAR). The study findings revealed that
price to book value as well as the percentage subscription significantly affected the long run
performance of IPOs while leverage ratio and first day pricing differential did not have a
significant effect on the long run performance of IPOs. The effect of price to book value is
however negative while that of percentage subscription is positive. The study recommends that
holding IPOs over shorter horizons might result in a profitable strategy hence investors can consider investing in IPOs in the short run and not in the long run.
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INTRODUCTION
Initial Public Offering is by and large amongst the primary significant financial resolutions
which steer scores of analysts to investigate the intentions why firms seek to go public
(Ljungqvist, 2005). The procedure is normally used in order to raise finances from
shareholders in the IPO (Brealey, 2011). The IPO receives additional funds into the listed
company to support its growth and development. In the course of the allocation of resources,
offering price plays an important role; the efficient market hypothesis contends that capital
markets are effective and as a result the price should be equivalent to the company's
fundamental value and it will allocate the scarce financial resources to the optimal producers
effectively. IPO prices digress from the company's fundamental value, resulting to the
emergence of inefficient pricing (Wang & Song, 2013). As important events in the records of
every publicly traded company, initial public offerings (IPOs) have been studied extensively
in the academic literature. The academia has identified and studied three interesting patterns
related to the IPO markets that have been reported internationally: the “hot issue” markets, the
short-run under-pricing, and the long-run underperformance.
Ritter (2006) describes the “hot issue” phenomenon as cyclical periods in which the initial
returns and the number of companies going public are abnormally high. In particular, Ritter
reports an average initial return of 48.4 percent during the “hot” market, compared to an
average of 16.3 percent during the “cold” market of the studied period. Second, a vast amount
of papers examine and provide different explanations of the initial IPO under-pricing
measured as the difference between the first day closing price and the offer price. Loughran et
al. (2000) shows that the average initial returns among the 52 included countries vary from
3.3% (Russia) to 239.8% (Saudi Arabia). Finally, the research on share price performance
over the longer-run indicates that the newly issued securities underperform various
benchmarks throughout the following three to five years in the aftermarket. Since this thesis
studies the long-run performance of IPOs, a more elaborate literature review on the topic is
provided in the corresponding chapter.
Global and Regional Perspective of IPO and Long run performance of stocks
Krigman et al, (1999) in their study concluded that first day winners continue to be winners
over the first year, and first day losers continue to be losers except for extra hot IPOs, which
are seriously underpriced. Using a sample of more than 2000 IPOs during the period dated
1980-1997, Purnanandam and Swaminathan (2004), found that on average, the offer price
substantially exceeds the corresponding intrinsic values computed from similar firms in the
peer group of the issuing firm. They posit that, overvalued IPOs have large first day returns
but low long run risk adjusted returns. In a study of the Canadiam IPOs, Kooli & Suret (2004)
report that Canadian IPOs held between 1991 and 1998 underperformed a sample of matched
by size firms in the long run. Their results however are not always statistically significant and
are highly sensitive to the used weighting schemes.
Brav et al. (2000) provide evidence that the long-run underperformance is not exclusively an
IPO effect. Rather, it is caused by the fact that the majority of initial offerings are of small low
book-to-market companies. Brav and Gompers differentiate between venture-capital-backed
and non-backed IPOs, showing that the latter are weaker performers. Both of the groups
underperform various market indices over the five years following the initial offer. However,
when measured against benchmark portfolios matched on size and book-to-market ratio, the
newly listed firms actually outperform the benchmarks.
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The results concerning long-run IPO performance are however inconclusive. For the Swiss
market, Kunz and Aggarwal (1994) suggested that there was no evidence for long-run
underperformance of Swiss IPOs for up to three years after the initial offering. Brav and
Gompers (1997) also challenged the view that IPO firms underperform in the long run. They
used a sample of U.S. IPOs from 1972-1992 and found no evidence that IPO firms
underperform the benchmarks. They provided evidence that underperformance is typical of
small firms with low book-to-market ratios and found that when returns are weighted equally,
firms backed by venture capitalists outperformed, non-venture backed firms.
In South Africa, Govindasamy (2010) reported a negative long-run performance of IPOs
placed on the Johannesburg Stock Exchange (JSE). After examining a sample comprising of
229 security issues which occurred between 1995 and 2006, he found a significant
underperformance against the JSE All Share Index reaching –50%. In Tunisia, considerably
weaker underperformance was documented by Rekik (2013) for 40 Tunisian IPO stocks listed
between 1992 and 2008. Using the market capitalization weighted index for the Tunisian
Stock Exchange as benchmark, the authors found the three-year cumulated abnormal return
amounting of –3%. Agathee et al. (2014) did a study to examine the long-run performance of
initial public offerings on the Stock Exchange of Mauritius (SEM). Their results showed that
the 3-year equally weighted cumulative adjusted returns averaged −16.5%. The magnitude of
this underperformance is consistent with most reported studies in different developed and
emerging markets. Based on multivariate regression models, firms with small issues and
higher ex-ante financial strength seem on average to experience greater long-run
underperformance, supporting the divergence of opinion and overreaction hypotheses. On the
study, they found out that Mauritian firms do not on average time their offerings to lower cost
of capital and as such, there seems to be limited support for the window of opportunity
hypothesis.
Govindasamy (2010) undertook a research to determine the long run performance of Initial
Public Offerings (IPOs) listed on the Johannesburg Stock Exchange (JSE) in South Africa.
The three year abnormal returns were assessed for IPOs listed between 1995 and 2006
comprising a sample of 229. Using the Buy and Hold Abnormal Return (BHAR) and
Cumulative Abnormal Return (CAR) methods, it was found that the IPOs underperformed the
market by 50% and 47% for BHAR and CAR respectively. The JSE All Share Index was used
as a benchmark. The research also investigated the effect of firm size on IPO performance.
The relationship between IPO activity and performance was analysed as well as the
performance of IPOs from different sectors. Gross proceeds of the offers were used as a proxy
for firm size and it was shown that by splitting the sample into different size groups, there
were significant differences between the returns from these groups. There was no relationship
found between IPO activity and performance using a linear regression. Using an Analysis of
Variance (ANOVA) it was determined that there were significant differences between the
performance of IPOs in the different sectors of technology, industrials, financials and mining.
Statement of the Problem
Initial Public Offerings (IPOs) presents existing and potential investors with a vehicle to earn
superior returns. However, the potential performance of these investments for Kenyan IPOs in
the long run is not well documented and therefore known. There have been numerous studies
performed on the performance of IPOs across the globe and in Africa with the intention of
understanding their performances. In the documented researches, long run underperformance
is a common phenomenon of these studies, ranging in magnitude across the different markets.
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IPOs provide significant milestones in the life cycle of private organizations, and they have
consequences on the ownership structure and controlling rights of the firm (Zheng and Li,
2008). There are a number of reasons why companies go public; such as diversification of
ownership, raise new working capital for liquidity etc. (Bessler and Thies, 2007). The
founders surrender a portion of the ownership of the organization in exchange for equity that
they can use to enable the business to grow without which it would take a long time or the
business may never realize its potential. To many firms, IPOs provide the most apt option of
raising capital as opposed to increasing debt levels from whatever the source.
Kenyan IPOs have received attention in the past two decades with firms participating in initial
public offering of their shares. This interest could be related to the value of IPOs for economic
growth and employment, but more often than not, the focus is on the substantial profit
opportunities that they offer to investors (Bessler and Thies, 2007). Underpricing of IPOs has
been a topic of considerable academic interest, and will continue to dominate the research
directed to IPOs for a long time to come (Kennedy, 2006). Underpricing is therefore a
fundamental feature of IPOs and is existent in almost every issue across the globe. Long run
performance, however, depicts different characteristics in different countries. Kirilov (2016),
based on a study of 1522 IPOs issued between 1992-2012 at the Continental Europe found
that the average holding period return to be -19.23% in three years. Corhay, Teo & Rad (2002)
on the other hand found that for 258 IPOs issued between 1992 and 1996 in Malaysia, the
results were the opposite with the IPOs outperforming the market with a positive cumulative
abnormal return (CAR) of 41.7% over three years from the listing day.
It is thus important to understand the long run performance of IPOs in a specific market, not
only from an investment perspective but also for the interest of the issuer as this will give the
owners an understanding of future valuation prospects for the organization in terms of market
capitalization. Despite its importance, the effect of IPO on the long-run performance of the
stock has remained unexplored in the Kenyan financial market. Most of previous studies of
IPOs are based on developed markets. Given that no study of this nature has been done in
Kenya, this study sought to fill the knowledge gap by establishing what is the effect of initial
public offers on the long-run stock returns of companies listed at NSE in Kenya?
Research Objectives
i.

ii.
iii.
iv.

To analyze the effect of first day pricing differential between the offer price and closing day one price on the long run performance of stocks of companies listed at the
Nairobi securities exchange.
To assess the effect of market price-to-book value ratio on the long run performance of
stocks of companies listed at the Nairobi securities exchange
To determine the effect of firm’s leverage ratio on the long run performance of stocks
of companies listed at the Nairobi securities exchange
To examine the effect of percentage subscriptions on the long run performance of
stocks of companies listed at the Nairobi securities exchange
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LITERATURE REVIEW
Theoretical review
Signaling Theory
Leland & Pyles (1977) model is one of the first signaling models which describe the issuer’s
function in the IPO process. Their model is a simple static equilibrium model where the
ownership retention rate signals to investors the quality of the issuer. They argued that the
level of retention of shares by original shareholders can be convincing signal of the firm value
to the outsiders. This idea is very much tied to the principal – agent conflict which should be
less of a problem when owners of a company retain large amount of shares after the IPO, thus
these companies are regarded as high quality ones. Investors are expected to make their IPO
purchasing decisions based upon this crucial information. Beatty and Welch (1996) suggested
that issuers use underpricing as a mechanism to signal their quality to the market. These
models posit that high-quality firms underprice their stock at the IPO and subsequently
conduct a seasoned offering when market prices are established and there has been an
opportunity for information revelation. The cost of underpricing and a positive probability of
their type being revealed between the two offerings prevent the low-quality firms from
following suit. Thus, signaling models of underpricing predict that IPO firms that underprice
should exhibit superior operating performance in comparison to those that do not. The
absence of a positive relation between the change in operating performance and underpricing
is inconsistent with the signaling explanation for underpricing.
Agency Theory
Agency theory, as initially conceptualized by Jensen and Meckling (1976) analyzes the
relationship that develops in an economic exchange when an individual (the principal)
concedes authority to another (the agent) to act in his or her name, so that the wealth of the
principal is benefited by the decisions adopted by the agent. According to the theory,
separating ownership from control can result in costs for the principal, known as agency costs,
thus requiring costly mechanisms for controlling these costs. Agency costs arise because
agents are argued to pursue interests that do not necessarily coincide with those of the
principal. Because the use of incentives to create alignment of interests between principal and
agency is a primary mechanism proposed by the theory to reduce agency costs, the theory is
without doubt one of the main (if not the main) theoretical frameworks in the area of
compensation management (particularly at the top management level) (Gomez-Mejia,
Berrone, & Franco-Santos, 2016).
The roots of agency theory are linked to economic utilitarianism (Ross, 1973), which suggests
that rational individuals will favor alternatives that enhance their own utility. It provides
parsimonious predictions as to how rational individuals would behave in bilateral relations
between self-interested individuals, where each individual is faced with information
asymmetry about the other individual’s effort and interests. In summary, agency theory
focuses on identifying the most efficient contract for aligning the interests of an agent with
those of the principal.
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Self Interest Theory
A possible reason for underpricing may be the self-interest of investment bankers (Baron and
Holmstrom, 1980). According to Baron and Holmstrom (1980), most new security issues are
managed and distributed by investment banking syndicates that perform three basic services
for the issuers of the securities. First, they offer advice and counsel regarding the type of
security to be issued, coupon rates, maturity, offer price etc. Secondly, they provide an
underwriting function by bearing all the risks associated with the proceeds of the issue and
thirdly, they provide a distribution function by selling the securities to investors. They
identified an incentive problem that was mainly centered on the tradeoff between the offer
price decision and the distribution effort made to place the issue. Distribution involves
substantial costs and therefore a banker would be expected to limit those costs to the extent
that is feasible. The most common way of limiting those costs is to underprice the new issue.
This incentive problem was described by Van Horne (1977) in the following way, “the
underwriter wants a price that is high enough to satisfy the issuer but low enough to make the
profitability of successful sale to investors reasonably high”. Baron and Holmstrom further
identified two principle forces that can work to mitigate the incentive to underprice. The first
is that the investment banking industry is to some extent competitive and a banker that
continuously prices new issues lower than the industry norm will likely lose some market
share. The second force is the sophistication of the issuer because if the issuer is financially
sophisticated and makes comparisons with similar security issues, the investment banker is
forced to price closer to market.
Book Building Theory
Book building is essentially a process used by companies raising capital through public
offerings—both initial public offers (IPOs) or follow-on public offers (FPOs) to aid price and
demand discovery (Derrien, 2003). . When a company wants to raise money it plans on
offering its stock to the public. This typically takes place through either an IPO or an FPO
(follow-on public offers). The book building process helps determine the value of the security.
Once a company determines it wants to have an IPO, it will then contact a book runner or a
lead manager. The book runner will determine the price range at which it is willing to sell the
stock. The book runner will then send out the draft prospectus to potential investors.
Generally, the issue stays open for five days. At the end of the five days, the book runner
determines the demand of the stock for its given price range. Once the cost of the stock has
been determined, then the issuing company can decide how to divide its stock at the
determined price to its bidders (Derrien, 2003).
Benveniste and Spindt (1989) looked at how informational frictions affected the marketing of
IPOs in an attempt to explain the underpricing and long run underperformance anomalies.
Their analysis focused on the role an investment banker plays in eliciting information about
the market value of an IPO during the pre-selling period. They modeled the pre-market
activity as an auction, conducted by the investment banker, in which investors bid with
indications of interest. In their study, they found that the basic difficulty facing an underwriter
wishing to collect information useful to pricing an issue is that investors have no incentive to
reveal positive information before the stock is sold. By keeping such information to
themselves until after the offering, investors can expect to benefit. They would pay a lower
initial price for the stock and they could sell it at the full information price in the post offering
market.
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They suggested that underwriters may therefore knowingly partially adjust offer prices in
order to compensate investors for truthfully revealing information regarding the market
demand of an issue, especially positive information. This is known as the book building
explanation. They further demonstrated that an underwriter can use the leverage of expected
future profits to reduce underpricing and thus increase the efficiency of the capital acquisition
process. Benveniste and Spindt (1989) also came up with a possible explanation for the long
run underperformance phenomenon in their book building model. They argued that
subsequent performance is positively correlated with the initial price revision that was
undertaken during the book building process. If there was more disclosure of negative than of
positive information, performance may be negative in the future. (Benveniste and Spindt,
1989)
Conceptual Framework
Share Price
 IPO Offer price
 Current share price
Market price to book value
 Total value of assets
 Total liabilities of the firm

Long run Performance of
stocks (Measured by BHAR)
 Share price
 Earnings per share

Leverage Ratio
 Company debt
 Retained earnings
Percentage Subscription
 Number of shares offered to the public
 Subscription rate

Independent Variable

Dependent Variable

Figure 1: Conceptual Framework
First day pricing differential between the offer price and the closing price
Empirical evidence shows that there tends to be an abnormal high returns caused by the
significant positive difference between the first market price and IPO offer price. Ritter (1991)
found that the high returns realized on the first day of trading may turn into negative returns in
the long run. He asserts that this could be attributed to the fact that the closing price of the
first day of trading might have been influenced by the investor purchasing behavior wave and
therefore may not reflect the intrinsic value of the company’s shares. However, the managers
will have been provided by a goodwill opportunity which they can take advantage of and turn
the company around.
Price-to-Book value ratio
Price-to-book variable expresses the price-to-book value of equity at the time of the offer.
Hence, it indicates whether the company has the characteristics of a value or growth stock.
Low price-to-book value stocks can be characterized as value stocks while high price-to-book
value stocks can be considered as growth stocks. Bauman et al. (1998) show that value stock
outperform growth stock in long-run. Thus based on their findings, price-to-book variable
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should be expected to have a negative coefficient. The negative coefficient is also found in
studies such as by Levis (2011) which show that the academic literature is consistent with this
view.
Leverage Ratio
Leverage is defined as the ratio of total liabilities divided by total assets. Leverage Ratio is
used to see the effect of firms’ debt level on its profits and its IPO’s performance. It is an
important subject in corporate finance and theory. It is assumed that a high leverage show a
high level of risk. On the other hand, leverage may also increase the return on equity. More
specifically, it is expected that as the firms’ debt level increases IPO performance of the firm
should also increase. Ryan et al (2001) and Eckbo and Norli (2005) showed that leverage
factor is influential in IPO long-run performance. They claim that high-leveraged IPOs are
riskier and this riskiness declines over time after issuance. Leverage ratio (LEV) - Leverage is
calculated as book value of long-term debt to the paid up equity capital of the firm at the IPO
date. Pre-IPO debt-equity ratio signals the financial risks of the firm.
Percentage subscription
Jain and Kini (1994) investigated the change in operating performance of firms as they make
the transition from private to public ownership. A significant decline in operating performance
subsequent to the initial public offering (IPO) was found. Additionally, there was a significant
positive relation between post-IPO operating performance and equity retention by the original
entrepreneurs. Peristiani and Hong (2004) found significant positive relation between aftermarket price performance and equity retention by original shareholders. They concluded that
Ownership Retention is positively related to long run performance of the firm.
Long run performance of stocks
Several studies that have been done on the long run performance of IPOs show that there is
general underperformance by IPOs as compared with other stocks. It’s only in a few countries
where the studies show otherwise with a few outperforming their benchmarks or performing
similar to the country’s benchmark.
Research Methodology
Research Design
The study adopted a causal (explanatory) research design. Causal relationship seeks to
establish how one variable affects changes in another. This study targeted all the 10 firms
listed at the NSE between the years 2006 and 2016 through the issue of an IPO. Also, 10 firms
that were listed through introduction were also looked at for comparison purpose. The study
analyzed the 10 firms that issued IPOs in the study period so as to cover a minimum period of
3 years which defines a long run. There were 64 firms listed at the NSE as at December 2016.
Two measures were used to estimate the long-run IPO performance – cumulative average
abnormal returns (CAARs) and buy-and-hold abnormal returns (BHARs). Returns were
calculated for two periods – initial and aftermarket. First, the initial returns are calculated as
the raw return from the offer price to the first day closing. Next, the first aftermarket month
return was estimated from this closing price to the closing price at the end of the same month
and the returns for months 2 to 36 were estimated as the raw returns between the end-month
closing prices. Measuring the aftermarket performance when the stock is purchased at the first
available closing price instead of the offer price is a standard practice in the literature. The
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reason for it is that the average investor is less likely to purchase at the offer price due to oversubscription for the initial share allocation. The monthly returns were calculated with closing
prices which are adjusted for capital actions (which are stock splits, repurchases, or
dividends). The average abnormal return for the portfolio of IPOs in event month t is
calculated as the equally-weighted arithmetic mean of the abnormal returns: This procedure
estimates the average return from a buy-and-hold strategy where the IPO’s stock is purchased
at the first closing price (that is different from the offer price) following the issue and held for
period t. Since the goal of this study was to measure the aftermarket abnormal returns of the
average IPO and to serve as point of reference for managers, investors or researchers, using
equal weights of each company in the estimations of the BHARs is the appropriate approach
(Loughran & Ritter, 2000). Both descriptive and inferential data analysis was conducted. A
regression model was used to establish the effect of the independent variables on the long-run
performance of stocks, measured by market adjusted buy – and hold abnormal returns
(BHAR). The following multiple regression model was applied in the study. A similar model
was applied in a study by Ritter (2006) who did a study on the long-run performance of initial
public offerings in USA , Bhabra and Pettway (2003) who did a study on the IPO prospectus
information and subsequent performance in USA.
BHAR (Y) = β0+ β1 X1+ β2 X2+ β3 X3 + β3 X3 + ε
Where: Y = Long run performance of shares measured by BHAR, X1 = 1st Day pricing
differential between the offer price and closing day-one price, X2 = market price-to-book
value, X3 = leverage ratio, X4 = Percentage subscription, β0 is the Y intercept or constant
term, β1 - β4 are the regression coefficients for each independent variable and ε is the random
or stochastic term.
Results
IPO Distribution per year
The results in Figure 2 presents the number of IPOs in each year in the period between 2006
and 2016. The total number of IPOs were 10 at the Nairobi Securities exchange. The highest
number of IPOS were recorded in the year 2006 and again in the year 2008 while the lowest
number was recorded in the year 2014 and 2011. However, in the year 2009, 2010, 2012,
2013, 2015 and 2016, no IPOs were offered at Nairobi Securities exchange.

Figure 2 : IPO Distribution per year
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IPO Distribution per Sector
The results in Figure 3 presents the number of IPOs in each year per sector in the 10 year
study period between 2006 and 2016. The findings reveal that IPOs were recorded in only
five sectors in the study period. The sector with the highest number of IPOS was the financial
sector with 4 followed by both telecommunication and consumer goods sectors.

Figure 3 : IPO Distribution per Sector
Price to Book Value per Company
The study findings presented in Figure 4 revealed that of the companies with IPOs in the
study period, Eveready had the highest price to book value of 5.85 followed by Safaricom at
5.47. The minimum value was Kenya Re with a price to book value of 1.05. The results reveals that at the time of going public, the price to book value of Safaricom, Eveready, Cooperative bank and East Africa cables was considered as growth stocks.

Figure 4 : Price to Book Value per Company
First Day Price Differential per Company
The Findings in Figure 5 revealed that the highest positive first day price differential was recorded by KenGen company at 28.10 followed by East Africa cables at 19.50. On its first day
of offer, Britam made a negative first day price differential of -0.6 which shows that the price
of its shares at the close of the day was below the initial price offer. The positive first day
initial price differential can signal an abnormal high returns as indicated by Ritter (Ritter,
1991).
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Figure 5: First Day Price Differential per Company
Leverage Ratio per Company
The Findings in Figure 6 revealed that all the IPOs had a positive leverage ratio at the time of
going public. Co-operative Bank had the highest leverage ratio of all the ten companies followed by Britam and Eveready East Africa. Nairobi Securities exchange and Kenya Re had
the lowest leverage ratios at the time of going public. Following the argument by Ryan
(2001) and Eckbo and Norli (2005) that high-leveraged IPOs are riskier and this riskiness
declines over time after issuance, then it shows that majority of the IPOs were not very risky
since they had low values of leverage ratio. Cooperative Bank was the most risky with a ratio
of 6.07 which is very high.

Figure 6 : Leverage Ratio per Company
Percentage Subscription per Company
The result in Figure 7 reveals that the highest subscribed to shares was that of Eveready East
Africa at 830% followed by Nairobi Securities Exchange at 663% and then Safaricom at
532%. 80% of all the IPOs were oversubscribed meaning that their demand was more than the
shares that had been offered for sale. The lowest percentage subscription was that of Britam
Kenya at 60% and cooperative bank of Kenya at 81%.
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Figure 7 : Percentage Subscription per Company
Trends in the performance of the IPOs for the First Five Anniversaries
The study established the trends in the average performance of the IPOs for the first five anniversaries. The results reveal that after going public, the average stock price of the IPOs increased significantly in the first anniversary from 12.00 to 14.80. The results imply that the
best time to buy shares for a company that has gone public is the first day and the best time to
sell is the first anniversary when the price is high. In the short run (the first two anniversaries)
the performance is good for the IPOS but in the long run (fourth and fifth years), the performance of the IPO shares is lower. The efficient market hypothesis posit that the post IPO
stocks price performance should not be predictable. The findings are however consistent with
the findings of Simiyu (2015) who argued that after the issuance of IPOs at the NSE, stocks
performed fairly well in the first three years of trading and under performed in the fourth and
fifth year of trading. The findings are also consistent with Ritter and Welch (2002) who provide empirical evidence showing that IPO firms underperform by 23.4% on average over a
four-year period.

Figure 8: Trends in the performance of the IPOs
Comparison of the performance of IPOs and Stock Introductions in the Short Run
The study sought to compare the performance of IPOs with Stocks listed through introductions in the short run and on the third anniversary (because some of the introductions, did not
reach the third anniversary) so as to establish their performance and compare the same with
that of the IPOs. Both the trends and independent sample t-tests were used to establish whether there was a statistical difference in the performance of the two sets for the first three anniversaries (3 years).
Comparison of the trends in performance of IPOs and Introductions
In the study period, there were 10 introductions into the Nairobi Securities Exchange. After
the introduction, the study sought to compare the performance of the introductions and the
IPOs in their subsequent three anniversaries so as to compare the performance of introduction
versus the performance of IPO companies. The study findings indicated that in the first anniversary after going public, all the IPOs had an average stock price of 14.8 while all the introduced companies had an average of 25.53 which reveals that introductions performed better
than the IPOs in the first anniversary after going public. In the second anniversary, the performance of both the IPOs and the introductions decreased significantly, however the introductions were still performing better than the IPOs in their second anniversary. The results
imply that on average, for the first two anniversaries, the stocks listed through introduction,
performed better that IPO stocks. The trends reveal that in the third anniversary, the performance of IPOs perform better than the performance of stocks listed through introduction
which show significant decrease in their performance.
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T-test on the performance of IPOs and Introductions in the Short Run
The study also conducted an independent sample t-test to establish whether the difference in
the performance of IPos and introductions was statistically significant in the short run. The
test was conducted at each anniversary. At the first annivesary, after IPO and introduction
respectively, the mean stock prices of IPOs was 14.8 while that of introductions was 25.53
with a mean difference of 11.45. This means the difference is statistically insignificant at 5%
level of significance as shown by a value of 0.032. This shows that the difference in the
performance between the two sets is statistically insignificant. At the second annivesary, the
mean stock prices of IPOs was 13.985 while that of introductions was 23.86 with a mean
difference of 9.88. This means the difference is statistically insignificant at 5% level of
significance as shown by a value of 0.049. This shows that the difference in the performance
between the two sets is statistically insignificant.
At the third annivesary, the mean stock prices of IPOs was 13.77 while that of introductions
was 19.94 with a mean difference of 6.17. This mean difference is statistically insignificant at
5% level of significance as shown by a value of 0.047. This shows that the difference in the
performance between the two sets is statistically insignificant. The results imply that the mean
difference between the IPOs and the Introductions were statistically insignificant in all the
three anniversaries which implies that in the long run, the difference in the performance of the
IPOs and the introductions decreases as they move towards convergence. This observation
also puts in to question whether its only IPO stocks that underperform or whether the
underperformance is something common in the market that can affect and affects all stocks.
Table 1: T-test on the performance of IPOs and Introductions
Error! Not a valid link.

Descriptive Statistics (Introductions versus IPOs)
The study sought to compare the price to book value as well as the leverage ratio of the
introductions and IPOs and test whether there was a statistical difference in the two variables.
The percentage subscriptions and first day pricing differential were not compared because the
introductions did not have them. The findings reveal that the leverage ratio of the companies
on the IPO period was on average a positive value of 1.44 while introductions had a positive
value of 3.60. These figures are both large and reveal that the IPOs were less riskier. Based on
the argument by Ryan (2001) and Eckbo and Norli (2005) that high-leveraged IPOs are
riskier, this riskiness declines over time after issuance. Compared to introductions, IPOs were
less riskier due to their lower leverage ratio. In regard to price to book value, the results
indicated that the IPOs had an average price to book value of 2.98 while the introductions had
an average price to book value of 5.37 which was bigger than that of IPOs. Comparing the
two, it can be implied that the larger the price to book value the more the indications of
growth and hence introductions had more prospects of growth than the IPOs (Bauman et al. ,
1998).
Table 2 : Descriptive Statistics
Error! Not a valid link.

After the descriptive statistics, the study also conducted a t-test to establish whether the
differences in the price to book value as well as leverage ratio of both the IPOs and
introductions were statistically significant. The findings in Table 2 reveal that the difference
in the price to book value between IPOs and introductions were statistically insignificant at
5% level of significance (Sig = 0.019). The findings also reveal that the difference in leverage
ratio between the IPOs and introductions was not statistically significant at 5% level of
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significance ( Sig = 0.439). This implies that even though introductions had a larger leverage
than IPOs which indicates the risk level, the difference is insignificant and hence a decision
cannot be made based on the leverage ratio.
Table 3 : T-test on Difference in Price to book value and Leverage ratios of IPO and
Introductions
Price to book value

Equal variances assumed

F

Sig.

Mean Difference

6.963

0.019

-2.39

Equal variances not assumed
Leverage ratio

-2.39

Equal variances assumed

0.396

0.039

Equal variances not assumed

2.05
2.05

Descriptive Statistics of IPOs
The results in Table 4 presents descriptive statistics of the 10 IPOs that were included in
the study. First day pricing differential was established as the difference between closing day
and the offer price, price to book value was established as the ratio of market price to book
value, leverage ratio was established as the ratio of total debt (as at the date of the IPO) to the
share capital, subscription rates was established as the number of shares subscribed to and
long run performance of stocks was established as the closing price of the stock on the third
year after the IPO. The study findings reveal that the average first day pricing differential was
positive at 8.67 with the highest value being 28.1 and the minimum value being -0.6. This
results indicate that on average, there was a positive return for the IPOS between the study
period. This is in agreement with Ritter (1991) who argues that there tends to be an abnormal
high returns caused by the significant positive difference between the first market price and
IPO offer price. The high standard deviation of 10.48 reveal that the variation in the first day
price differential among the IPOS was highly variant.
The findings also reveal that the leverage ratio of the companies on the IPO period was on
average a positive value of 1.44 with a maximum value of 6.07 being recorded and a
minimum value of 0.09. This reveals that the IPOs were risky based on the argument by Ryan
(2001) and Eckbo and Norli (2005) that high-leveraged IPOs are riskier and this riskiness
declines over time after issuance. The high standard deviation of 2.62 reveal that the variation
in the leverage ratio among the IPOS was not highly variant. The results in Table 4 also
reveals that the average percentage subscriptions was 393.1% with the maximum value being
830% and the minimum value being 60%. This revealed an over subscritpion of the shares on
the first day. The standard deviation of 250.64% is high revealing a high variation in
percentage subscription amng the IPOs. In regard to price to book value, the results indicated
that the IPOS had an average of 2.98. The price-to-book variable expresses the price-to-book
value of equity at the time of the offer. This value is high which reveals that the price-to-book
value for the IPOS between 2006 and 2016 was considered as growth stocks (Bauman et al. ,
1998).
Table 4 : Descriptive Statistics
First
Day Pricing Differential

Leverage Ratio

Percentage
Subscriptions

Price
to book value

Long
Run
Performance

Mean

8.665

1.44

393.1

2.984836

13.77

Median

5.25

0.8

348.5

2.292888

12.3

Maximum

28.1

6.07

830

5.848101

26.5

Minimum

-0.6

0.09

60

1.054945

3

Std. Dev.

9.22

2.62

250.64

1.714613

7.65
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10

10

Correlation Results
The study used correlation to examine the association between independent variables and
dependent variables. The importance of correlation is to determine the extent to which
changes in the value of an attribute is associated with changes in another attribute, (Kothari,
2014). The study findings revealed that first day pricing differential and leverage ratio have a
positive correlation with long run performance of stocks. On the other hand, price to book
ratio and percentage subscription have a negative correlation with the long run performance.
Both the price to book ratio and the percentage subscription had significant correlation with
long run performance of stocks of the IPOs. The study findings are consistent with Bauman
et al. (1998) who showed that value stock outperform growth stock in long-run. Price-to-book
variable should be expected to have a negative coefficient. The negative coefficient is also
found in studies such as Levis (2011) show that the academic literature is consistent with this
view.
Table 5 Correlation Tests Results
Price to
book
value
Price to book value

Pearson Correlation

First day
Pricing Differential

Leverage
Ratio

Percentage
subscriptions
(%)

Long run
performance

1

Sig. (2-tailed)
First Day Pricing Differential

Pearson Correlation

-0.3

Sig. (2-tailed)
Leverage Ratio

Percentage subscriptions (%)

Long run performance

1

0.4

Pearson Correlation

-0.207

-0.441

Sig. (2-tailed)

0.566

0.202

Pearson Correlation

0.629

-0.34

0.133

Sig. (2-tailed)

0.069

0.371

0.733

0.051

0.512

-0.139

0.026

0.89

0.131

0.721

10

10

10

10

Pearson Correlation

-.694*

Sig. (2-tailed)
N

1

1

* Correlation is significant at the 0.05 level (2-tailed).

Multiple Regression Analysis
The results presented in Table 6 revealed a joint correlation of the predictor variables (first
day pricing differential, leverage ratio, price to book value and percentage subscription), R of
0.86, which reveal a positive correlation of the variables to longrun performance. The
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coefficient of determinantion, R-squared is 0.740 which indicated that 74% of the variation in
the long run performance of the stock can be explained or attributed to first day pricing
differential, leverage ratio, price to book value and percentage subscription.
Table 6 Model Summary
R

R Square

Adjusted R Square

Std. Error of the Estimate

.86

0.74

0.58

2.611

The results of ANOVA test in table 7 showed that the F value of 2.389 was significant at 5%
level of significance ( P = 0.021). This shows that the model linking the variables was
significant. The results imply that first day pricing differential, leverage ratio, price to book
value and percentage subscription, can significantly predict long run performance of stocks.
Table 7 Analysis of Variance (ANOVA) Results (Overall Model Significance)
Sum of Squares

Df

Mean Square

F

Sig.

Regression

357.333

4

89.333

2.389

.021

Residual

149.556

5

37.389

Total

506.889

9

The coefficient results in Table 8 reveal that first day pricing differential has a negative but
not significant effect on long run performance of stocks while leverage ratio has a positive but
not significant effect on long run stock performance. On the other hand, price to book value
has a negative significant effect on long run performance of stocks of the IPOs. Percentage
subscriptions has a positive significant effect on long run performance of stocks of the IPOs.
The findings are consistent with Levis (2011) who argues that price-to-book variable should
be expected to have a negative coefficient and it negatively affects long run performance of
stocks.
Table 8 Regression Coefficients Results
Predictor Variables

B

Std. Error

t

Sig.

(Constant)

15.866

8.246

1.924

0.127

Price to book value

-4.004

1.677

-2.387

0.045

First day pricing differential

-0.039

0.292

-0.134

0.900

Leverage ratio

0.059

0.077

0.767

0.486

Percentage subscriptions

0.155

0.078

2.009

0.049

The Optimum Regression Model
BHAR (Y) = 15.866-0.039X1–4.004X2+0.059X3+0.155X4
The BHAR model obtained yields a return of -5.6%. This indicates that there was massive
underperformance of the IPO listed at the NSE for the 3 year period under study. These results
collaborates the studies by Drobetz, Kammerman and Walchli (2005) who conducted a study
on the long run performance of 109 Swiss IPOs from 1983 to 2000 and found that the underperformance after three years was only about 7.5% using the market index as the benchmark.
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Another study by Bessler and Thies (2007) where the BHAR value was calculated at -12.7%
also are collaborated by this particular study.
Conclusions
The study concludes that the IPOs tend to realize superior returns on the first day after the
IPO offer. Subsequently, the returns start to deteriorate immediately with each succeeding
year seeing worse returns as compared to the previous one. There is hence need to hold IPOs
in the shorter period to remain profitable. The study also concludes that as far as the IPOs at
the Nairobi Securities Exchange are concerned, the first day pricing differential and leverage
ratio do not significantly affect performance of the stock in the long run but the price to book
value ratio and the percentage subscription significantly affects the long run performance of
the stock in the long run. The study concludes that based on the leverage ratio IPOs were
more risky as compared to introductions. In regard to price to book value, the study concludes
that introductions have more prospects of growth than the IPOs.
Recommendations of the study
Since the study findings reveals that IPOs tend to realize superior initial returns after which
the performance of the stock starts to deteriorate after the first year as compared to the succeeding years, the study recommends that holding IPOs over shorter time horizon might result
in a more profitable strategy hence investors should consider investing in IPOs in the shortrun
rather than in the long run. Although there was no statistically significant difference between
IPOs and Introductions, the study findings reveal that introductions tend to be more stable in
the shortrun and thus perform better during this period being less risky than the IPOs. This
could also be as a result of the market factoring in all the information in to the pricing of an
introduction which is immediately reflected in the initial pricing. , the study recommends that
given a scenario where there is both an introduction and an IPO at the Nairobi Securities
Exchange, an investor can consider investing in an introduction and not an IPO for prospects
of more sustainable returns in the short run.
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