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ABSTRACT:

Initial public offerings (IPOs) are an increasingly more popular way to gain capital for private
companies. Standard academic theory suggests that companies go public to lower their cost of
capital, to climb the pecking order or for strategic reasons. In the empirical literature these the-
oretical predictions are not found. Literature finds companies to go public to make acquisitions.
When the company goes public, they are infused with cash and the uncertainty around their
valuation is removed. This leads to acquisitions by newly listed companies. Initial public offerings
are a widely studied subject. The negative stock performance of the companies going public in
the long run is named as the IPO anomaly. This thesis studies the IPO long-term performance in
the Nordic countries and considers the effect of acquisitions on the stock returns.

The sample consists of 201 Nordic IPOs from 2001 to 2016. These returns for these IPOs are
benchmarked against a market index and style matching companies. The buy-and-hold return
methodology is used to analyze the returns. To further confirm the findings calendar time re-
gressions are used. The Fama and French three factor model is regressed on the calendar time
portfolio of IPOs. This thesis finds IPOs to outperform the market index clearly. They do not
however outperform their style matches. This is explained with the outperformance of smaller
growth stocks in recent years as IPOs are smaller stocks with lower book-to-market. When con-
trolled for style, the outperformance of IPOs disappears. Acquisitions during the first year of the
company going public are on average value destroying. First-year acquirers underperform when
controlled for style while non-acquirers overperform. When the acquisition period is extended
to three years, acquirers overperform significantly and companies not making acquisitions un-
derperform. First year acquirers’ managements might suffer from empire building or entrench-
ment and rush to make acquisitions which are value destroying. If investors invest in IPOs making
acquisitions after one year of being public, there are significant abnormal returns available.
These abnormal returns also appear ex-post the acquisition period.
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TIIVISTELMA:

Listautumisannit ovat yha suositumpi tapa yksityisille yrityksille pddoman kerdaamista varten.
Akateemiset teoriat toteavat yhtididen listautuvan laskeakseen heidan padaoman kustannustaan,
saaden paasyn padomarahoitukseen tai strategisista syistd. Empiirisessa kirjallisuudessa naille
teoreettisille syille ei 16ydeta todisteita. Kirjallisuus 16ytaa yritysten listautuvan, jotta he voivat
tehda yrityskauppoja. Kun yritys listautuu porssiin, se kerda uutta pddomaa ja epavarmuus yri-
tyksen arvosta poistuu. Tama johtaa listautuneiden yhtididen yrityskauppoihin. Listautumisannit
ovat laajalti tutkittu ala. Listautuneiden yhtididen negatiivisia tuottoja pitkalla aikavalilla kutsu-
taan listautumisanomaliaksi.

Tama pro gradu tutkii listautumisantien osaketuottoja pitkalla aikavalilla pohjoismaissa ja keskit-
tyy yrityskauppojen vaikutukseen listautumisten tuotoissa. Otos koostuu 201 pohjoismaisesta
listautumisannista vuosilta 2001 vuoteen 2016 asti. Otoksen yhtididen tuottoja verrataan mark-
kinaindeksiin, sekd ominaisuuksiltaan samanlaisiin yhtidihin. Tuottojen analysointiin kdytetaan
osta ja pida metodia. Vahvistaakseen tuloksia analysoidaan myos listautumisista muodostettujen
kalenteri portfolioiden tuottoja. Fama ja French kolmen faktorin mallia kdytetdaan kalenteri reg-
ressiossa riippumattomina muuttujina ja riippuvana muuttujana toimii listautumisista muodos-
tettu kalenteri portfolio. Tutkimuksessa havaitaan listautumisantien tarjoavan ylituottoa markki-
naindeksiin verrattuna. Ylituotto kuitenkin katoaa, kun listautumisanteja verrataan ominaisuuk-
siltaan vastaaviin yhtidihin. Tata selittdd pienempien kasvuyhtididen vahvat tuotot viime vuosina.
Listautumisannit ovat keskimaarin pienempia yhtioits, joiden B/M-arvo on matalampi. Kun huo-
mioidaan yhtididen ominaisuudet, listautumisten ylituotot katoavat. Ensimmaisena vuonna lis-
tautumisen jalkeen tehdyt yrityskaupat ovat keskimaarin arvoa tuhoavia. Ensimmaisena vuonna
yrityskauppoja tekevat haviavat verrokeilleen, kun listautumiset, jotka eivat tee yrityskauppoja
voittavat ne. Kun yrityskauppojen tarkasteluperiodi pidennetdan kolmeen vuoteen, yrityskaup-
poja tekevien osakkeiden tuotto on selvasti korkeampi kuin listautujien, jotka eivat osta muita
yhtioita.

AVAINSANAT: listautumisanti, yrityskauppa, ylituotto
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1 Introduction

In the growth stage of the company lifecycle the operating capital is usually not enough
to pursue the growth strategies aspired. Early-stage companies need cash to product
innovation, capital investments and marketing. These can require large investments that
the incumbent owners cannot finance and the access to credit might be restricted. The
need for external funds can be solved by going public and gaining new owners from the
market. Initial public offerings (IPOs) are a way for private companies to raise external
funds. The company is infused with cash and the investors gain ownership of the com-
pany. IPOs are seen as a compelling way to raise capital and investors see them as attrac-
tive investments with over 600 billion dollars raised in total in IPOs of 2021 (Bloomberg,
2021). According to Jain and Kini (1999) after the IPO there are three possible outcomes
for the future of the company. It can become a target and be acquired, fail, and go bank-

rupt or succeed as an independent company.

To succeed after an IPO, companies need to grow and grab market share to stabilize their
position in the market. The new equity raised in the IPO process is used to grow and this
can be done with mergers and acquisitions (M&A). Inorganic growth has become an ef-
ficient way for companies to grow fast and to enhance their business. The number of
M&A deals has constantly grown with over 3.5 trillion dollars in yearly deal values
(Thomson Reuters, 2021). M&A has advantages over organic growth as the company can
grow faster and diversify their business to new geographical locations or to new indus-
tries. With acquisitions they can buy out their competitors or gain synergies with other

targets that form competitive advantages over rivals.

Standard academic theory offers multiple reasons for IPOs. Academic textbooks and
early theories (e.g., Scott, 1976; Myers and Majluf, 1984; Zingales, 1995) claim IPOs to
be conducted to lower the cost of capital, climb the pecking order of financing or for
strategic reasons. Empirical studies (e.g., Brau and Fawcett, 2006; Celikuyrt et al., 2010;
Hsieh et al., 2011) on the subject show alternative evidence. Companies go public mainly

to pursue acquisitions. When a private company goes publicit is injected with cash which



is often used in acquisitions. Going public also gives better access to credit and removes
valuation uncertainties. The empirical studies find little support for the theoretical rea-

sons to go public and support the acquisition hypothesis of IPOs.

In the financial markets investors are constantly looking for abnormal returns. This
search has led to the discovery of different market anomalies. These anomalies include
the IPO anomaly. Multiple studies (e.g., Ritter, 1991; Loughran and Ritter, 1995; Ritter
and Welch, 2002) show IPOs to underperform and Loughran and Ritter (1995) define this
as the “new issues puzzle”. The early studies of IPO underperformance are continued
with papers explaining this underperformance. One of the explanations for the bad per-
formance of new issues are value destroying acquisitions. Brau et al. (2012) find IPOs
that acquire to underperform non-acquirers and explain the IPO anomaly partly with
new issues making value destroying acquisitions. Non-acquirers also underperform, so

the value destroying acquisitions do not explain all the anomaly.

1.1 Purpose of the study

The purpose of this thesis is to study the post-IPO performance of new issues in the
Nordic countries. The overall IPO performance is examined but the focus is to examine
the effect of acquisitions on returns of new issues. The major contribution to the existing
literature is by conducting a more current study to see if the implications of previous
results are still found in the market. Most of the major IPO studies were published in the
1990s and early 2000s containing all samples from similar periods. A more recent sam-
ple may provide different results as the market changes all the time which can influence

the performance of IPOs.

The Nordic market has also been subject to only few studies focusing on Finland and
Denmark, so this thesis will provide new evidence on the IPO performance in a different
geographical market environment. The effect of acquisitions on returns is widely re-
search subject but the effect of acquisitions to the performance of new issues is new

topic in the financial literature. The findings of this thesis look to complement the



findings of previous studies on the subject to make more robust conclusions. As Fama
and French (2008) state, financial market phenomena should be studied in different mar-
ket settings as the results can be sample specific and most of the studies examine the

U.S market.

1.2 Hypotheses

This thesis studies the predictability of post-IPO acquisitions, performance of initial pub-
lic offerings in the and the effect of acquisitions on this performance. The focus is to see
if investors can anticipate post-IPO acquisitions and capture the return for investors from
investing in new issues in the Nordics and to provide new evidence on the subject. The

hypotheses are as follows:

H1: IPOs underperform in the long run

The first hypothesis is based on the findings of major IPO studies (e.g., Ritter 1991;
Loughran and Ritter 1995) and the studies in the Nordic countries (e.g., Keloharju 1993;
Jakobsen and Sgrensen 2001) which find underperformance of IPOs. These studies are
relatively old and this thesis studies if the underperformance of IPOs persists in a newer

sample.

H2: IPOs acquiring in their first year of being public underperform non-acquirers

The second hypothesis is formed from the study of Brau et al. (2012) who find acquiring
IPOs to underperform non-acquirers significantly. This thesis looks to complement the
findings by providing evidence of the performance of acquiring new issues in a different

market setting from a different period.

H3: IPOs acquiring during the first three years of being public overperform non-acquirers



As Brau et al. (2012) study the first-year acquirers and find underperformance of first
year acquirers, they explain this with agency issues. The authors also compare the re-
turns for companies who acquire during the first years of being listed and find this group
to perform significantly better to first year acquirers. This suggests that the underperfor-
mance of acquirers concerns only the companies which acquire during the first year of

being public.

1.3 Possible contribution

This thesis contributes to the literature in two ways. The effect of acquisitions to the
performance of IPOs has not been studied extensively in the financial literature. The the-
sis plans to complement the findings of Brau et al. (2012) who are the first to study the
subject. As the study only focuses on the U.S market, this thesis plans to test the same
phenomena in a new market setting. Other studies close to the subject (e.g., Amor and
Kooli, 2016; Anderson and Huang 2017) also study the U.S market focusing on serial ac-
quirers and institutional IPO investments respectively. As Fama and French (2008) point
out, financial market phenomena should be studied in other markets than the U.S as
well and this thesis contributes by examining the same issue in the Nordic markets. With
2021 being a new record year for global IPO volumes (Bloomberg, 2021), the perfor-

mance of IPOs is a relevant issue.

This thesis also studies the overall performance of IPOs, not just the effect of acquisitions
on them. There are major U.S studies (e.g., Ritter, 1991; Loughran and Ritter, 1995; Ritter
and Welch, 2002) which have thoroughly examined the IPO performance anomaly. There
are also Nordic studies on the subject (e.g., Keloharju, 1993; Jakobsen and Sgrensen
2001; Westerholm, 2006; Hahl et al. 2014). The U.S studies and the Nordic studies use
samples from mostly in the 1990s before the techno bubble. As the studies are con-
ducted with similar sample periods this thesis contributes by examining the IPO perfor-
mance issue with a more recent sample. This allows to examine if the previous findings
in the Nordic market are still current. As Ritter and Welch (2002) note, IPO performance

should be studied with different sample periods as sample timing can alter the results.
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1.4 Structure of the study

First, this thesis introduces the relevant theoretical concepts and empirical findings on
the subject. The second chapter discusses initial public offering process and the theory
surrounding IPOs. The cyclicality of IPOs and the studies related to IPO performance are
also presented. In the third chapter mergers and acquisitions are introduced and the
concepts related to them presented. Third chapter also examines the theories regarding
the value in acquisitions and reviews the literature on M&A returns. In the fourth chapter
literature is reviewed around IPOs connection to M&A to provide grounds for the pur-
pose of the study. The effect of acquisitions on IPO returns are examined here based on
previous findings. The fifth chapter discusses efficient markets and different pricing mod-
els are briefly introduced before moving to the empirical part of the thesis. In the sixth
chapter the data and methodology for this study are argued for and the results are dis-
cussed in chapter seven. The last chapter provides conclusions and suggestions for fu-

ture research.
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2 Initial public offerings

In this chapter, initial public offerings are introduced. The IPO concept is explained, and
the listing process presented. The concept of underpricing is explained, and literature
related to it reviewed briefly as underpricing is a key concept in the IPO performance
anomaly, which consists of high initial returns and poor long-term performance. The
chapter continues by presenting the standard academic theories on IPOs. These theories
explain why companies choose to go public in the first place. The cyclicality of the econ-
omy is shown to affect the timing of IPOs and the concept of “hot issue markets” is pre-
sented as it has implications also for the M&A market. As this thesis studies the returns
of IPOs the literature on the subject is reviewed on this chapter to present the previous
findings and the basis of the IPO performance anomaly, which is tested in the empirical

part of this thesis.

2.1 IPO process

Early-stage companies wanting to grow have two choices. They can issue debt or sell
their own shares to gain capital for investments. This issue of their own share happens
in an initial public offering (IPO) when companies sell new shares for the first time in the
primary market. These shares continue to trade in the secondary market between inves-
tors and companies can later sell more shares to the market in seasoned equity offerings
(SEO). IPOs are marketed by underwriters who arrange the offering. Underwriters are
investment banks who are responsible for the issue of shares. They advise the company
in the process and publish a preliminary registration statement called prospectus which

has information about the company and the issue. (Bodie et al., 2018 p. 57-62.)

Typically, investment banks purchase the shares from the company and sell them to the
publicin a firm commitment. They purchase the shares slightly lower than the offer price
which they sell them with but take the risk in case the whole offer does not sell out.
Investment bankers begin a process called bookbuilding in which they provide infor-

mation about the IPO to investors and investors express their interest towards the
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offering and the issue price. Based on this feedback and interest bankers revise the of-

fering price and the number of shares offered. (Bodie et al., 2018 p. 57-62.)

IPOs also impose new regulation to the issuer. The company must be more transparent
about their operations and investor relations need to match the market expectations.
The company might have to change their accounting standards to reflect the regulation.
There are also requirements regarding the company. Usually, three years of business is
required and some minimum amounts of net income or cash flow. There are require-
ments in the continuity of management and the stock exchange can require changes to
the share equity. Other criteria require enough liquidity and transaction size. (Espinasse,

2014 p. 1-6.)

2.2 IPO underpricing

Bodie et al., (2018 p. 57-62.) define underpricing as the percentage difference in the final
price on the first trading day compared to the offering price. Underpricing basically
means an extra cost to the issuer since they could have issued the offering with a higher
price. Engelen and Essen (2010) study the underpricing in different countries around the
world. The overall underpricing in their sample is 24,97 percent which means a signifi-
cant indirect cost to issuing companies and as Loughran and Ritter (2002) define it
“money left on the table”. Loughran and Ritter (2004) find underpricing in the U.S to be
15 percent during the 90s before jumping to 65 percent during the techno bubble and
settling down to 12 percent in the early 2000s. In the Nordic countries Keloharju (1993)
and Jakobsen and Sgrensen (2001) find the underpricing to be 8,7 percent and 3,9 per-
cent in Finland and Denmark respectively. As seen from Figure 1, the underpricing in the
U.S is around 10 percent over time but rises swiftly during a market peak. These “hot”
IPO markets have more listings and higher underpricing. Underpricing seems to have a

base level around 10 percent.
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Figure 1. Number of U.S Offerings and Average Percentage First-day Return, 1980-2020. (Ritter
2020).

In the long-run performance studies, underpricing is ignored as the performance is cal-
culated from the returns after the first trading day. High underpricing can lead to poor
performance if the underpricing is caused by an overreaction which reverts later in the
period. In the literature there are several causes identified for underpricing. Asymmetric
information models are mostly used to explain underpricing. The winner’s curse theory
of Rock (1986) states that some investors have more information than others regarding
the new issue. The informed investors only participate in attractive listings and ignore
bad issues. To avoid uninformed investors ignoring the listing, the company must price
the shares lower than the expected value. This leads to underpricing. Baron (1982) pro-
poses underpricing to be caused by underwriters. If there is uncertainty regarding the
price of the issue, the owners need to trust investment bankers in pricing. Investment
bankers are incentivized to set the price lower as the issue requires less marketing and

to ensure the issue attracts investors, leading to underpricing.

Another explanation for the underpricing is the lawsuit-avoidance hypothesis. Tinic
(1988) argues that underpricing occurs due to companies wanting to protect themselves
against legal liabilities. They use underpricing as an insurance against litigation which is
expensive and damages the reputation of the company. In the listing process legal lia-

bilities can arise from the due diligence and the lawsuit-avoidance hypothesis states that
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higher initial returns reduce the risk of lawsuits. As seen from Figure 1, during market
highs, underpricing rises as well. Ljungqvist and Wilhelm (2003) state that this extreme
underpricing is not explained by asymmetric information or lawsuit-avoidance but with
behavioral of investors. During these hot markets investors behave irrationally and are

overoptimistic of new issues which causes extreme underpricing.

2.3 Theory of IPOs

Standard academic theory suggests several reasons for companies to go public. Scott
(1976) proposes that companies go public when gaining external equity will lower their
cost of capital, which increases the value of the company. Myers and Majluf (1984) ex-
plain IPOs with pecking order theory. Cash and debt are preferred over equity in the
financing of investments. If a company is high in the pecking order it has higher proba-
bility for costs of financial distress and higher probability that investments with positive
net present value (NPV) will be overlooked because the company is not willing to issue
equity to finance them. Companies want to climb down the pecking order to gain liquid
assets by issuing stock. This reduces the costs of financial distress and positive NPV in-
vestments will not be passed. Also, issuing debt gets more expensive after a certain point
and it becomes cheaper for the highly leveraged company to issue equity especially

when interest rates are high.

There might also be a diversification or strategic motives to go public. Pagano (1993)
hypothesizes that by going public the owners diversify their holding and increase the
liquidity of the shares. Chemmanur and Fulghieri (1999) conduct a theoretical analysis
where they show that companies go public to gain more diverse ownership, which diver-
sifies risk of founders. When companies go public to grow, they can capture market share
from competitors who are private. Maksimovic and Pichler (2001) discuss that first
mover advantages are a strategic motive for going public. Companies raise capital by IPO
when there are significant risks for new entries. Companies might also go public so early-

stage investors can cash out on the IPO.
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Zingales (1995) argues that companies go public so insiders can exit the investment. In-
cumbent owners want to maximize their gains from selling their control rights. There is
evidence of high turnover in control of companies that have recently gone public, sug-
gesting the cash out of incumbent owners. Black and Gilson (1998) support this by
demonstrating that IPOs are a way for venture capitalists to cash out of their investment.
For venture capital funds, the exit is a crucial stage in their investments. IPOs are a more
profitable way for venture capitalists to exit the investment compared to direct sales or
leveraged buyouts by the entrepreneurs. Gompers (1995) shows that on average venture
capitalists earn a 60% annual return on IPO exits compared to a 15% return from a direct

sale of the company.

IPOs also increase the access to credit financing as Rajan (1992) states. By going public
the company presents their credit worthiness to the public. This lowers the cost of credit
as banks cannot take advantage of their private information regarding the credit worthi-
ness of the company and charge higher cost of credit. Holmstrom and Tirole (1993) dis-
cuss that the monitoring of management by owners. The owners can monitor the man-
agement better by going public, which allows the feedback of managerial decisions from
the market. When the shares are publicly traded, the owners can reduce agency issues

by tying the compensation of management to the share price.

Merton (1987) examines the publicity the company gains by listing. When going public
the company gains attention and gains a larger base of potential investors as the com-
pany becomes more known. By gaining more investors who are aware of the company,
the share price can increase as there are more potential buyers of the shares. Ritter
(1991) argues that companies go public to take advantage of misvaluations. When com-
panies think their shares to be overpriced, they can exploit this and go public. By going
public with higher valuation, the company is injected with more cash than in a normal

situation. This is discussed further in the next chapter of IPO cyclicality.
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Brau et al. (2003) state that there are multiple factors that play a role in the decision to
go public. In less concentrated industries companies are more likely to go public as the
survival of the company is more likely than in more competitive industries. Cost of debt
also influences the decision to go public. When cost of debt is high companies are more
likely to go public to gain equity. During periods of optimism in the markets IPOs are
valued higher and they tend to cluster during these periods. Underwriters and company
executives want to bring IPOs to the market when the sentiment is optimistic and valu-
ations high. IPOs are also costly and larger firms are more likely to go public as the costs
are relatively lower for them compared to smaller companies. Pagano et al. (1998) claim
that companies go public to rebalance their accounts after they have invested to grow
substantially. The author argue that companies do not go public to finance future invest-

ments.

2.4 1PO cyclicality

Ibbotson and Jaffe (1975) show that IPOs are cyclical. Waves of new issues are linked to
stock market highs and IPO waves diminish in recessions. These are defined as “hot mar-
kets” for IPOs when a lot of companies are going public and the initial returns for IPOs
are high. Pastor and Veronesi (2005) find support to IPO waves and manage to explain
the reasons behind them. Private firms go public during favorable market conditions.
High returns precede IPO waves and low returns follow these waves. Low returns post-

wave indicate that companies go public during periods of overvaluation.



17

IPO Waves and IPOs by Year

40 8oo

IPO Waves
"
o
-
o
=]
IPOs

1970 1975 1980 1985 1990 1995 2000 2005 2010 2015
Year

== |POWaves =—=IPOs

Figure 2. IPO Waves and IPOs by Year 1975-2011. (Baxamusa and Jalal, 2018.)

Lowry (2003) explains IPO waves with the demand for capital by private companies and
the investor sentiment. Pagano et al. (1998) also study IPO waves. They find IPO volume
to fluctuate based on market valuations. When market-to-book ratios are higher, there
are more listings. The study argues that companies go public when there are overvalua-
tions in the industry. Brau et al. (2003) also find evidence of these “hot markets”, in-
creasing the probability of an IPO. Yung et al. (2008) also find support for the underlying
economic conditions as the reason behind IPO waves. When the economy expands and
there are positive demand shocks, the need for investment capital increases. Companies
go public to gain capital and IPO volume rises. IPOs during “hot issue markets” are also
more likely to delist in the future. In the study of Boeh and Dunbar (2014) market condi-
tions are the main reason for the fluctuation in IPO volumes as they signal the future
demand for companies. Baxamusa and Jalal (2018) show IPO waves to be created by the
strong demand in a certain industry, causing the need for capital investments to meet

the demand.

Lowry and Schwert (2002) show strong correlation between the number of listings and
periods of high underpricing. When the initial returns are high, the number of IPOs in-
creases. As explained before, underpricing means “money left on the table” as defined
by Loughran and Ritter (2002). From the period of high initial returns companies gain

information from the valuation of IPOs and decide to take advantage of it by going public.
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The study finds investment bankers advising the private companies to take account the
valuation of recent listings and. Colak and Giinay (2011) examine the strategic waiting of
private companies when making the decision to go public. Companies wait to go public
until a positive signal about the economic conditions by other listing companies. This
causes IPOs to cluster when some companies wait for IPO volumes to increase before
going public themselves. They argue that companies do not time the IPOs to overvalua-
tions in the market. When these companies wait for positive signals about the market
conditions, they start the IPO process after the stock market is higher due to the positive
signals about the market. This causes IPOs to naturally peak during market overvalua-
tions, but the authors argue that companies do not go public because of the overvalua-

tions.

Lee (2021) uses asymmetric information to explain the market timing of IPOs. Contrary
to previous studies Lee (2021) studies the misvaluations caused by insider information
of managers and not the irrationality of investors. The causes of asymmetric information
in the study are the predisclosed purchase orders (PO), which are managerial infor-
mation. The disclosed insider ownership of managers suggests that managers believe
changes in POs to forecast mispricing. Managers prefer issuing debt when the company
is undervalued and to issue equity when it is overvalued. This leads to IPO waves as more

IPOs are conducted when the market valuations are high.

2.5 IPO returns

The first major IPO study and one of the most citated ones by Ritter (1991) provides
findings from the United States from 1974-1985 of significant IPO underperformance for
their first three years in the market. Smaller IPOs perform even worse. The underperfor-
mance is explained by underpricing and IPO timing. IPOs have high first day returns and
the study suggests IPO pricing to be correct but the first day returns being too high lead-
ing to weaker returns in the long run. IPO timing can affect the returns if the company

goes public during an industry peak which results in a downturn in the performance of
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the company. Ritter (1991) also suggests that the underperformance of IPOs is only lim-

ited to the three-year period post-IPO as Ibbotson (1975) finds previously.

Loughran and Ritter (1995) examine IPOs in the United States from 1970-1990 and find
significant underperformance to persist for five years post-IPO. Even after controlling for
size and book-to-market, non-issuers outperform issuers. They suggest market timing as
the only explanation for this poor performance. Companies go public when their equity
is overvalued. Investors overestimate the probability of the company becoming a big
winner and purchase this overvalued equity. As Jain and Kini (1994) show the average
operating cash flow for a newly public company plummets after listing. When investors
value a company highly and the growth in the cash flows does not meet the expectations
it leads to poor performance of new issues. This “hot markets” issue is confirmed by

subsequent studies (e.g., Brau and Fawcett 2006; Ang and Chen 2006).

Ritter and Welch (2002) show similar findings to previous studies that IPOs are under-
priced but they underperform in the long term. The underperformance is much more
severe when benchmarked against a market index than with style matching firms. They
find many periods to even have positive style adjusted returns and argue that the results
of studies of long run performance of IPOs are highly sensitive to changes in sample
period. They advise to be cautious when making conclusions on IPO performance as the
changes in methodology and sample selection can alter the results, especially if the sam-
ple period contains financial crises. Brav and Gompers (1997) provide supportive evi-
dence as they show that after controlling for style and size there is no IPO underperfor-

mance and suggest using multiple benchmarks when examining IPO performance.

Gompers and Lerner (2003) find no significant underperformance and even positive ab-
normal returns for IPOs. They argue against the IPO underpricing phenomena and sup-
port the use of multiple methodologies. The study questions the findings of previous
studies and states that they depend noticeably on the methodology used. Carter et al.

(1998) examine IPO returns and underwriter quality. IPOs underperform, but with
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quality underwriters the underperformance is less severe. This suggests that quality un-
derwriters get the IPO pricing right more often and there is less underpricing. Boulton et
al. (2010) find pre-IPO M&A activity to increase underpricing. High underpricing leads to
IPO underperformance as the high initial return is an overreaction from investors leading

to long run reverse in the returns.

Most of the European studies also find the same underperformance suggesting that it is
a wider phenomenon. Keloharju (1993) shows underperformance in a sample of Finnish
IPOs. Finnish IPOs underperform the market index significantly. Another Nordic study by
Jakobsen and Sgrensen (2001) finds over 30 percent underperformance to the market in
Danish IPOs after five years. The underperformance is reduced by half when controlling
for style effects. Westerholm (2006) shows Nordic IPOs to overperform the market index
in Norway and Denmark. High valuations lead to poor long-term performance and com-
panies going public during a hot IPO market with high valuations underperform in the
long run. Thomadakis et al. (2012) provide alternative evidence from a sample of Greek
IPOs. They find overperformance from a sample of IPOs and attribute the performance
to the timing of the IPOs during a good market. They argue that the overperformance is
due to hot market for new issues. This turns to underperformance few years after the
IPO and the overperformance is short lived. In a sample of Finnish IPOs Hahl et al. (2014)
find the overall IPO underperformance to be caused by severe decline in IPOs that are
growth stocks. They attribute the underperformance of IPOs to the effects of size, mo-
mentum, and market-to-book for stock returns. As these factors are accounted for, the

performance of IPOs is close stocks that are similar in style.
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3 Mergers and acquisitions

This chapter presents mergers and acquisitions. The reasons behind and the M&A pro-
cess are introduced first. As this thesis studies the effect of acquisitions on IPO returns
the theories related to acquisition returns are presented. There are several value en-
hancing and value destroying theories predicting the post-M&A performance. The chap-
ter continues by discussing M&A cyclicality. M&A cyclicality is shown to be similar as in
IPOs and the reasons behind the cyclicality are also the same. Lastly, the previous litera-
ture of the value effect of M&A is presented here. The literature is reviewed to gain un-
derstanding of how M&A creates or destroys value to more mature companies and what
are the returns previous studies find. This gives implications on what to expect from the

effect of M&A to IPO returns.

3.1 MG&A process

Mergers and acquisitions are a means in the market of corporate control. Companies can
act as acquirors or bidders to bid for target companies. The ownership of the target
changes either through merger or acquisition. In a merger the target company merges
with another and in acquisition the acquiror buys the target. In both mergers and acqui-
sitions acquiring company buys shares or assets of the target. If the acquiror and the
target are in the same industry it is called a horizontal merger. If the acquirer’s industry
purchases from the target’s industry the deal is a vertical merger and if they are in indi-
vidual industries a conglomerate merger. When acquiring a company, the acquiror usu-
ally pays an acquisition premium for the shares. It is the difference between the acquisi-
tion price and the pre-deal price of the target. According to Eckbo (2008 p. 355.) the
average premium over 1980-2005 is 43% over the pre-deal price. (Berk and DeMarzo

2014; 931-934.)
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3.2 Value enhancing acquisitions

As acquirers usually pay a premium for the target there needs to be value in the deal as
it should be positive in net present value (NPV). Acquirors can have different types of
synergies with the target that bring value. They might benefit from economies of scale
since with larger production volumes comes lower unit costs. Also, economies of scope
are enjoyed when a company can combine distribution and marketing for different prod-
ucts. One synergy can be vertical integration. Two companies in the same industry that
have products in different phases of the production cycle. This can enhance the product
as you have more control over the inputs and deliver value or in the other end of the
cycle, they can enhance the distribution of their product. In human capital-intensive in-
dustry, it can be difficult to hire experienced employees. More efficient solution can be
to acquire the talent from another company by acquiring the whole firm. (Berk and De-

Marzo 2014; 935-937.)

Merging with or acquiring a rival can be a major way to increase profits by reducing com-
petition. This is monitored by the competition authorities so there will not be a monop-
oly but with smaller market shares companies can still gain value through less competi-
tion. Acquirers can also have efficiency synergies as they can fire overlapping employees
or get rid of extra resources. If the acquirer’s management thinks that they can operate
the target more efficiently than the existing management, there is value in the deal.
However, there can also be resistance to takeover in the new organization and fixing the
inefficiencies can be difficult. Merger benefits can be also gained in diversification. It
reduces non-systematic risk as the company operates in multiple industries. More diver-
sified companies have also lower probability of bankruptcy meaning that they can in-
crease their leverage and have greater tax deductions. (Berk and DeMarzo 2014; 937-

938.)
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3.3 Hubris hypothesis

Mergers and acquisitions can also be value decreasing. Roll (1986) presents the hubris
hypothesis. According to the hypothesis managers of the acquirer are overconfident and
overvalue the targets. Due to systematical bias in the managers, they value targets over
the market price and value decreasing acquisitions happen. Even if there are synergies,
the deal is not value enhancing since there is a misvaluation over the market price and
they end up paying too much for the target. In the study the indicators for chief executive
officer (CEO) overconfidence (hubris) are associated with higher acquisition premiums

paid.

Malmendier and Tate (2008) show support for the hubris hypothesis of CEO overconfi-
dence leading to value decreasing acquisitions. Overconfident CEOs overpay for targets
and the announcement returns for these acquisitions are negative. Overconfidence in-
creases the amount of deals and decreases the quality of them. Overconfident CEOs
think they are acting in the best interest of the shareholders and believe the outcome of

the acquisitions are under their control.

3.4 Agency motives

Jensen and Meckling (1976) presents the principal agent issue. Agents who act on behalf
of principals might not have the same motives. A manager of the company might not
have the same value maximizing motives as the shareholders and therefore can actin a
way that is value destroying to them. Amihud and Lev (1981) study the risk aversion of
managers. Usually, the income of managers is tied to the performance of the company
with different types of compensation for example options or bonuses. The risk of the
company is related to the risk of the manager’s income. In this situation management
can do acquisitions to diversify the business and reduce the variability in the income of

the company and at the same time lower the risk in their own income.
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Jensen (1986) shows that managers want to increase their own income and power. This
empire building means that executives disregard the interests of shareholders and make
decisions that maximize their own utility. Executives building an empire grow the com-
pany over the optimal size causing decline in operating performance. By using free cash
flow to acquisitions instead of dividends to shareholders, the managers’ own benefit is
maximized even if the acquisitions are value decreasing. The free cash flow hypothesis
predicts managers to realize the personal gains from empire building and for companies
with excess funds this leads to value decreasing investments. Harford (1999) finds em-
pirical evidence for the hypothesis. Companies with a lot of cash are more likely to ac-
quire. These acquisitions are however value decreasing and the acquirers experience

negative announcement returns and their operating performance declines.

Sheifler and Vishny (1989) examine the value destruction caused by the management
entrenchment. Managers want to solidify their positions and make themselves costly to
replace. This is shown in acquisitions that the management does. They invest in assets
which value is maximized under their management. These investments are not always
value enhancing to the company, but the value is maximized under current management
compared to alternative managers. This makes the managers harder to replace and they
can earn higher compensation. The value decrease from entrenchment with acquisitions
is shown for example when a CEO invests in business that they have a lot of experience

from, even though the investment does not bring value to the company.

DeAngelo and Rice (1983) suggest companies to adopt anti-takeover provisions due to
their management wanting to protect their jobs. These provisions are a way for execu-
tives to entrench themselves. Masulis et al. (2007) show companies with more anti-take-
over provisions to make to make value destroying acquisitions. The entrenched execu-
tives of these companies are less monitored and more likely to participate in empire
building leading to bad acquisitions. Harford et al. (2012) manage to find the reasons
behind value destruction of acquisitions by entrenched managers. Entrenched managers

prefer the acquisition of public companies over private ones. As Fuller et al. (2002) show
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the acquisition of private companies leads to more value than the acquisition of public
ones due to liquidity discounts in the valuations of private companies. Entrenched man-

agers also overpay and find targets with less synergies to their business.

3.5 M&A waves

The cyclicality of economy also applies in M&A and there are similar waves than in IPOs.
During times of high economic activity, M&A activity peaks. These so-called waves hap-
pen due to shocks in economy, technology, and regulation. During high economic growth
companies want to grow to meet the demand of the booming economy. Organic growth
is also slower than growing by M&A, so high number of deals follow bull markets. Tech-
nological and regulatory shocks change industries and remove existing barriers of growth
increasing corporate activity. Total of six M&A waves have been identified from 1897 to
the financial crisis of 2009. As seen from Figure 1 below, M&A activity took half a decade

to recover from the crisis and began again in 2013. (Gaughan, 2015 p.41-42.)
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Figure 1. Mergers & Acquisitions Worldwide 1985-2021. (Institute for Mergers, Acquisitions and
Alliances 2021.)

The first wave beginning in the 1897 was characterized by horizontal mergers. In many
industries companies acquired their competitors and monopolies began to form. The
wave ended when regulators introduced laws to prevent monopolies for forming. The

second wave began after the First World War in the 1910s. During the wave competition
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was increased in many industries and oligopolies formed. Smaller companies grew with
mergers to compete with the monopolies. The wave ended in the Great Depression of

1929. (Stigler 1950.)

After the Great Depression it took two decades for the third merger wave. New antitrust
laws were put in place to increase competition. This led to companies diversifying to new
industries for growth to avoid sanctions. Due to this, large conglomerates began to form
during the third wave. The third wave ended to the oil crisis of 1973 which led to reces-
sion and ten years of low M&A activity. After the economy recovered from the recession
of 1981 the fourth wave began during 1980s. Easing of the regulation and changes in
technology and financial markets led to high economic activity which lasted till the re-

cession of 1990. (Martynova and Renneboog, 2008.)

The fifth wave surged in the 1990s after the recession. Fast technological growth and
globalization caused an exceptional bull market that boosted M&A activity. As the econ-
omy collapsed in the early 2000 the wave ended. It took few years to recover, and M&A
activity started to pick up again. This has been explained by global industry consolidation.
The wave ended in the financial crisis of 2009. All the waves have similar characteristics.
They move along with the stock market and peak simultaneously. All the cycles start after

recessions and end in recessions. (Martynova and Renneboog, 2008.)

Mitchell and Mulherin (1996) show that mergers and acquisitions happen in waves and
Harford (2005) shows similar findings. M&A waves happen in periods of high liquidity,
supporting the findings of Maksimovic et al. (2010) that liquidity is linked to higher M&A
activity. Rhodes-Kropf and Viswanathan (2004) show that high valuation periods lead to
M&A waves. Overvalued equity is used to finance M&A as stock offers are more common
than cash offers. Misvaluations lead to increased amount of M&A without other under-

lying reasons for the deals.
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Ang and Cheng (2006) provide further evidence. Their results support the theory that
M&A is driven by the market valuations. Overvaluation of equity is a key factor in the
acquisition decisions of a company. Overvaluation leads to higher probability of acquisi-
tions and completed mergers. Stock owners of overvalued acquiring companies have
better returns compared to similarly overvalued non-acquirers. Dong et al. (2006) find
the same effect. Companies with high valuations are more likely to exploit it to finance
acquisitions with equity. Savor and Lu (2009) present evidence that acquisitions during
high valuations provide value for shareholders. Using overvalued stock to finance acqui-
sitions created value for shareholders. This provides motivation for executives to at-

tempt market timing and use the misvaluation to their benefit.

3.6 M&A returns

Datta et al. (1992) show that in acquisitions it is the shareholders of targets who benefit.
The announcement returns for bidders are small with only half a percent increases in
value. For targets the announcement effect is substantially more with over 20 percent
increases. This can be explained with the acquisition premiums which acquirers pay over
the target price. The bidder value increase consists of synergy gains. If the acquisition is
financed with stocks the value effect is worse for both groups. Acquisitions from related
industries to the bidder’s business are more valuable. The shareholders of the targets

are also better off if the bidder is from an industry related to theirs.

Loughran and Vijh (1997) examine the post-acquisition returns for acquirers and targets.
For mergers the average return compared to matching companies is -15.9 percent and
for tender offers there is a 43 percent return compared to style matches. The weak per-
formance of mergers comes from mergers where shares are used as payment since their
return is -25 percent and cash mergers perform similarly to their style matches. These
significant positive and negative returns violate the market efficiency principle. The re-
turn patterns suggest that investors consistently underestimate or overestimate the

added value from acquisition synergies.
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According to Loughran and Vijh (1997) cash acquirers having positive abnormal returns
and stock acquirers negative is consistent with the asymmetric information and market
underreaction hypotheses. When their shares are overvalued managers use them for
acquisition and when undervalued they use cash. This under- or overvaluation can un-
ravel in the long run if investors do not react efficiently to the announcement of acquisi-
tion payment terms. For acquisition targets, their shareholders gain positive abnormal
returns if they sell their shares after the acquisition. Target shareholders lose in the
longer run. If they hold the acquirer’s shares used for payment the returns are close to

zero and even negative for targets that are close to the acquirer in size.

Fuller et al. (2002) show that acquirer shareholders gain abnormal returns when the tar-
get is a private company and negative when the target is a public company. Positive re-
turns from acquisitions of private companies are due to liquidity discount in their valua-
tion since the private markets are illiquid. Even higher returns from private companies
are achieved if the acquisition is made with shares, since there are tax benefits in share
financed deals. Jaffe et al. (2015) find this same phenomenon. In their sample, acquisi-
tions of public companies provide no returns while acquiring subsidiaries or private com-

panies does. This acquirer return differential is left unexplained in the literature.

Wiggerhorn et al. (2007) examine the acquisition announcement returns. Newly listed
companies have positive returns on their acquisition announcements compared to more
mature ones. The positive effect is attributed to the growth opportunities that newly
listed companies use acquisitions for. This announcement return effect however dimin-
ishes in the longer run. When comparing the returns of newly listed companies there is
no significant difference between acquirers and non-acquirers. There are no abnormal
returns for these companies for up to 12 months after the acquisition announcement.
There seems to be an overreaction to the acquisition announcements of new issues. As
Brau et al. (2012) find this overreaction reverses to underperformance in the long run

and acquiring new issues underperform.
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4 |IPOs and M&A

Previous chapters present the basic concepts related to IPOs and M&A. In this chapter
the two are shown to be closely related. The previously explained theoretical predictions
on IPO decisions are not supported in the empirical literature. The literature related to
IPOs is reviewed here and the acquisition hypothesis of IPOs is presented. Previous chap-
ters present IPO and M&A waves and here they are shown to be connected. The studies
are discussed which find IPO characteristics to predict future M&A activity, further solid-
ifying the connection between IPOs and M&A. Lastly, the chapter concludes by present-

ing the previous studies examining the effect of acquisitions on the performance of IPOs.

4.1 Acquisition hypothesis of IPOs

The theoretical background of IPOs suggests pecking order, lowering cost of capital and
strategic motives for the reasons to go public. The empirical literature (e.g., Brau and
Fawcett, 2006; Celikuyrt et al., (2010); Hsieh et al. (2011) contradicts these findings and
finds no evidence for the theoretical predictions. In the literature there is a clear relation
between IPOs and M&A. Brau et al. (2003) show that IPOs are done so companies can
gain capital for acquisitions. When the interest rates are high, companies are more likely
to go public since debt financing is more expensive option. This finding can explain the
IPOs of early 2000s when interest rates where high but in the current negative interest
rate environment it cannot explain the popularity of IPOs. Brau and Fawcett (2006) study
the main reasons for IPOs in practice. They survey chief financial officers (CFOs) on why
they conducted an IPO and find that the theoretical predictions are not consistent with
reality, as facilitating M&A is the main reason for companies to go public. Almost 60 per-
cent of CFOs answer that the main reason for IPO is issuing equity to use in future acqui-
sitions. CFOs analyze market returns and time their listings during “hot markets” which
have been documented in previous literature as a period of active IPO market with high

returns.
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Brau and Fawcett (2006) also find that companies which go public are more likely to
acquire than the ones staying private. Over 80 percent of CFOs also consider the overall
stock market conditions when timing the IPOs suggesting that they want to take ad-
vantage of the periods of high valuation. Traditional explanations for IPOs like lowering
the cost of capital and pecking order are a lot less important to CFOs with only 40 percent
for cost of capital and 15 percent for pecking order considering them relevant reasons
to go public. In the survey the most important motivations for an IPO after gaining capital

for acquisitions are establishing a market price and enhancing reputation.

The study of Brau and Fawcett (2006) provides insight to the decision making of company
executives considering IPO. Their survey is informing but conducted in 2000-2002 when
the IPO and M&A markets were especially active, as a lot of high growth companies went
public and pursued aggressive growth strategies which can limit the relevance of the
CFOs answers. This limitation is supported by Schultz and Zaman (2001) who observe
that technology companies went public to gain capital for acquisitions which they used
to capture market share. There is no evidence that technology companies wanted to take
advantage of high valuations as they sold only small proportion of total equity in the
offering, but they used the IPO to issue equity for acquiring other technology companies
and grabbing market share as they wanted to grow fast. Even though the survey of Brau
and Fawcett (2006) can be limited due to its timing there are other studies showing sim-

ilar results and supporting the acquisition hypothesis.

Celikuyrt et al. (2010) show that companies going public use mainly M&A to grow for 5
years after listing. Newly listed companies are more active in the M&A market compared
to mature companies and these companies use the funds from the IPO to finance their
acquisitions. Acquiring other companies more important in their growth strategies as
capital expenditures (capex) and research and development (R&D). Their expenditures
on acquisitions exceed the amounts they spend on R&D and capex combined. The ac-
quisition activity of these companies multiplies after going public compared to their ac-

tivity prior listing, which show the IPO as an inflection point for the rise in M&A activity.
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IPOs do not only provide capital for acquisitions but also better access to credit. This
increase in debt is linked strongly to acquisition activity. Not only do IPOs lead to acqui-
sitions but they also remove uncertainty about valuation. This increases the gains from

a takeover and leads to more acquisitions.

Hsieh et al. (2011) introduce two theories on why companies go public to acquire: asym-
metric information theory and cash infusion theory. When companies choose to go pub-
lic, they make their value observable to the public and removes valuation uncertainty.
Newly listed companies also go public to gain cash for future acquisitions. These theories
are not able to explain acquisitions done with cash by companies that raise almost zero

external funds.

Hsieh et al. (2011) create their own model, which shows that IPOs reduce valuation un-
certainty and lead to more optimal acquisition strategies by enhancing restructuring pol-
icies. Companies are motivated to go public to optimize their acquisition strategies by
learning the true value of their equity, which shows the potential gains in future takeo-
vers. Post-IPO M&A is more likely and takes less time if there are valuation surprises and
less likely and takes more time with valuation uncertainties and higher costs of going
public. Their model manages to explain the cash acquisitions from companies that raised

only a little external capital and thus complement the existing theories.

Hovakimian and Hutton (2010) complement the previous findings. Their study observes
IPOs as facilitators of M&A. IPOs are a key factor in M&A activity as companies use the
proceeds for financing. Going public also increases financing possibilities by providing
access to more funding. Public companies also use market timing to reduce costs of ac-
quisition. They do acquisitions during periods of overvaluation of their own stock and
can acquire more highly valued targets. This possibility of timing and reducing acquisi-
tion costs gives public companies more advantage over private ones and provides further

incentives to go public.
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Hovakimian and Hutton (2010) find larger proceeds from an IPO to increase future ac-
quisitions. Companies use IPOs to gain capital for acquisitions and the amount of pro-
ceeds is a significant factor in financing them. IPO underpricing and initial stock returns
increase the probability of M&A. This finding is significant especially in stock financed
M&A. Higher leverage is also a factor contributing to more deals as companies use debt
to finance the cash part of their acquisitions. Other significant control variable is the
company size. Larger companies are more transparent and less risky which give them
better access to funds from debt and equity markets. The backing of a venture capitalist

in the IPO is insignificant but other studies find it to indicate more acquisitions.

Bonaventura et al. (2018) show acquiring IPOs to have better operating performance
than their peers after listing up to five years. Non-acquiring new issues show a reduction
in their operating performance. If the company acquires the effect is reversed and their
operating performance jumps up. This suggests acquisitions after listing to be value en-
hancing. The higher operating performance of aquirers is likely to be rewarded by inves-
tors with higher returns indicating overperformance of acquiring new issues over non-

acquiring ones.

4.2 IPO and M&A timing

Both IPOs and M&A are cyclical and related to each other through valuations. High val-
uations lead to more IPOs and to more M&A. This leads to M&A waves following IPO
waves. Rau and Stouraitis (2011) confirm this correlation and show that IPO waves are
followed by M&A waves. They find evidence for the misvaluation hypothesis that com-
panies go public to acquire with overvalued equity. As companies go public during high
valuations and are also more likely to acquire when their valuations are high this can
lead to acquiring IPOs underperformance. There is a high frequency of acquiring IPOs
during a stock market high and their future returns are likely to be low when the market
cycle shifts. The change in the market cycle causes the whole market to experience low

returns but if the IPOs are especially overvalued, they can have even worse performance.
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The link between M&A and IPO waves is consistent with the acquisition hypothesis of
IPOs. Maksimovic et al. (2010) present evidence that publicly listed companies are more
active in M&A than private companies because they have more access to liquidity. Public
companies are more active acquirers than private companies especially during M&A
waves. Public companies have more liquid stock and improved access to financing from
credit and financial markets. These lead to more acquisitions and supports the hypoth-
esis that companies go public to acquire. Companies with higher valuations are also
more likely to acquire. Pastor and Veronesi (2005) find companies to go public during
periods of high valuations leading to IPO waves preceding M&A waves when the misval-

ued companies go public and pursue acquisitions.

Shleifer and Vishny (2003) show that companies use their high valuations to finance their
acquisitions with overvalued stock. Overvalued companies are more likely to acquire and
undervalued more likely to become a target. This market timing effect supports the find-
ings of Brau and Fawcett (2006) that CFOs time their IPOs. As companies go public during
high valuations and make acquisitions during the same period, IPOs are a way for the
companies to take advantage of misvaluation in the market to pursue growth. As IPO
waves exist when there are positive demand shocks in the economy, (e.g., Yung et al.,
2008; Baxamusa and Jalal, 2018) it causes investment needs when companies rush to
meet the demand. Companies need capital for investments and go public to gain it. As
there is need to invest, rather than expanding their own production with the cash they
can acquire. This can cause M&A waves to follow IPO waves as the need to meet the

strong demand causes companies to go public to gain capital and acquire.

4.3 PO characteristics predicting M&A

To further prove the link between IPOs leading to M&A there are several studies finding
IPO characteristics to be predictive of future M&A activity. Celikuyrt et al. (2010) provide
first results on the subject. In their sample primary proceeds, leverage and SEO capital
indicate higher probability of future cash acquisitions. For stock financed acquisitions

underpricing, price revision and IPO costs are predictive variables. These suggest
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companies to use the proceeds from the listing for acquisitions providing a motivation

to go public.

Anderson et al. (2017) present further evidence. They manage to show that multiple
variables are predicting M&A activity after an IPO. There are variables suggesting that
the pricing, ownership, promotion, and market conditions all have some effect on the
probability of future M&A. On pricing they find that with severe underpricing companies
are more likely to participate in M&A and the amount and structure of proceeds also
indicates higher probability. Companies with higher growth are more likely to acquire or
be acquired. Their findings support the cash infusion and market timing theories as

higher proceeds and “hot markets” predict more acquisitions.

Amor and Kooli (2017) find that IPOs that are backed by more reputable venture capital-
ists (VCs) are more likely to be an acquirer post-IPO. A one percent increase in the VC
reputation resulted in 5,13 percent increase in the probability of engaging in M&A.
Higher dilution of inside ownership from the IPO results in higher probability of M&A.
The more underpriced the IPO is, it is also more likely to acquire using stock to finance

the acquisitions.

4.4 The effect of acquisitions on IPO returns

The fundamental study about the performance of acquiring new issues is by Brau et al.
(2012). They explain the overall underperformance of IPOs with acquisition decisions.
Companies that acquire one year after the IPO, underperform significantly through hold-
ing periods from one to five years. Non-acquiring IPO companies do not underperform
during the same period. Acquiring companies lose to both the market index and style
matching companies. First year acquirers experience abnormal returns in the short run
and overperform non-acquirers in first two years. This is due to their high acquisition
announcement returns during their first year of being public. This overreaction to the
acquisitions turns to long run underperformance. If the first-year returns are excluded

IPOs perform significantly worse suggesting first year acquisitions to be value destroying
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in the long run. Acquiring IPOs underperform their benchmarks by 30 percent in the five-

year period while non-acquiring IPOs underperform by only 10 percent.

Amor and Kooli (2016) find the performance of frequent acquirers to be significantly
worse from single acquirers. IPOs acquiring during the first-year show underperfor-
mance for five years following the listing. They explain the underperformance of first-
year acquirers and serial acquirers with hubris hypothesis. Executives overpay for the
targets and decrease the value of their own companies. The hubris hypothesis does not
explain all the value destruction. There is also investor overoptimism regarding the first-
year acquisitions as investors could prevent the value destroying bids. Investors overes-
timate the growth potential of the acquirer in the first year of being public and support
the management suffering from hubris in their decisions to acquire leading to value de-
creasing deals. Anderson and Huang (2017) show that the IPOs that institutes invest in
overperform more often, which is due to institutions choosing more IPOs with future
M&A participants. Institutional investors manage to pick out the IPOs that are going to
acquire or be acquired and these contribute to the superior returns. Institutions are bet-

ter to identify future acquirers and can monitor their management better.
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5 Efficient markets and asset pricing models

In the financial markets investors are constantly looking for abnormal returns. Abnormal
returns are defined as returns over some benchmark, usually the market index. Investors
try to beat the market with different strategies and models and the search for abnormal
returns has been a central part of academic research. The theory of efficient markets
and different pricing models are discussed in this chapter. The pricing models are rele-
vant to the methodology presented later. The concept of efficient markets is examined
as this study examines abnormal returns related to IPO anomaly, which according to the

finance theory should not exist.

5.1 Efficient markets

Fama (1970) presents the efficient markets theory and defines it. Markets are efficient
when all information is priced in the equities. Efficient markets contain three forms. The
weak form which states that all the historical information is in the equity prices, and it is
not possible to gain abnormal returns using past data. The semi-strong form states that
all public information is fully reflected by the prices, and it is not possible to earn abnor-
mal returns using public information. In the strong form all the information regarding
the stock is reflected in the price. This includes public and private information, and no
one can earn abnormal returns. This would suggest that there should be no underpricing
in IPOs as the underpricing should be in the IPO price and there would be no initial re-
turns. Underpricing still exists, showing that there are inefficiencies related to IPO pricing.
The IPO long-term underperformance anomaly is another that should not exist as inves-
tors could earn abnormal returns by going short IPOs. The efficient market concept
states that it should be impossible, so the performance anomaly is a clear violation to

the hypothesis.

Fama (1970) defined the conditions for the efficient markets as: 1) there are no transac-
tion costs 2) all information is available to all investors in the market 3) all investors react

to implications of current information rationally. These conditions are not met in the real
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market, but Fama (1970) states that the conditions are not necessary. If there are enough
investors who react to the information accordingly and most of the investors have access
to information the market can be efficient. Keown and Pinkerton (1981) show this in
acquisition announcement returns. After the acquisition announcement the stock price
quickly reacts to the new information. As there is usually an acquisition premium paid
the price goes up during the announcement. The graph by Keown and Pinkerton (1981)
as presented in Bodie et al. (2018, p.335) is shown below. It displays the swift reaction

to new information which is immediately priced to the asset.
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Figure 3. Cumulative abnormal returns before takeover attempts. (Bodie et al., 2018, p. 335)

After the presentation of efficient market hypothesis, it has been empirically tested nu-
merous times. The general implication is that the markets are not efficient and abnormal
returns can be achieved. There are inefficiencies in the market, for example IPO under-
pricing and underperformance, which should not exist. This thesis tests the IPO under-
performance anomaly to see if there are abnormal returns available by investing to IPOs.
The effect of acquisitions to this anomaly is also examined. (Brodie et al. 2018 p. 333-

359.)

5.2 Capital asset pricing model

Capital asset pricing model (CAPM) based on the portfolio theory of Markowitz is a

model used in calculating the prices for individual securities or portfolios. The model was
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independently presented by Sharpe (1964), Lintner (1965) and Mossin (1966). It is to
date still widely used to calculate the returns for financial assets. The model calculates
the expected return for an asset calculated as the market risk premium times the sensi-
tivity of the asset to market risk (beta). The formula of the CAPM by Brodie et al. (2018,

p.285) is presented below:

ER) = Ry + Bi(E(Ry) — Ry), (1)

where E(R;) is the expected rate of return for an asset i, Ry is the risk-free rate, B; is the

beta of the asset i and E(R,,,) the expected return of the market.

5.3 Fama-French three factor model

Fama and French (1993) argue against the CAPM and propose a new model to explain
stock returns. Historically, small companies and high book-to-market companies have
earned higher returns than the CAPM predicts. The Fama French three factor model in-
cludes the market factor from the CAPM but adds size and book-to-market factors. The
factors are like beta as they measure the sensitivity of a certain asset to the size and
book-to-market portfolios. The small minus big (SMB) portfolio is calculated as the return
on stocks with small market capitalization minus the return on stocks with big market
capitalization. The high minus low (HML) portfolio is calculated as the return on high
boot-to-market stocks minus the return on low book-to-market stocks. The model equa-

tion is as follows as presented in Brodie et al. (2018, p.408):

E() — rr = bi[E(TM) - rf] + s;E[Rsypl + ME[RumLl, (2)

where E(7;) is the expected return for the asset i, 17 is the risk-free rate, b; is the beta
from the CAPM, E (1;,) is the expected market return, s; is the size factor, E[Rgy5] is the
expected return on the size portfolio, h; is the book-to-market factor and E[Ry, ] is the

expected return on the book-to-market portfolio.
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6 Data and methodology

In this chapter the data and methodology of the empirical studies are presented. The
purpose is to explain the data selection process, chosen methodology for the study and

why these have been used. Also, possible limitations of the study are discussed.

6.1 Data

The selected IPO data is from the SDC Platinum database with additions from the Orbis
database. The IPO sample is collected from January 2001 to July 2016 for IPOs in the
Nordic countries that meet the criteria of stock price information and market-to-book
data available in the database. The period ends in 2016 to be able to study the returns
up to five years post-IPO. Iceland is excluded from the sample due to low number of
listings and smaller overall market. Similarly, to recent studies of IPOs (e.g., Brau et al.
2012; Anderson et al. 2017) special purpose acquisition companies (SPACs) real-estate
investment trusts (REITs), spin-offs, equity carve-outs, closed-end funds, unit offers, and
foreign issuers are excluded from the sample. A total of 201 IPOs for the period are ob-
tained for which the M&A data is collected. This study observes the M&A activity for up
to three years after the listing date and separates companies to acquirers and non-ac-
quirers. Of all the IPOs 33% have acquired during their first year being public and 48%

during first three years.

Focus on the Nordic data provides a possibility to contribute to the existing literature
which lacks information about the performance of new issues in the Nordic countries.
The returns for the IPO sample companies are observed for five years after their listing
date with newest data from 2021. Another dataset from the Refinitiv database is col-
lected for stock information of the Danish, Finnish, Norwegian and Swedish stock ex-
changes. This sample contains the returns of all the shares listed in these exchanges and
their market-to-books as well as market capitalizations from the period of 2001-2021.

This sample is used to create style matches for the newly listed companies to compare
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their performance. The geographical and yearly distribution of IPOs examined in this

study are presented in the table below.

Table 1. Initial Public Offerings. Year 2016 only contains 7 months.

Finland Denmark Norway Sweden Total
2001 0 0 1 5 6
2002 1 0 0 4 5
2003 0 0 1 0 1
2004 0 0 3 1 4
2005 1 0 17 2 20
2006 3 3 12 8 26
2007 2 6 18 4 30
2008 0 0 4 2 6
2009 0 1 0 0 1
2010 0 3 6 10 19
2011 0 1 4 4 9
2012 1 0 1 3
2013 1 0 5 6
2014 5 1 6 5 17
2015 9 0 3 24 36
2016 2 0 2 8 12
Total 25 15 83 78 201

The IPO cyclicality is seen from Table 1 as there are specific periods of higher IPO activity.
The cyclicality of IPOs is seen after the techno bubble in 2000 when there are several
years until the IPO activity picked up again. The euro crisis of 2012 halted the IPO market
briefly, but the activity has been rising since. Most of the new issues are in Sweden and
Norway which have significantly higher activity in their IPO markets. Due to this the re-

sults are mainly driven by the Swedish and Norwegian IPOs.

As seen in Table 2 industry distribution of IPOs by the Refinitiv Business Classifications
the IPOs mostly concentrate on health care, consumer goods and technology. Technol-
ogy companies and industrials are relatively most common first year acquirers in the

sample for higher frequency industry classes.
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Table 2. IPOs by industry class and first year acquirers.

All Acquirers Non-acquirers
Energy 29 6 23
Basic Materials 7 3 4
Industrials 20 8 12
Consumer Goods & Services 46 14 32
Financials 24 9 15
Health Care 38 9 29
Technology 35 16 19
Telecommunications 2 1 1

IPOs in the sample are frequent acquirers with third of them engaging in acquisition ac-
tivities during their first year of being public. From Table 3 it is seen that the returns for
acquirers are higher in the short run, but non-acquirers perform better in the last two
years. The underpricing is similar in both groups but companies pursuing acquisitions in
the first-year experience much higher returns especially in the short run. These sample
statistics would indicate that non-acquirers perform better especially in the long run, but
the IPOs are from different years with different market conditions, so the performance
needs to be benchmarked before making conclusions. The underpricing of IPOs is smaller
compared to previous studies. High underpricing suggests worse long run performance
of IPOs. The low initial return in this sample could indicate better performance of IPOs

as there is smaller overreaction after the listing.

Table 3. IPO sample statistics.

Variable All 1st year acquirers  1st year non-acquirers
Number of IPOs 201 66 135
Underpricing 5,44 % 5,61 % 5,35 %
1-Year Return 4,92 % 8,43 % 3,20%
2-Year Return 11,25 % 10,13 % 11,80 %
3-Year Return 12,43 % 11,55 % 12,86 %
4-Year Return 24,01 % 12,25 % 29,76 %
5-Year Return 40,41 % 21,99 % 49,41 %
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Table 4 presents the descriptive sample statistics. Overall, there are not significant dif-
ferences between first year acquirers and non-acquirers. All IPOs have a market capital-
ization of 300 million euros on average, with non-acquirers being slightly larger compa-
nies. Book-to-market ratios for the subsamples are close and on average lower than for
example the average book-to-market of MSCI Nordic index of 0,36 (MSCI 2021). IPOs are
infused with 182 million euros on listing. Acquirers seem to gain more proceeds, con-
sistent with the cash infusion theory of Hsieh et al. (2011). The difference is however not
very notable. Non-acquirers seem to have higher return on assets and are more lever-
aged companies. The leverage ratio is almost 10 percent higher showing significantly

more leverage for non-acquirers. Age wise both groups are similar.

Table 4. Descriptive sample statistics.

Mean All Acquirers Non-acquirers
Market cap (M€) 298 272 310
Book-to-market 0,19 0,22 0,18

Proceeds (M€) 182 201 173
ROA 10,10 % 8,12 % 11,11 %
Age (years) 13,55 13,49 13,58
Leverage-% 32,30 % 26,71 % 35,03 %

6.2 Methodology

To measure the performance of the IPOs this study uses the buy and hold abnormal re-
turn (BHAR) methodology. It is the standard methodology in IPO studies (e.g., Ritter 1991;
Lyon et al. 1999; Ritter and Welch 2002; Brau et al. 2012) for testing long time perfor-
mance. BHAR method is used since it captures the actual investment experience of in-
vesting in all the event companies and selling at the end of the period. This method par-
allels the investment experience better than the standard periodic re-balancing ap-
proaches (Lyon et al. 1999). According to Mitchell and Stafford (2000) the BHAR method

is defined as the return from a strategy of investing in all the event companies from the
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event date and selling at the end of the event period. These returns are compared to

nonevent companies and the abnormal returns for the period are calculated.

Similarly, to Brau et al. (2012) the BHARs are calculated for different periods up to five
years after the company goes public. The IPO returns are compared to MSCI Nordic index
and matching style companies. Returns are calculated for acquirers and non-acquirers to
compare the performance of the two groups. The BHAR method is presented in the

equation below:

BHAR = = Y7 o[(MM=y (14 1)) — (ITf=y (14 1)), 3)

where 1y is the return of company i for the period t and ry; is the return of the bench-
mark b in period t. Using the approach of Loughran and Ritter (1995) if an IPO delists the

last return is used for all longer time periods.

The benchmarks used are MSCI Nordic index and style matching companies. Brav and
Gompers (1997) find that when measuring IPO returns the results are sensitive to
changes in the benchmark and using more than one strengthens the robustness of the
findings. Kothari and Warner (1997) suggest style matching to measure the performance
more accurately. Previous studies (e.g., Ritter and Welch 2002; Brau et al. 2012) use
these two methods, and using the same approach enhances the comparability of the
results. Barber and Lyon (1997) also argue for the use of style matching companies to
improve the results. Using the method of Lyon et al. (1999) the style matches are found
using market capitalization and book to market value. The style matches are created by
choosing the company with closest book to market value with + 30% market capitaliza-
tion compared to the IPO. The style matches should have been listed at least for five
years. If a style match delists before the end of the period, the next closest company

that meets the criteria replaces it.
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To test for the robustness of the returns a t-statistic is calculated to get the statistical
significance of the results. The t-test measures if the BHAR means are significantly dif-
ferent from zero. Barber and Lyon (1997) show that when measuring buy and hold ab-
normal returns there is a positive skewness in the long run. This skewness can lead to
biased t-statistics and an advanced t-test should be employed. Kothariand Warner (1997)
show that style matching corrects some skewness issues, but the use of advanced t-sta-
tistic is recommended. Lyon et al. (1999) point to using skewness adjusted t-statistic
which eliminates the bias. The skewness adjusted t-statistic used in this study is pre-

sented in the equation below:
1 . 1 .
tsa = VR (S+ S 757+ —7), (4)
where

_ AR ~ _ 2R o(ARj—ARy)3
= , and Y= ————,
O’(ARt) TLO'(ARt)?’

(5)

where AR, is the abnormal buy and hold return for the event period, o(AR; ) is the
standard deviation of the buy and hold returns and AR;; is the abnormal buy and hold
return for the IPOs in the event period and n is the sample size. In the equation ¥ is an

estimate of the skewness and v/n S represents the conventional t-statistic.

The BHAR method has received criticism in the literature. Fama (1998) notes that the
BHAR method does not account for cross-sectional correlation. This correlation in the
sample can produce biased t-statistics. Mitchell and Stafford (2000) argue against BHAR
due to cross-sectional correlation and skewness. Eckbo et al. (2000) criticize the usage
of the BHAR as a portfolio strategy since the number of stocks is unknown. Although the
skewness is corrected by using the skewness adjusted t-statistic of Lyon et al. (1999) the

results of BHAR methodology needs to be confirmed with other tests.
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The chosen method is the Fama and French (1993) three-factor model which is widely
used in calendar time regressions. Fama (1998) suggests the usage of calendar time ap-
proach to complement BHAR methodology. The monthly returns on this approach are
less skewed and account for cross-correlation. Mitchell and Stafford (2000) also advocate
the use of calendar time portfolios. Calendar time regression assumes the returns for
the event companies to be independent, contrary to the assumptions in the BHAR

method.

Fama (1998) suggests that since the number of companies in the portfolio change con-
stantly, weighted least squares regression should be used to eliminate heteroskedasticity.
Loughran and Ritter (1995) also criticize the standard approach since there are equal
weights for every month regarding the number of events and advocate to use weighted

regression. Following Mitchell and Stafford (2000) the monthly returns are weighted

with \/N;, where N is the number of companies each month t. This makes the factor

model results more reliable. The Fama-French 3-factor model used is presented below:

Rye — 17 = ARy + B (R — 15¢) + B2SMB, + B3 HML, + &, (6)

where the dependent variable R, is the monthly return of the equal weighted calendar
time portfolio of Nordic IPOs and 7y is the risk free rate proxied with the average of the
3-month treasury bill of all four countries, AR, is the constant which measures the mean
monthly abnormal return on the calendar time portfolio, R, is the return on the mar-
ket index MSCI Nordic, thus R,,; — 75, is the market risk premium factor. SMB, is the
monthly difference between the returns on small and big market capitalization Nordic
stocks excluding the IPOs. HML; is the monthly difference between the returns on high
and low book to market Nordic stocks excluding the IPOs. The three-month risk-free rate
used is like Brau et al. (2012) who use the three-month treasury bill. This study uses the
average of the treasury bills of the sample countries as the returns are also compared

against a Nordic index containing stocks from all of the countries.
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6.3 Possible limitations of the study

An obvious limitation is the sample size. Nordic markets are relatively small which makes
the sample smaller compared to major studies in the United States. However, in Europe
there are numerous studies (e.g., Keloharju 1993; Jakobsen and Sgrensen 2001; Chahine
2008; Thomadakis et al. 2012) of IPO performance which employ similar sample sizes
with significant results. The small sample can be an issue when style matching compa-
nies as there are less options and the style matches might not be that close compared
to previous studies. When examining the returns versus the benchmark index several
studies (e.g., Bravand Gompers 1997; Ritter and Welch 2002) note that the performance
of IPOs is highly sensitive to the selection in the benchmark index. MSCI Nordic is chosen
as it captures the performance of the Nordic markets well. As the sample companies are
from different countries there can be differences between the representation of coun-
tries in the index and in the sample. To counter these limitations multiple statistical
methods are used to confirm the results. It should be noted that this thesis does not
study the reasons behind the possible differences between the subsamples of acquirers
and non-acquirers and to make robust conclusions regarding the difference in perfor-
mance, other factors regarding the acquiring and non-acquiring companies need to be
investigated. This thesis provides only the grounds for it and following Brau et al. (2012)

examines the performance of these two groups.
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7 Results

In this chapter the empirical results of this thesis are presented and interpreted. Buy and
hold abnormal returns for different periods are examined separately versus index and
style matching companies. Lastly, the calendar time model regression results are pre-

sented to further strengthen the robustness of the results.

According to hypotheses of this study there are several implications expected from the
empirical studies. IPOs are expected to underperform in the long run like previous stud-
ies on IPO returns. First year acquiring IPOs are hypothesized underperform in the long
run against non-acquirers during the five-year period. The third hypothesis states that
IPOs that acquire during the first three years overperform non-acquirers, limiting the
poor performance of acquiring IPOs to the ones that rush to acquire during their first

year of being public.

7.1 Buy and hold abnormal returns vs index

In Table 4 are presented the buy and hold abnormal returns calculated for one to five
years and benchmarked against the MSCI Nordic index. Overall, IPOs have outperformed
the market with economical and statistical significance. IPOs overperform both in the
short and long-run with 26 percent abnormal returns compared to the MSCI Nordic in-
dex. This finding is contrary to previous findings of IPO underperformance in the long-

run and Nordic IPOs seem to clearly overperform in all periods.

Table 5. Market adjusted returns. The abnormal returns are calculated with equation 3 and p-
values with equation 4. The p-values are marked with *, ** and *** to represent the statistical
significance at the levels of 10%, 5% and 1% respectively.
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Abnormal Returns for All IPOs

Variable Mean p-value
AR(0-1) 4,15 % 0,257
AR(0-2) 13,62 % 0,018**
AR(0-3) 11,66 % 0,083*
AR(0-4) 17,92 % 0,020**
AR(0-5) 26,32 % 0,006***

Abnormal Returns for 1-Year Acquirers and Non-acquirers

Acquirers Non-acquirers
Variable Mean  p-value Variable Mean p-value
AR(0-1) 3,41% 0,557 AR(0-1) 4,59 % 0,363
AR(0-2) 6,20% 0,471 AR(0-2) 17,39%  0,061*
AR(0-3) 5,70% 0,636 AR(0-3) 14,70% 0,156
AR(0-4) 4,29% 0,728 AR(0-4) 24,68%  0,001%**
AR(0-5) 4,98% 0,723 AR(0-5) 36,87%  0,001%**

The abnormal returns for all IPOs are positive meaning that on average IPOs beat the
benchmark index MSCI Nordic. This finding is contrary to the major IPO studies of Ritter
and Welch (2002) and Brau et al. (2012) who find underperformance of IPOs in market
adjusted returns. The result is complementary to the market adjusted positive abnormal
returns in European study Thomadakis et al. (2012). IPOs provide a significant abnormal

return over the benchmark index making them attractive investments.

Acquiring IPOs perform well during their first years of being public but in the longer run
their abnormal returns are stagnated and they perform similarly to the index. The p-
values of the acquirer returns are insignificant so no conclusions can be made. Non-ac-
quiring IPOs outperform the benchmark index greatly. The long-term return is over 36
percent for the five-year period and the findings are statistically significant at one per-

cent. Non-acquirers seem to outperform first year acquirers in all periods.

To better examine the performance of acquiring IPOs the returns are calculated for IPOs
that acquire 3 years after being listed. This makes it possible to study whether the poor
performance of acquirers is due to them making acquisitions during the first year of be-

ing public as Brau et al. (2012) find. Following the methodology of Brau et al. (2012) the
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three-year acquirers subsample also contains the acquirers during the first year. The re-

sults are presented in Table 5.

Table 6. Market adjusted returns for 3-year acquirers and non-acquirers. The abnormal returns
are calculated with equation 3 and p-values with equation 4. The p-values are marked with *, **
and *** to represent the statistical significance at the levels of 10%, 5% and 1% respectively.

Abnormal Returns for 3-Year Acquirers and Non-acquirers

Acquirers Non-acquirers
Variable Mean  p-value Variable Mean p-value
AR(0-1) 9,61% 0,069* AR(0-1) -1,04 % 0,882
AR(0-2) 17,64 % 0,056* AR(0-2) 9,80 % 0,115
AR(0-3) 17,04 % 0,098* AR(0-3) 6,55 % 0,111
AR(0-4) 20,53% 0,070* AR(0-4) 15,43%  0,013**
AR(0-5) 30,25% 0,031** AR(0-5) 22,59%  0,054*

Newly listed companies that do not acquire in their first three years of being public un-
derperform significantly acquiring ones. This underperformance is more severe in the
short term where companies not pursuing acquisitions experience negative returns in
their first year of being public. It should be noted that non-acquirers also beat the bench-
mark index in the long run even though they lose to acquirers. Acquiring companies are
rewarded from their non-organic growth by substantial abnormal returns. The change of
the acquisition period is significant as first year acquirers perform worse to acquirers
during the first three years suggesting that companies who rush to acquire after going

public is the worse option.

As the three-year acquirers perform much better compared to first year acquirers it can
be concluded that first year acquirers make worse acquisitions. This finding supports
Brau et al. (2012) who find similar results. If the management waits until they acquire
the company makes value enhancing acquisitions. Waiting to acquire signals that the
management does not suffer from empire building or entrenchment, but they gain more
experience leading a public company and acquire later, making better acquisitions. The
longer run overperformance of three-year acquirers over non-acquirers can be due to

acquisitions leading to higher growth rates. There can also be overoptimism towards an
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IPO as Ritter and Welch (2002) show. Investors can be overoptimistic about the growth
potential of newly listed companies and when these companies acquire investors be-
come more optimistic about their growth leading to overperformance over non-acquir-

ers.

Next, the focus is on different types of time intervals during the five-year period. Similarly,
to Brau et al. (2012) the returns are calculated for different periods for acquiring and
non-acquiring companies during the first and three years after their listing. These returns
are compared to see if there are differences between the performance of acquirers and
non-acquirers on different periods and how the exclusion of the acquisition years influ-
ences the results. The acquisition period is excluded as investors cannot know which
companies are going to acquire and this methodology allows to present the performance

of IPOs after the acquisition.

Table 7. Market adjusted returns for different time frames. The abnormal returns are calculated
with equation 3 and p-values with equation 4. The p-values are marked with *, ** and *** to
represent the statistical significance at the levels of 10%, 5% and 1% respectively.

Abnormal Returns for 1-Year Acquirers and Non-acquirers

Acquirers Non-acquirers
Variable Mean p-value Variable Mean p-value
AR(1-2) -1,23% 0,373 AR(1-2) 593% 0,269
AR(1-3) -241% 0,168 AR(1-3) 10,23%  0,009***
AR(1-4) -4,88% 0,177 AR(1-4) 30,89%  0,000***
AR(1-5) -6,89% 0,297 AR(1-5) 43,79%  0,004***

Abnormal Returns for 3-year Acquirers and Non-acquirers

Acquirers Non-acquirers
Variable Mean p-value Variable Mean p-value
AR(3-4) 2,74 % 0,091* AR(3-4) 2,51% 0,004***
AR(3-5) 4,86 % 0,225 AR(3-5) 812 % 0,44

When excluding the acquisition year, the performance of acquirers is turned negative

but without statistical significance. Non-acquirers however outperform clearly with
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statistical significance to one percent level in the longer term. This result is like the find-
ings of Brau et al. (2012) who show acquirers to underperform substantially to non-ac-
quirers on all periods when excluding first year returns. Non-acquirers show strong per-
formance in all periods to the benchmark index. The first-year abnormal returns are re-
versed to long run negative abnormal returns. For the three-year acquisition period ac-
quirers outperform non-acquirers in all periods if acquisition period is included. Here
when examining the returns after the period there is no significant overperformance

over non—acquirers anymore.

7.2 Buy and hold abnormal returns vs style

To confirm the findings from the previous chapter the style returns are examined. Brav
and Gompers (1997) suggest that when examining IPO returns multiple benchmarks
should be used to confirm the results. Style comparison method by Lyon et al. (1999)
has been the standard for previous IPO studies like Ritter and Welch (2002) and Brau et

al. (2012). Using the same method makes the results more comparable.

When examining buy and hold abnormal returns versus the benchmark index there is
outperformance on the overall level of IPOs. Acquiring IPOs seem to underperform non-
acquiring ones in the long run. The overperformance to the index of acquiring IPOs is
mainly from their substantial first year returns. For the three-year acquisition period
companies deciding not to acquire lose in all periods. The three-year acquirer group out-
performs the first-year acquirers suggesting that first year acquirers make worse acqui-

sitions or have overvalued equity.

Table 8. Style adjusted returns. The abnormal returns are calculated with equation 3 and p-val-
ues with equation 4. The p-values are marked with *, ** and *** to represent the statistical
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significance at the levels of 10%, 5% and 1% respectively.

Abnormal Returns for All IPOs

Variable Mean p-value

AR(0-1) -3,62 % 0,97725
AR(0-2) 0,91 % 0,57642
AR(D-3) -3,26 % 0,38172
AR(0-4) -0,17 % 0,43155
AR(0-5) 6,28 % 0,15873

Abnormal Returns for 1-Year Acquirers and Non-acquirers

Acquirers Non-acquirers
Variable Mean p-value Variable Mean p-value
AR(0-1) -9,05% 0,74193 AR(D-1) -1,17%  0,72898
AR(0-2) -3,49% 0,34419 AR(0-2) 2,90% 091848
AR(0-3) -5,99% 0,32346 AR[0-3) -2,02% 0,67754
AR(0-4) -4,34% 0,24112 AR(0-4) 1,71 % 0,72102
AR(0-5) 0,68% 0,12726 AR(0-5) 881% 058864

When controlling for size and style effects the results for IPO returns are drastically dif-
ferent. The overperformance of IPOs with market adjustments disappears when style
effects are controlled for. This suggests that the overperformance of IPOs against market
is explained by their lower market capitalization and lower book-to-market value. Ac-
quirer returns show abnormal returns for all IPOs to fluctuate but to be positive in the
long run. Acquirers seem to underperform non-acquirers greatly during all periods, but

these findings are not statistically significant, and no conclusions can be made.

Table 9. Style adjusted returns for 3-year acquirers and non-acquirers. The abnormal returns are
calculated with equation 3 and p-values with equation 4. The p-values are marked with *, ** and
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*** to represent the statistical significance at the levels of 10%, 5% and 1% respectively.

Abnormal Returns for 3-Year Acquirers and Non-acquirers

Acquirers Non-acquirers
Variable Mean  p-value Variable Mean p-value
AR(0-1) -0,52% 0,522 AR(0-1) -6,53 % 0,387
AR(0-2) 9,58% 0,105 AR(0-2) 7,19% 0,465
AR(0-3) 4,27%  0,089* AR(0-3) -10,29% 0,781
AR(0-4) 7,96%  0,053* AR(0-4) -7,78 % 0,751
AR(0-5) 18,14% 0,031** AR(0-5) -4,81 % 0,798

For 3-year acquirers the performance resembles the benchmark index returns. There are

abnormal returns but for style matches they are not as sizeable. Acquirers outperform

their style matches by 18,14 percent in the five-year period. Acquirers outperform non-

acquirers clearly. Non-acquirers experience negative returns, but these findings are in-

significant. It can be confirmed that acquiring newly listed companies outperform non-

acquirers in all periods if the acquisition period is three years. Newly listed companies

use acquisitions to grow and the ones not acquiring experience underperformance.

Table 10. Style adjusted returns for different time frames. The abnormal returns are calculated
with equation 1 and p-values with equation 2. The p-values are marked with *, ** and *** to
represent the statistical significance at the levels of 10%, 5% and 1% respectively.0000q0

Abnaormal Returns for 1-Year Acquirers and Non-acquirers

Acquirers Non-acquirers
Variable Mean p-value Variable Mean p-value
AR(1-2) 099% 0,401 AR(1-2) -3,58% 0,606
AR(1-3) -5,89% 0,285 AR(1-3) 1,14 % 0,145
AR(1-4) -5,33% 0,184 AR(1-4) 22,32%  0,018**
AR(1-5) -6,58% 0,303 AR(1-5) 31,63%  0,081*

Abnormal Returns for 3-year Acquirers and Non-acquirers

Acquirers Non-acquirers
Variable Mean p-value Variable Mean p-value
AR(3-4) 1,50% 0,541 AR(3-4) 16,18% 0,793

AR(3-5) 254% 0,439 AR(3-5)

30,62% 0,689
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After excluding first year returns the results are similar than the index benchmark returns
show. Acquiring companies underperform in the long run but for the first-year non-ac-
quirers experience negative returns. The statistically significant findings of non-acquirer
overperformance in the longer periods confirm the findings of investors of first year ac-
quirers being worse off than investors of non-acquirers. Investing in an IPO that acquires
during its first year of being public yields negative returns if the style effects are taken
account for. This shows that ex-post the acquisition period of one year, investors could
make significant abnormal returns of over 30 percent by investing in newly listed com-

panies which do not acquire during the first year.

7.3 Calendar time factor model regressions

To further confirm the results, calendar time regressions are used. The results from these
regressions are presented in Table 10. The Fama French 3-factor model is calculated from
returns of 0-5 years and 1-4 years. The returns are calculated for acquiring and non-ac-
quiring samples for first year acquirers. As the BHAR method finds there are differences
between performance of first year acquirers and non-acquirers in the long run. First year
acquirers appear to lose in long run. If the first-year returns are excluded the perfor-
mance of acquirers is even worse and due to acquisition announcements for newly listed
companies yielding substantial returns. These two regressions allow to collect further

evidence to see if the previous findings can be confirmed.

Following Brau et al. (2012) the dependent variables are the returns for the IPO portfolio.
The regressions investigate the monthly returns of IPOs that went public in the last five
years prior to current month and the returns of IPOs that went public between one to
four years prior to current month. The latter regressions thus exclude the returns for
IPOs during their first year of being public and last year from the five-year observation
period. When dividing the portfolio to acquirers and non-acquirers the event period is

one year after the IPO date to study the first-year acquirer’s performance further.
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The significant slope coefficients for the factors have their expected signs in all regres-
sions. When small stocks outperform, the IPO portfolio does well since SMB is positive.
When value stocks outperform, the portfolio does worse. IPOs are mostly smaller stocks
with low book-to-market, so these are in line with the expectations. Positive SMB factor
is significant at 1 percent level in all regressions but one meaning that the smaller size of

IPO stocks explains a lot of their returns.

Table 11. Calendar time regressions. The monthly returns are calculated for 2002-2021 consist-
ing of 240 observations. The dependent variable is the monthly return for the IPO portfolio. The
intercept term is the mean monthly return for the calendar time portfolio, MRP is the monthly
market risk premium, SMB is the mean monthly return for small stocks minus big stocks and HML
is the mean monthly return for high book-to-market minus low book-to-market. The t-statistics
are marked with *, ** and *** to represent the statistical significance at the levels of 10%, 5%
and 1% respectively.

Non-Acquiring (0-5) Acquiring (0-5)
Variable Estimate t-Statistic Variable Estimate t-Statistic
Intercept 0,008 % 1,54 Intercept -0,01%*** 2,38
MRP 0,683%*** 10,39 MRP  0,237%*** 2,97
SMB 0,398%*** 4,11 SMB -0,023% 0,23
HML -0,175 % 1,61 HML -0,301** 1,97
Non-acquiring (1-4) Acquiring (1-4)
Variable Estimate t-Statistic Variable Estimate t-Statistic
Intercept 0,002 % 0,58 Intercept -0,019%** 2,55
MRP 0,672%*** 10,65 MRP 1,09%*** 10,68
SMB 0,247%*** 3,12 SMB 0,48%*** 3,31
HML -0,131% 1,23 HML -0,329%** 2,17

When looking at the statistically significant results the findings confirm the BHAR results.
The acquiring IPO portfolios have negative intercepts meaning negative monthly perfor-
mance. This finding is statistically significant. The returns for non-acquiring portfolio are
positive which is in line with previous findings but there is no statistical significance. The
intercepts in the regressions have similar signs as the findings of Brau et al. (2012). Ac-
quiring IPOs have similar magnitude of negative returns indicated by their intercepts in

both regressions. First year acquisitions lead to negative monthly returns and the BHAR



56

findings can be confirmed. When excluding the first year returns acquirers underperform
non-acquirers in all periods. The Fama-French method controls for both the small and
growth factor of IPO stocks. The effect of acquirers is negative on this sample indicating
first year acquirers to make value destroying acquisitions when controlled for style ef-

fects as the BHAR style returns are also negative for acquirers.
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8 Conclusions

This thesis provides new evidence on the performance of new issues in the Nordic mar-
ket. The effect of acquisitions to the performance of newly listed companies is less ex-
amined subject in the literature with only few studies. The performance of IPOs in the
recent years has not been studied and most of the major studies date back to the early
2000s. The findings of this thesis contribute to the literature by re-opening the IPO per-
formance anomaly and presenting evidence from a new period that is left untouched.
The acquisition perspective of this study complements the scarce literature on the sub-
ject by increasing the information about the effect of acquisitions to the performance of

new issues.

Overall, IPOs outperform the market. There are substantial abnormal returns earned
from the buy and hold approach of IPOs. IPOs outperform the benchmark index by 26
percent in five years post-IPO. When controlling for style effects the BHAR model finds
negative returns and the 3-factor model positive but without statistical significance. The
clear overperformance over the benchmark disappears after controlling for style, indi-
cating that the overperformance over the index is due to small and growth factors. Nor-
dic markets provide abnormal returns for new issues in this sample and IPOs in the Nor-
dic can be seen as attractive investments due to their strong performance. The under-
pricing of IPOs in this sample is also smaller compared to previous findings. Lower un-
derpricing leads to better returns as high initial returns indicate overreaction which can

reverse to poor performance in the long run.

The first research hypothesis can be rejected as there is IPO overperformance in this
sample. Contrary to the previous findings IPOs overperform the market. With all meas-
urements the performance of all IPOs is significantly positive. IPOs experience abnormal
returns, but this is not so significant after controlled for style and size effects. The per-
formance over the market is partly attributed to IPOs being smaller size and lower book-
to-market companies. As Hahl et al. (2014) show, the underperformance of IPOs is be-

cause of their growth style, and the whole IPO anomaly is caused by the effects of size
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and book-to-market on returns. The average market value of the company in the MSCI
Nordic index is 16 billion and the average book-to-market 0,36. As seen from Table 4 the
average market value in this sample is 300 million and book-to-market 0,19. The sample
contains smaller growth companies compared to the index. Growth companies have per-
formed better over value in the 2010s and small cap Nordics have overperformed in the
IPO sample period. For the last ten years growth stocks have outperformed value by 5,25
percent annually (Morningstar Direct 2021). Since 2000 the MSCI Nordic Small Cap Index
has annual returns of 12,92 percent compared to 6,27 percent of MSCI Nordic Index
(MSCI 2021). The overperformance of these factors leads to IPOs overperforming and
the first research hypothesis can be rejected. The use of standard market index as a
benchmark can be questioned and alternative methods should be considered in the fu-
ture studies. Previous studies on the subject are mostly done with samples from 1980-
1990s and are subject to different market conditions. As Ritter and Welch (2002) argue,
the sample period can alter the results greatly. The market conditions have changed, and

it changes the performance of IPOs due to their style.

When examining the differences between the returns of first year acquirers and non-
acquirers the study finds acquirers to underperform in every significant result. First year
acquirers experience positive returns against the market but negative when controlled
for style effects. The bad performance of acquirers is due to their first-year acquisitions
as for acquirers in the three-year period the returns are highly positive and the overper-
formance over non-acquirers substantial. Acquiring IPOs beat the market index due to
their style but both tests that control for style effects show underperformance not only
to non-acquirers but against benchmark as well. As investors cannot know before which
IPOs acquire the returns are also calculated for periods excluding the acquisition period.
This shows acquiring IPOs to experience significant negative returns indicating that in-
vestors should stay away from new listings which acquire during the first year and invest

in ones they do not see rushing to acquisitions.
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The second research hypothesis of first year acquiring IPOs underperforming non-acquir-
ers in the long run can be confirmed as there is evidence to present of acquiring IPOs
underperformance. Both groups overperform the market but when comparing their per-
formance to each other non-acquirers beat acquirers in every test. First year acquirers
seem to make value destroying acquisitions as they experience even negative returns
after controlled for style effects. The agency theories can explain this finding. As Sheifler
and Vishny (1989) hypothesize, managers want to entrench their position and make ac-
quisitions that are not value maximizing to the company but solidify the position of the
managers making them harder to replace. In the IPO there is a cash infusion to the com-
pany for the management to use and they can use it to entrench themselves with acqui-
sitions. These acquisitions can be value destroying leading to negative returns for share-

holders.

The empire building hypothesis states that managers want to maximize their power and
personal wealth. This leads to them making value destroying acquisitions. The manage-
ment uses the cash from the IPO to acquisitions so they can boost their own power and
compensation. The entrenchment and empire building theories can explain why first
year acquirers make value destroying acquisitions and when the acquisition period is
three years the acquiring companies are better off. If the management wants to entrench
themselves or to build an empire they want to do so quickly and the acquisitions hap-
pening later suggests that the management does not suffer from these biases. The tim-
ing of the IPO can also explain the poor first year acquirer returns. If the first-year acquir-
ers are companies that are overvalued when going public and their managers rush in to
make acquisitions with the overvalued equity, when the overvaluation unravels, it can
lead to worse returns for first year acquirers. This might not explain the performance as
acquiring with overvalued equity is linked to shareholder value as Savor and Lu (2009)
show. Using the overvalued equity provides value to shareholders but participating in
overvalued IPO can lead to value destruction, so the effect of overvaluation on returns

is unclear.
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The underperformance of acquirers only applies to first year acquirers. If the group is
expanded to companies that acquire in the first three years post-IPO, the results are dif-
ferent. Acquirers outperform significantly. Companies not acquiring during their first
three years of being public experience negative abnormal returns. Companies not rush-
ing to acquisitions might not suffer from the same agency issues than first year acquirers
do and there might be less overvalued companies since they can wait to make acquisi-
tions. Their acquisitions lead to growth which is rewarded by investors with abnormal
returns. The negative returns for companies not acquiring can also be explained by the
overoptimism theory regarding new issues by Ritter and Welch (2002). Investors are
overoptimistic about the growth potential of new companies, and they might expect ac-
quisitions. When there are no acquisitions, this optimism is reversed leading to negative
returns. With these results the third hypothesis can be confirmed as the overperfor-
mance of acquirers three years post-IPO is clear. Acquirers during the first three years
are earning substantial abnormal returns showing that investors should be interested in
these companies which do not rush to acquire but do so after a few years. As investors
cannot know about the acquisitions beforehand, the returns here are also examined af-
ter the acquisition period. The acquirers still overperform showing that there are abnor-
mal returns available from investing in companies acquiring after the first year of being

public.

Overall, the results regarding IPO performance are different from previous studies from
the U.S (e.g., Ritter, 1991; Loughran and Ritter, 1995; Ritter and Welch, 2002) and from
the Nordics (Keloharju, 1993; Jakobsen and Sgrensen, 2001) who find underperfor-
mance of IPOs. The IPO performance is drastically better in this sample. Asthe IPO per-
formance disappears after controlled for style and size effects, the findings are comple-
mentary to Hahl et al. (2014), who find IPO performance to be driven by book-to-market
and size factors. For the acquiring IPO performance, there are similar results than the
findings of Brau et al. (2012). They find first year acquirers to perform worse to non-
acquirers. While Brau et al. (2012) find both groups to underperform contrary to this

study, the finding of first year acquirer underperformance to non-acquirers is similar.
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The results of this thesis related to three-year acquirer overperformance over non-ac-
quirers are also in line with the findings of Brau et al. (2012). Their study has been tested
in a new market setting but the same results are shown in the Nordics as well regarding

the effect of acquisitions on IPO performance when compared to non-acquiring ones.

These results are for one specific market the Nordics and for one sample period, so the
results should be confirmed in future research. And as Ritter and Welch (2002) and Fama
and French (2008) state multiple markets and time frames should always be used when
studying certain financial market phenomena. Most of the IPO issues suggesting under-
performance is relatively old and new papers could be written on the subject from more
recent periods. The market has changed after the last two financial crises and as this
thesis finds the performance of IPOs has also changed. For the effect of acquisitions on
returns, future research could investigate the reasons behind the poor performance of
first year acquirers and if the entrenchment and empire building factors are behind it as
suggested by Brau et al. (2012) or if the poor performance is caused by other factors for

example, profitability or riskiness.
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