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Abstract 

 

This thesis investigates initial public offerings (IPOs) in the Gulf Cooperation Council 

(GCC) region between 2003 and 2010. The GCC is a political and economic organization 

which comprises six Gulf countries: Saudi Arabia, Kuwait, Qatar, Bahrain, the United Arab 

Emirates and Oman. A large number of companies in the GCC have gone public over the last 

decade.  

 

There are three essays in this thesis. The first essay examines the financial and 

operating performance of 52 IPOs (using accounting-based measures). It compares and 

contrasts the performance of IPOs between the pre- and post-IPO periods. In addition, the 

first essay investigates the reasons for change in performance between the two periods. The 

contributions of this essay are three fold. Firstly, this is the first study to examine the 

operating performance of a sample of IPOs from the GCC region. Secondly, a new technique 

is used to examine the operating performance of IPOs by employing a model that is based on 

panel data. Thirdly, several theories are discussed and explanations are provided for the 

change in performance of IPOs in the GCC.  

 

The findings in this essay indicate that the operating performance of IPOs in the GCC 

declines after going public, and this finding is consistent with pre-existing IPO literature. The 

deterioration in performance among these IPOs begins in the year of going public and 

intensifies in magnitude in subsequent years. Moreover, this essay suggests that the change in 

ownership structure is the main reason for the decline in IPO performance. Nonetheless, the 

results also lend support to other theories, such as lack of opportunity and “window-

dressing”.     
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The second essay investigates the short- and long-run stock returns (using stock-price 

based measures) of 139 IPOs in the GCC between 2003 and 2010. This essay makes three 

main contributions to the literature. Firstly, the essay extends the analysis of Al-Hassan, 

Delgado and Omran (2010) on 47 IPOs from the GCC to a much larger sample size and 

longer time frame. Secondly, the study explains underpricing as a function of four major 

factors: firm characteristics, subscription period outcome, listing day investors’ behaviour 

and market conditions. Thirdly, the research provides evidence about the long-run 

performance of these IPOs. The study measures IPO performance relative to the offering 

price, in addition to the traditional method which uses the listing day closing price. This 

measures the underpricing of IPOs beyond the listing day, including the second day, first 

week, first month, first six months and first year post-listing.  

 

The underpricing (short-run stock returns) of these IPOs is significant at 227.4%, 

higher than that documented in both developing and developed nations. The study also 

investigates the reasons underlying such underpricing and finds that such substantial 

underpricing is caused predominantly by the unique institutional framework adopted in the 

GCC. The institutional settings of the GCC promote both strong demand during the 

subscription period and aggressive speculation on the listing day. Contrary to the large 

returns in the short run, these IPOs underperform their GCC market indices in the long run. 

This finding is consistent with the pre-existing literature, in that IPOs which offer the greatest 

underpricing initially tend to achieve the worse returns over the long run (over one-, two- and 

three-year periods).  

 

The third essay, for the first time, models the underpricing phenomenon in a supply and 

demand simultaneous equations model. Using a unique dataset of 76 Saudi IPOs comprising 
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data on the number of subscribers to each IPO and the allocation (the number of shares 

obtained by subscribers), the study constructs two simultaneous equations, one using the 

opening price (the first post-listing price adjustment) and the other using the closing price 

(the last price adjustment). Using the opening price, the results indicate that excess demand in 

the subscription period converts immediately into excess supply once the IPO shares are 

floated on the market. This immediate conversion stops the IPO price from continuing to rise. 

In the second system, using the closing price together with the volume of shares, the 

estimates show that the curves of both the supply and demand of IPOs are significantly 

negative, with the supply curve being above the demand curve, and also being steeper. This 

implies that supply decreases at a greater and faster rate than does demand, mainly because of 

the presence of flippers in the market. This essay discusses the supply and demand curves of 

IPOs theoretically, draws them graphically, and proves them empirically.  
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Chapter One: Introduction 

 

1.1 Research Background 

This thesis investigates the clustering period of initial public offerings (IPOs) in the Gulf 

Cooperation Council (GCC) between 2003 and 2010. The study covers six countries: Saudi Arabia, 

Kuwait, Qatar, Bahrain, the United Arab Emirates and Oman. The GCC is one of the fastest growing 

economies in the world. According to an economic note released by the Dubai International 

Financial Centre Authority (DIFCA, 2009), the current value of oil and gas reserves for the six 

countries is estimated at $18.3 trillion, larger than the GDP of the US in 2008. This figure assumes a 

conservative price of $50/barrel for oil and $9 for gas per million British Thermal Units (BTU). If 

the figure were to double, the present value of GCC energy reserves would be USD $37.7 trillion, 

equal to the world’s total stock market capitalization in 2008. Therefore, with the increasing 

importance of this region to the world, research into this region has become a necessity, rather than a 

choice.  

 

The GCC region has recently experienced a rapid increase in the number of publicly traded 

companies. The number of listed companies has doubled in some GCC countries, for example, Saudi 

Arabia. Between 2003 and 2010 the number of IPOs in Saudi Arabia exceeded the number of 

originally listed companies. The hot issue market is a well-documented phenomenon in the IPO 

literature. For example, Pagano, Panetta and Zingales (1998) find this phenomenon in Italy, and 

Balatbat, Taylor and Walter (2004) document hot issues market in Australia. Therefore, this research  

aims to explore this phenomenon in a different region- one that has not been studied before, that is 

the GCC region.  
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There are three empirical essays in this thesis. The first essay measures the financial and 

operating performance (the accounting-based measures) of IPOs in the GCC and explores factors that 

could explain the performance change between the pre-IPO and post-IPO periods. In the second 

essay, the research examines the stock returns of IPOs (the stock-price based measures) in the short 

run (underpricing) and the long run (at one year, two year and three year intervals). Also, the 

research explores factors that could explain the stock returns of IPOs based on existing theories in 

the literature. The third essay exploits a unique dataset from Saudi Arabian IPOs in the development 

of a new model of the impact of supply and demand on underpricing, and examines new 

determinants. 

 

The topic of IPOs has long attracted the attention of scholars, investors and decision makers, 

and interest has been growing at a faster pace in recent years (Shen and Wei, 2007). The IPO process 

is one of the most fundamental decisions that firms face. The decision to go public involves 

restructuring the whole firm and in many cases initiates a battle over the firm’s ownership between 

the original owners and the new shareholders. In particular, IPO underpricing has been the subject of 

numerous research studies worldwide and yet it continues to puzzle scholars. 

 

1.2 Research Motivation 

Since 2003, IPO activities in the GCC region have accelerated. Perhaps one of the most 

noticeable phenomena that has occurred in recent years in the GCC area is the rapid increase in the 

number of publicly traded firms. For example, the number of listed firms in some GCC countries, 

such as Saudi Arabia and the United Arab Emirates (UAE), has doubled in just a few years. The total 

capital raised by 139 IPOs is US$55.9 billion, larger than the capital raised by 2,476 US IPOs (Ritter, 

1991) and 445 Canadian IPOs (Kooli and Suret, 2004), and many others. The phenomenon of IPO 
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clustering inspired this thesis. Table 1.1 below shows the number of IPOs in the GCC region 

between 2003 and 2010 together with the gross proceeds.  

Table 1.1 

Number of IPOs in the GCC Region between 2003 and 2010 

 

Country Number of IPOs Gross proceeds ($US million) 

Saudi Arabia 76 25,759.20 

Kuwait 9 1,587.40 

Qatar 12 4,807.80 

Bahrain 7 1,592.70 

UAE 24 6,098.30 

Oman 11 16,067.50 

Total 139 55,913 

 

Source: GCC Stock Exchange Markets & Capital Market Authorities   

 

The second reason behind the study is the availability of new data that were not previously 

accessible. For example, in a study on the motivations for, and barriers to, going public in Saudi 

Arabia, Al-Barrak (2005) was unable to measure the operating performance of IPOs due to the lack 

of available data. At the time of his study, only one company agreed to provide the necessary data on 

condition that the company’s identity should not be revealed. However, given the current situation of 

the clustering IPOs in the GCC, market authorities have made it a condition that any company 
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seeking public listing must disclose a minimum of three years of accounting data. For the first time, 

this regulation has created a unique opportunity to study initial public offerings in the gulf 

cooperation council in much greater depth.  

 

The third reason motivating the research is the availability of a unique dataset in Saudi Arabia 

which is not available elsewhere. This allows new determinants and models to be developed to 

examine the underpricing phenomenon in different ways. Ritter and Welch (2002) raise many 

questions regarding the methods of allocating shares used in industrial economies. They state that 

unfortunately, not only do the answers to these questions depend upon the sample period, but 

underwriters also usually guard information about the specifics of their share allocations, posing 

significant challenges to empiricists (p.1808). In Saudi Arabia, data on allocation methods and the 

exact number of shares allocated to individuals are available. Additionally, the institutional setting of 

IPOs in the GCC is different to other markets, in that IPOs are only freely open to fluctuation on the 

day of listing: from the second day onward, movement is restricted by certain percentages up or 

down. In the US and most other markets, IPOs are freely open to fluctuation from admission and 

onward. This particular feature of IPOs in the GCC is an important determinant of underpricing, 

since it encourages flipping activities by individuals and attracts speculators at the same time. 

 

1.3 Why Studying IPOs in the GCC 

In this section, the thesis illustrates reasons for studying IPOs in the GCC. Actually, there are 

many reasons making investigating IPOs in the GCC region of a great interest. Firstly, IPOs in the 

GCC is a recent phenomenon that requires research. This will benefit all parties involved in the IPO 

process, the policy makers, investors and IPO issuers. From a personal contact with Dr. Al-Barrak 
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from the Saudi capital market authority, he mentioned the importance and the lack of research on 

IPOs.  

Secondly, GCC regulations and policies differ in some aspects from IPOs elsewhere, which 

provide us with the opportunity to further understand this important topic. For example, with the 

availability of unique data, the thesis can investigate the impact of these variables on the IPO. It was 

observed that IPOs in some industrial economies such as the U.S do not disclose the information 

regarding the allocation methods of IPOs (Ritter and Welch, 2002). In contrast, such data are 

accessible and available in the GCC. Therefore, IPOs in the GCC provide a good opportunity to 

examine some variables that are not available elsewhere. This will help us to understand IPOs in the 

GCC and in other countries as well. 

Thirdly, the thesis provides opportunity to further understand emerging markets by focusing on 

the GCC region. All these reasons make research on IPOs in the GCC an essential matter. 

 

1.4 Research Questions 

The overarching research question is: What are the systematic features of IPOs in the GCC 

region? As such, this research explores several dimensions of the topic of IPOs. The first question 

regarding the operating performance of IPOs is as follows: 

Q1. How do IPOs perform after going public in the GCC and what could explain changes 

in performance between two periods, pre-IPO and post-IPO? 

This question examines the performance of IPOs in terms of accounting measures. There are 

numerous scholarly articles from all over the world that show that the performance of IPOs declines 

after going public. Although the premise is that performance deteriorates, the reasons for this 

phenomenon remain controversial. Therefore, this study aims to provide further evidence from a 



6 

 

region that has not previously been examined, and to contribute to the ongoing debate concerning the 

reasons for a decline in performance.  

 

In the second essay, the research aims to explore the stock returns of IPOs in the short run and 

the long run (stock-price-based measures). The short-run stock return of IPOs is called 

“underpricing” in the literature. Short-run, initial returns and underpricing are synonymous terms 

used to refer to the returns that investors receive early on in the market when the IPO is admitted to 

the stock exchange. These terms are usually used interchangeably in the literature. The phenomenon 

of underpricing of IPOs is perhaps one of the most puzzling questions. Almost all authors document 

a rewarding increase in the share price on the listing day (Ritter and Welch, 2002).  

 

However, in the long run, IPOs show conflicting outcomes. IPOs in some countries, such as 

Korea, perform better than a chosen benchmark, and in other countries such as the US, show poor 

performance. In general, IPOs tend to perform poorly and they return less than other benchmarks 

might offer. Long-run stock returns are less abundant compared to the underpricing issue. Therefore, 

the second research question is as follows:   

 

Q2. What are the stock returns of IPOs in the GCC in the short-run and the long-run and 

what could explain these returns? 

Next, the aim of the thesis will be to frame underpricing in a supply and demand model. No 

other paper has touched this issue. Ritter and Welch (2002) propose that researchers look at demand, 

supply, allocation of shares and other trading related issues to solve the underpricing puzzle. The 

authors state that The solution to the underpricing puzzle has to lie in focusing on the setting of the 

offer price, where the normal interplay of supply and demand is suppressed by the underwriters 

(p.1803). However, the lack of sufficient disclosure on IPOs in industrial economies restricts 
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empirical research. This research uses a unique dataset from Saudi Arabia which offers additional 

variables. Therefore, the third research question is as follows: 

 

Q3. Is it possible to frame IPO underpricing in a supply and demand model? How can 

this be accomplished? What are the implications of this in gaining an understanding of the 

underpricing phenomenon? 

 

1.5 Research Contributions 

The contributions of this research are broadly threefold. Each essay provides a significant 

contribution to the IPO literature. This study is the first empirical research into IPOs in the GCC 

region, apart from a few previous, limited attempts. This is the first study which examines IPOs in 

the GCC using a much broader perspective.  

 

Firstly, this research is the first study into the operating performance of IPOs using a sample 

from the GCC. In general, evidence about the operating performance of IPOs from emerging markets 

is scarce compared to that from advanced countries. For example, in a study of motivations and 

barriers to IPOs in Saudi Arabia, Al-Barrak (2005) examines only one IPO due to obstacles in 

obtaining data. Therefore, this study aims to measure the operating performance of IPOs with a much 

larger sample size from a new region. Also, several theories and explanations for the variation in 

operating performance between the pre- and post-IPO periods will be investigated.   

The second contribution is related to the stock returns of IPOs. Again, evidence about IPO 

stock returns in emerging markets is scarce compared that from developed nations. In the Middle 

East, the situation is even worse. This is not surprising given that IPO markets in the GCC are a 

recent development. Al-Hassan, Delgado and Omran (2010) conducted a study on IPO stock returns 
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in the GCC region; however, their study suffers from some limitations. The IPOs sampled relate to 

the year 2006 only. Consequently, their sample size was 47 IPOs, compared to the 139 IPOs 

analyzed in this study. In addition, they state that the dataset of this study is determined by analysing 

GCC firms that went public from 2001 to 2006 as very few IPOs have been taking place after 2006 

(p.348). However, the evidence in this study shows that 2007 was the hottest year in terms of issues, 

with 38 IPOs.  

 

Another problem in their study is the long-term performance, which was restricted to only one 

year post-listing. It is questionable whether one year is representative of long-run performance; 

therefore this study measures the aftermarket performance at intervals of one, two and three years. 

Moreover, the authors explain the reasons for the large underpricing in the GCC by applying 

traditional models from the literature, which do not characterize the unique nature of the GCC 

institutional framework. 

 

Thirdly, this research contributes to the IPO literature by providing a new model of the impact 

of supply and demand on underpricing. This framework has never been used in the literature due to 

the restrictions on the disclosure of allocation procedures used in other countries. Therefore, this 

thesis exploits this opportunity by shedding light on the impact of supply and demand on 

underpricing. The thesis uses new variables and employs new models to examine the underpricing 

phenomenon. Although the analysis is based on data from Saudi Arabia, from a theoretical point of 

view, the same may well apply to other countries. 

1.6 Research Objectives 

The main purpose of this thesis is to investigate IPOs in the GCC region. The specific 

objectives of the thesis can be summarized as follows: 
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1. to compare the financial and operating performance of IPOs in the GCC between the pre-IPO 

and post-IPO periods; 

2. to explore reasons behind the change in the operating performance of IPOs based on existing 

theories;  

3. to measure IPO stock returns in the short run for each country in the GCC and for the region 

as a whole; 

4. to measure underpricing in the long run, i.e. the returns on the offer price beyond day one (the 

listing day); 

5. to measure IPO stock returns in the long run (the aftermarket performance) for each country 

in the GCC and for the GCC region as a whole; this is the aftermarket performance relative to 

the listing day closing price; 

6. to explain the reasons behind the stock return performance based on theories and hypotheses 

provided in the literature; 

7. to frame the underpricing phenomenon in a supply and demand context based on novel data 

from Saudi Arabia;   

8. to shed light on the performance of the GCC firms and gain knowledge within this particular 

region. 

 

1.7 Major Findings 

This section summarizes the major findings of the thesis. The findings from each essay are 

given separately. 

1.7.1 IPO Operating and Financial Performance 

This essay examined 52 IPOs which have an operating history in the GCC. The results indicate 

that performance declines in the post-IPO period compared to the pre-IPO level. Overall, the findings 

are consistent with previous studies, but the decline is much larger in magnitude. The deterioration in 
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performance starts from the year of going public and intensifies in magnitude in subsequent years. 

One year after the IPO event, IPOs in the GCC had suffered a 43% decline in the return on assets 

(ROA). Comparing all years before the IPO and all years after the IPO, on average the ROA and 

ROS declined by 47% and 25% respectively. All observations of these 52 IPOs from 2000 to 2011 

have been pooled (unbalanced panel data with 393 observations) to examine the association between 

the performance change and the IPO event, and the results confirm that the IPO event is the major 

reason for the performance decline.  

 

This essay also investigated the reasons behind the decline in performance and documents 

several findings. Firstly, it is found that there is a significant growth in IPO sales and capital 

expenditure from the year before the IPO to the years after the IPO, which does not support the lack 

of opportunities theory. In other words, the IPO performance declines despite the growth in sales and 

capital expenditure, which is consistent with Jain and Kini (1994). However, when comparing the 

growth rates between the two periods individually, the results are different. It is found that growth in 

sales and capital expenditure is much stronger in the pre-IPO period than in the post-IPO period, 

which lends some support to the lack of opportunities theory. Alternatively, the accounting figures 

might be inflated in the prospectuses to make the issue look good for potential investors. If this is the 

case, then IPO issuers might be involved in “window-dressing” behaviour. Furthermore, the results 

show that the change in ownership structure has a negative impact on the operating performance of 

IPOs, which supports the agency theory. For each increase in the original owners’ retention after the 

issue, the operating performance of IPOs declines. 

1.7.2 IPO Underpricing and Long-run Performance 

This essay examined the short- and long-run stock returns of 139 IPOs in the GCC. IPOs in the 

GCC region are significantly underpriced by 227.4%. This level of underpricing is one of the largest 
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in the world, higher than most documented levels in developed and developing nations. The UAE has 

the largest level of underpricing at 270.1%, followed by Saudi Arabia with 265.5%, while Kuwait 

and Qatar also show the same patterns of high underpricing with over 200%. In contrast, Oman and 

Bahrain have moderate levels of underpricing at only 49.6% and 24.4%, respectively. 

 

The high level of underpricing in the GCC is explained primarily by four major factors: firm 

characteristics, subscription period outcomes of demand and rationing, investors’ behavior on the 

listing day, and market conditions. The evidence shows that large and well-established IPOs have 

less underpricing than small and new IPOs, however, this could also be interpreted in terms of supply 

and demand. Large IPOs in the GCC generally offer more shares and thus have higher supply and 

liquidity in the market. Also, IPOs with operating history have initially been priced much higher than 

new under-establishment IPOs, which normally results in a lower level of underpricing in the post-

listing period.  

 

In the long run, IPOs in the GCC generally perform worse than their market index benchmarks 

in all countries. Omani and Emirati IPOs, however, show better performance. This is consistent with 

the international evidence, which shows that some IPOs, for example Korean IPOs, perform better 

than the market, and that some underperform, such as most industrial economies. For example, the 

wealth relatives for Saudi IPOs after three years are 0.79 compared to the Saudi market index, while 

in the UAE and Oman the wealth relatives are 1.08 and 1.04, respectively. When classifying these 

IPOs by industry, it was found that banking, financial services and petro-chemical industries perform 

better than other industries and the market as a whole, due to continuing expansion in these industries 

in the GCC region. For example, the wealth relatives of the banking and petrochemical industries are 

1.15 and 1.61 three years after listing.  
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The reasons for the poor long-run performance of IPOs remain puzzling, similar to all studies 

on long-run stock returns. The evidence indicates that poor long-run IPO performance in the GCC is 

explained mainly by the over-optimism that investors initially place on the IPOs in the early market, 

which diminishes over time. Therefore, IPOs that have larger underpricing initially perform the worst 

over the long run. Also, the results lend some support to Ritter’s (1991) theory of the bad-luck 

explanation. IPOs with similar characteristics go public around the same time, but perform different 

over time.  

 

1.7.3 IPO Underpricing in a Supply and Demand Model 

The aim of this essay was to develop a model of the impact of supply and demand on 

underpricing. Exploiting the unique disclosure in Saudi Arabia of the number of subscribers and the 

allocation methods and outcome, this essay constructed a system of simultaneous equations of supply 

and demand. The results indicate that both the supply and demand curves on the day of market listing 

are significantly negatively sloped, with the supply curve being much steeper and above the demand 

curve. This is consistent with the idea that subscribers “flip” in IPOs immediately to capture 

instantaneous profit. The excess demand occurs during the subscription period, converts into excess 

supply once IPO shares start trading in the market. 

 

The evidence shows that the first adjustment that occurs in IPOs is at the opening price, which 

is found to be higher than the closing price. This excess supply stops the IPO price from continuing 

to rise. After this adjustment (the first shock in the post-listing), the price of IPO shares starts to 

fluctuate entirely under supply and demand forces, moving between the high and the low of the 

listing day. The fluctuation becomes less severe than the first adjustment (the shooting-up 

phenomenon, or the difference between the opening price and the pre-listing initial offer price). 
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Ultimately, the price settles at the last adjustment, which is the closing price where the quantity of 

shares exchanged on the listing day becomes observable.  

 

The finding in this essay has a key implication to the IPO literature in that everything proposed 

in the underpricing literature has a direct or indirect link to supply and demand. The variations in the 

magnitude of underpricing between countries are related to variations in the regulations among 

countries and variations in investors’ behaviour. This is why underpricing is high during the hot issue 

years and decreases in other years. Because underpricing is a global phenomenon, the reasons for it 

must also be common, regardless of the magnitude. 

 

1.8 Structure of the Thesis 

The thesis is organized in seven chapters. A brief summary is provided below. 

Chapter One: Introduction  

This chapter states the research problem. It provides a background to the research topic, the 

research motivations and questions, the contributions of the thesis and summarizes the findings. 

 

Chapter Two: GCC Economies and the Institutional Settings of IPOs 

This chapter provides the background and history of the GCC region. It introduces the GCC 

economies and highlights the macro-economic conditions of the region. Also, this chapter identifies 

the stock exchange markets in the region and their development. 

Chapter Three: Literature Review 

This chapter reviews the IPO literature relevant to this research. The chapter reviews the 

rationale for IPOs. Also, this chapter reviews the empirical evidence on IPO operating and stock 
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returns performance. Moreover, the chapter presents theories and hypotheses that have been 

proposed in the literature, and finally identifies some gaps in the literature.  

 

The following three chapters (Chapter Four, Five and Six) are empirical essays. Each of these 

is written in a journal article format so that the reader can refer to them separately without reading 

other parts of the thesis. 

Chapter Four: IPO Financial and Operating Performance in the GCC 

This chapter is the first empirical essay in this thesis and answers the first research question 

regarding the financial and operating performance of IPOs in the GCC. It also presents empirical 

explanations for the change in performance between the pre- and post-IPO periods.  

Chapter Five: IPO Underpricing and Long-Run Performance in the GCC 

This chapter is the second empirical essay, addresses the second research question. Therefore, 

this chapter deals with the IPO stock returns in the short and long run in the GCC.  

Chapter Six: IPO Underpricing in a Supply and Demand Model 

This chapter is the third empirical essay in this thesis. The aim of this chapter is to answer the 

third question. The chapter frames the underpricing puzzle in a supply and demand framework based 

on Saudi Arabian IPOs.  

Chapter Seven: Summary and Conclusions 

This chapter provides a summary of the findings and the conclusion of the three essays. It also 

highlights important implications, limitations and directions for future research. 
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1.9 Conclusion 

The thesis aims to investigate IPOs in the GCC region. This research contains three major 

essays. The first essay covers the financial and operating performance of IPOs drawing on a sample 

of 52 IPOs from the GCC. This essay also attempts to provide explanations for the change in 

performance between the pre- and post-IPO periods. The second essay investigates the stock returns 

of IPOs in the short and long run (stock-price based measures). Moreover, the second essay attempts 

to uncover the potential reasons and explanations for IPO stock returns. The third essay is an attempt 

to develop a new model of the impact of supply and demand on the underpricing of IPOs.  

 

The research has been motivated primarily by the hot issue market which occurred in the GCC 

region between 2003 and 2010. This recent development in the GCC region has resulted in the 

availability of some data which was not previously accessible.   

 

The contributions of the thesis are three-fold. Firstly, this study is the first in-depth empirical 

work on the financial and operating performance of IPOs within the GCC. Secondly, this thesis is the 

first analysis of the stock returns of IPOs in the GCC region to draw on a substantial sample size and 

encompass an extensive time frame. Thirdly, this research, for the first time in the IPO literature, 

attempts to frame IPO underpricing in a supply and demand context, based on the availability of 

novel data from Saudi Arabia. 
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Chapter Two: The Gulf Cooperation Council Region 

 

2.1 Background and History of the GCC 

The Gulf Cooperation Council (GCC) is a political and economic organization that links the six 

countries of the Gulf: the Kingdom of Saudi Arabia, Kuwait, Qatar, Bahrain, United Arab Emirates 

and Oman. The GCC was established on 25 May 1981 when the leaders of these countries reached 

agreement on a cooperative framework joining the six countries. The decision to establish this 

organisation was not a product of the moment, but an institutional embodiment of a historical, social, 

and cultural reality. Strong religious and cultural ties link the six countries’ citizens. This strong 

relationship among GCC citizens is strengthened by the fact that they share one geographical region, 

extending from the Red Sea to the Arabian Gulf. The total area of the region is approximately 

2,423,300 square kilometres and in 2011 the population stood at 42.1 million.  

 

The main objectives of the GC’s establishment are to formulate similar regulations in 

economy, trade, finance and legislation, to improve scientific and technical progress in industry, 

mining, water and animal resources, to establish joint ventures, to unify military presence, to ensure 

the cooperation of private sectors between countries, and to establish a common currency among 

these countries. 

 
This chapter provides a general background to the GCC region. Section 2.2 provides 

information about the GCC economies and the impact of the global financial crisis on this region. 

Section 2.3 discusses the development of the stock exchange markets in this region and provides 

some statistical figures from each country. Section 2.4 explains the IPO market in this region and the 
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types of companies that go public. This section also explains the issuance procedure and the 

allocation of shares.  

 

2.2 GCC Economies 

2.2.1 GCC Economic Macro Conditions 

The GCC countries’ economies are among the fastest growing in the world, mainly due to the 

boom in oil and natural gas revenues. Over the past two decades, the GCC economies have 

undergone a substantial economic transformation. Since 2003, the GCC governments have been 

using their high oil revenues to pay off government debt and build up foreign assets. They have used 

the fiscal space afforded to implement ambitious investment programmes aimed at diversifying the 

countries’ economies and providing employment. The GCC governments have also employed 

various policies to encourage private sector activities and foreign investment. Real growth of non-oil 

sectors in the region averaged 4% to 10% annually between 1999 and 2009, and this growth was the 

main driver behind the average annual real GDP growth of 5% (SAMBA, 2010). 

 

 

Saudi Arabia is the largest of the six member states in terms of area, population and aggregate 

output. The Saudi population of approximately 24 million comprises about two thirds of the GCC 

total population and accounts for almost half of GCC GDP. The other GCC countries are smaller: the 

United Arab Emirates (UAE) is the second largest, with five million inhabitants and a share of about 

a quarter of total GCC GDP. The GDP per capita (in purchasing power parity terms) is highest in 

Qatar at US$36,600, followed by the Emirates at US$ 34,100. In contrast, it is lowest in Saudi 

Arabia and Oman, at US$16,500 and US$18,500 respectively. The average GDP per capita for the 

region as a whole is US$19,800 (about 63% of the euro area average). Qatar and Emirates’ per capita 

incomes exceed the average of the euro area.  
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Since 2003, the sharp rise in oil prices has significantly increased the region’s nominal GDP 

and GDP per capita. In 2001, the total GDP for the entire region was US$332 billion, compared with 

US$712 billion in 2006. This is a huge increase – more than 100% – and is comparable to that of the 

Canadian GDP. Saudi Arabia and the UAE together accounted for most of this increase. 

 

The population growth rate in the region remains among the highest in the world. Between 

2000 and 2006, the average growth rate in population for the region was 3% per annum. This reflects 

both the high birth rates and the inflow of expatriate labour into the region. By comparison, the 

population growth rate in Europe was just 0.4% in 2006. Table 2.1 shows some key indicators for the 

GCC region between 2006 and 2010. 

 

  Table 2.1 

GCC Key Macro Indicators 

Year 2006 2007 2008 2009 2010 

Real GDP growth (% change) 6.1 5.6 7.2 -0.3 5.1 

Nominal GDP (US$ Billion) 736.7 819.6 1,054.40 840.8 971.7 

CPI (% change) 4.7 6.7 11.1 2.6 3.5 

Budget balance (% GDP) 22.5 17.7 25.3 2.3 4.9 

Current account balance (% GDP) 28.6 25.1 25.1 6.8 10.2 

Oil production (mb/d) 15.88 15.33 15.92 14.25 14.57 

Population (million) 34.9 36.2 37.5 38 38.7 

  

Source: (SAMBA, 2010)  

 

 

2.2.2 The Role of Oil and Gas in the GCC 

The GCC region is an oil-based economy with the largest proven oil reserves in the world 

(486.8 billion barrels – about 40% of global reserves). It is ranked as the largest oil producing region 

in the world and plays a significant role in the worldwide oil markets. Saudi Arabia alone holds more 

than one fifth of global oil reserves and more than half of total GCC reserves. Saudi Arabia and 
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Russia remain the largest oil producers in the world. Kuwait and the UAE are also among the top ten 

exporters. Qatar, which has less oil production capacity, has the third largest gas reserves worldwide 

after Russia and Iran. On the contrary, Oman and Bahrain’s resources of oil and gas are much lower 

than those of their GCC counterparts. Therefore, the GCC region is likely to retain an important role 

in providing the world economy with oil in the future. Table 2.2 shows each country’s average daily 

oil production between 2006 and 2009. 

 

Table 2.2 

The Daily Average Oil Production in the GCC Region 

This table shows the average daily oil production in the GCC region between 2006 and 2009  

for each country individually and for the entire GCC region. All units are in millions.  

  

Year Saudi Arabia Kuwait Qatar Bahrain Emirates Oman GCC 

2006 9.21 2.64 0.80 0.18 2.71 0.74 16.29 

2007 8.82 2.57 0.85 0.18 2.53 0.71 15.66 

2008 9.20 2.68 0.84 0.18 2.57 0.76 16.22 

2009 8.18 2.26 0.79 0.18 2.24 0.81 14.47 

 

Source: General Secretary of the Gulf Cooperation Council 

 

 

The downside of the GCC countries’ rich natural resources and their importance to the world 

energy supply is that their economies rely heavily on oil. On average, oil exports account for 

approximately 80% of government revenues and about 70% of export revenues. Also, the share of oil 

in the total GCC area’s GDP is almost 50%. This dependency on oil revenues is greatest in Saudi 

Arabia and Kuwait and lowest in the UAE and Bahrain. This reflects the variations between these 

countries in terms of their openness to the world. The UAE and Bahrain are the most open 

economies in the GCC.  

 

While the GCC countries share some structural economic features, they also show significant 

variations. Reliance on hydrocarbons (oil and gas) revenue is the most common feature of the GCC 
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economies. They all face the challenge of creating more diversified economies and reducing reliance 

on expatriate labour through a substantial increase in the national labour force. 

 

2.2.3 The Impact of the Global Financial Crisis on the GCC Region 

As a whole, the GCC area managed to resist the global slowdown in 2009, with a real GDP 

growth rate of just -0.3%. This was due to the robust policies employed by GCC governments who 

supported the regional banking systems in order to offset the sharp decline in capital flows and asset 

values. Qatar and Oman were the best performers in 2009, posting estimated growth rates of 9.4% 

and 3.7% respectively. Both countries benefited from their strong hydrocarbons sectors. 

 

 Despite its large reduction in oil production, Saudi Arabia’s strong fiscal policy response 

enabled it to achieve a positive real GDP of 0.2%. On the contrary, however, Kuwait and UAE 

suffered contractions in their GDP because of reduced oil production combined with problems in 

their financial and real estate sectors, as well as debt issues in Dubai. Finally, Bahrain – the most 

open and diversified economy in the region – managed to achieve 0.5% GDP growth by the end of 

2009. Signs of recovery appeared clearly in 2010, with real GDP growth in the region of 5.1% and 

total daily oil production of 38.7 million barrels.  

 

2.2.4 Inflation, Monetary and Exchange Rate Policies 

For decades all GCC countries’ domestic currencies have been pegged to the American dollar; 

the last parity adjustment took place in 1986. This was due to these countries’ heavy reliance on oil 

exports, which are priced in American dollars in the global markets. Kuwait used a basket of 

undisclosed currencies, yet the American dollar remains dominant. The GCC region is working 

towards a unified currency similar to the euro. On 7 June 2009 Saudi Arabia, Kuwait, Qatar and 

Bahrain signed an agreement to work towards a unified currency; the UAE and Oman are expected 
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to follow at a later stage. Table 2.3 below shows the exchange rate between the American dollar and 

each GCC country’s domestic currency. 

 

In recent years the inflation rate has increased considerably in the GCC region, jumping from 

below 1% in 2002 to over 4% in 2006 and 2007. This was mainly due to the rise in oil and import 

prices. Although the inflation rate at 4% level is considered to be moderate, Qatar and the UAE 

suffered the worst inflation rate at about 10%. Major drivers behind the inflation rise include (1) 

strong domestic demand accompanied by rapid capital inflow; (2) the economic boom in the region 

in areas such as infrastructure and construction; (3) an increase in prices of food and raw material 

such as cement and steel; and (4) the depreciation of the American dollar against major currencies. 

Table 2.3  

Exchange Rates of GCC Currencies against the American Dollar 

This table shows the exchange rate between each GCC country and the American dollar between 

2006 and 2009. It reports the equivalent amount of each currency for 1US$. The GCC currencies are: 

the Saudi Arabian Riyal (SAR); the Kuwaiti Dinar (KWD); the Qatari Riyal (QAR); the Bahraini 

Dinar (BHD); the Emirati Dirham (AED) and the Omani Riyal (OMR). 

Year Saudi Arabia Kuwait Qatar Bahrain Emirates      Oman 

2006 3.75 0.2902 3.64 0.376 3.67 0.3845 

2007 3.75 0.2843 3.64 0.376 3.67 0.3845 

2008 3.75 0.2684 3.64 0.376 3.67 0.3845 

2009 3.75 0.2876 3.64 0.376 3.67 0.3845 

Source: GCC statistical reports. 

2.3 The GCC Stock Exchange Markets 

GCC stock exchange markets, like those of other developing nations, are far newer than the 

markets in developed nations such as the US and Japan. GCC stock exchange markets are classified 

as emerging markets and are categorised as being in the Middle East and North Africa region 

(MENA) (Al-Barrak, 2005). There are seven stock exchange markets in the region: the Saudi Stock 

Market (Tadawul), the Kuwait Stock Exchange (KSE), the Qatar Stock Exchange (QSE), the Bahrain 
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Stock Exchange (BSE), the Muscat Securities Market (MSM), and finally the UAE’s two stock 

exchange markets, the Dubai Financial Market (DFM) and Abu-Dhabi Securities Market (ADSM). 

 

Since their inception, GCC equity markets have underperformed equity markets in industrial 

economies and some large developing markets, with the exception of short-lived periods such as the 

Kuwaiti ‘Almannak’ bubble in 1982 and the Omani bubble in 1997 (Al-Hassan, Delgado and Omran, 

2010). However, since 2003 the GCC markets have developed rapidly because of the countries’ large 

economic growth, accompanied by high oil prices, monetary stability, economic reform and 

liberalisation and the privatisation of many state-owned enterprises (SOEs). The GCC weighted price 

index increased by 480% between 2003 and 2005. For example, the Saudi market index, which had a 

value of only 3000 points in 2003, soared to a historical high of above 20,000 points in just three 

years.  

 

In early 2006, the market sentiment started to change, with growing investor perception that 

stock prices have increased outrageously to far above their fundamental values. Consequently, in 

early 2006 a major correction hit the exchanges of Saudi Arabia, the UAE, Qatar and, to a lesser 

degree, Kuwait. By the end of 2010, the aggregated market capitalisation for the GCC region stood at 

US$686 billion. This represents a sharp decline of approximately 40% from the 2005 peak of 

US$1.14 trillion. This decline was caused by the major correction that hit the region and the GFC in 

2008. Saudi Arabia alone constitutes more than 50% of the total market capitalisation, followed by 

the UAE with 19%. In contrast, the combined market capitalisation of Oman and Bahrain accounts 

for only 6% of the total market capitalisation. Kuwait has the greatest number of listed companies at 

230, and Qatar has the fewest at 42. Saudi Arabia and the UAE have similar numbers of listed 

companies: 146 and 145, respectively. Table 2.4 shows the GCC stock market capitalisation and the 

number of listed companies for each country individually and for the entire GCC region as a whole 

as in 2010.  
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 Table 2.4 

           GCC Stock Markets 

This table lists the official name of each GCC country stock market, the number of listed companies in each stock exchange and the market 

capitalisation at the end of the 2010 fiscal year.  

 

Country Stock exchange market No. listed firms Market Cap. ($US billion)  

Saudi Arabia Tadawul 146 353.4 

Kuwait Kuwait Stock Exchange 230 36.3 

Qatar Qatar Stock Exchange 42 122.1 

Bahrain Bahrain Stock Exchange 50 20.9 

UAE (Dubai) Dubai Financial Market 77 54.2 

UAE (Abu Dhabi) Abu Dhabi Securities Exchange 68 78.8 

Oman Muscat Securities Market 126 20.3 

GCC  739 686 
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2.4 IPO Markets in the GCC 

Over the past decade, the number of private companies converting to public ownership 

in the GCC has increased. Similar to other markets around the world, the GCC markets are 

comprised of a primary market and a secondary market. The primary market is where IPOs 

and other securities are made public for the first time under the supervision of a legal entity.
1
 

 

Any company wishing to join the stock exchange market has to obtain approval from 

the capital market authority (CMA) after meeting the legal requirements. Also, the company 

has to reveal a minimum of three years’ audited accounting information (the prospectus). 

These prospectuses contain all the information required regarding the issuance, including the 

number of shares to be issued, the subscription period, the price for the shares, the original 

owners of the company, the percentage of shares on offer, the reasons for going public, an 

income statement, the balance sheet and the cash flow operation. Thus IPOs in the GCC 

countries use a preannounced fixed-price offering mechanism.
2
 

 

In the fixed-price offering procedure, the company and its investment banker set 

whatever price they believe to be fair based on the company’s current financial position and 

potential growth in the future. In contrast, the book-building procedure sets the offering price 

based on valuation and bidding by institutional investors. However, unlike in other countries 

around the world, two broad types of companies have been going public in the GCC markets. 

These are under-establishment IPOs and the established IPOs. The former are companies 

without an operating history (start-ups) and the latter are existing companies with operating 

                                                           
1
 It is necessary to mention that Kuwait remains the only market in which no independent legal entity supervises 

the stock exchange. Instead the stock exchange market supervises itself.  
2
 Although the GCC countries have shifted practice to adopt the book-building procedure in recent years, the 

majority of IPOs in the GCC under examination in this thesis are fixed-price offerings. 
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histories. Some of the under-establishment companies are huge in size (multi-billion), such as 

newborn banks and petrochemical corporations. 

 

2.4.1 The Established-IPOs Issuance Procedure 

IPOs with an operating history can be of several types, such as privatised government 

companies or secondary sales by limited liability firms converting to joint stock. All these 

established IPOs share similar features, such as length of operating history during which they 

were owned by family, a few shareholders or the government. Prior to going public they must 

meet some legal requirements, such as achieving a certain level of profitability, and they must 

offer a certain percentage of the shares to the general public.  

 

The legal requirements vary among the GCC countries. In general, preferential share 

allocation is given to the general public, especially local investors, as a means of wealth 

distribution. Therefore, the allocation procedure in the region is even-handed: all subscribers 

receive the same treatment. In its prospectus, the company sets the minimum and maximum 

limits for subscription and guarantees the minimum allocation for all subscribers. However, if 

the number of offered shares is not sufficient to allow the minimum allocation, the company 

distributes the shares by simply dividing the number of offered shares by the number of 

subscribers. This allocation policy strongly drives demand for IPO shares in the region, with 

most IPOs heavily oversubscribed, although over-subscription rates vary among the GCC 

countries based on each country’s openness to foreign investors. This heavy subscription 

leads to severe share rationing, with subscribers often receiving less than the minimum 

conditional subscription. Moreover, some IPOs were open to both institutional and retailer 
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investors, while others where restricted only to retailers. Thus, the preference in the region 

generally is given to retailers. 

 

Another distinguishing feature of IPOs in the GCC region is that the admission day is 

always open for free fluctuations of any size, while other days are restricted by a certain 

percentage similar to that of other listed companies. These limits of fluctuation vary between 

the GCC countries and even within the same country from time to time, because 

policymakers adjust the rules regularly, based on market conditions and volatility. For 

example, the restriction in Saudi Arabia is 10% fluctuation for all firms; however, in some 

periods this has been reduced to just 5%. In general, IPOs are freely open for fluctuation on 

the listing day. The GCC policymakers justify this policy through the need to establish a 

market price for the IPO shares on admission day. 

 

2.4.2 Under-establishment IPOs’ Issuance Procedure 

Unlike the established IPOs which offer financial information, under-establishment 

IPOs are completely new firms that did not exist as a single economic entity before the IPO. 

In fact, these type of firms use the IPO as a method of raising the required capital to start 

operations. Thus, these IPOs are not companies at the time of offering. 

 

The establishment of these companies is carried out in two stages. In the first stage, the 

owners (founders) of the corporations raise the required capital and pay it in full before the 

general public participate in the subscription. The founders of most of these IPOs subscribe 

for up to 70% of the authorised capital and hence own 70% of the company’s total shares. In 

the second stage, and after the required capital has been fully paid by the founders, the 
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general public will be invited to subscribe to the remaining portion of the authorised capital 

(most companies offer 30% to the general public). Once the total authorised capital has been 

raised in full, the Ministry of Commerce approves the establishment of the company and it 

starts business immediately. These IPOs usually have a longer time period to listing than the 

established firms’ IPOs.  

 

The allocation procedure for this type of IPO is similar to the established firms’ IPO 

procedure: the allocation is ‘even handed’ and fairly distributed among subscribers. The only 

difference here is that the allocation is restricted only to the general public, excluding 

institutional investors, because the institutions represent part of the original founders and thus 

do not participate in the general public’s portion. Because of the fair allocation procedure and 

strong public demand, most IPOs of this type do not offer the general public the minimum 

conditional subscription and end up basically allocating the shares by dividing the number of 

offered shares by the number of subscribers. 

2.5 IPO Types and Proceeds in the GCC 

A very important question arises regarding the huge amount of capital raised in the 

GCC and what has been done with this capital. In this section, the thesis sheds light on the 

type of the IPO and the use of proceeds. Different issuers have used the capital for different 

reasons. These can be summarized as follows: 

1. In case of a secondary sale IPO such as a limited liability firm or a government 

privatized firm converting into joint stock company, the raised capital goes to the 

owners of the company and the company will not access this capital. Therefore, it is 

basically a sale of a part of the company (most owners offer only 30% in the GCC 
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and thus retaining the power). This is similar to the government privatization 

enterprise where the government sell part of the company to public; 

2. The second type of IPO is the private joint stock company that is owned by few 

investors converting into a publicly joint stock company. In this case, the raised 

capital in most cases is used for expansion such as building new factories or 

machinery; 

3. The third type is the IPO that is starting as a new business (start-ups). In this case, 

the raised capital is used for setting up the business such as hiring staff, renting, 

production …etc. For example, the new established bank Alinma that went public 

in Saudi Arabia in 2008 has raised a capital of about $2.8USD billion. This raised 

capital was used to starting up the operation such as offering financial services to 

Saudi citizens. 

 

2.6 Seasoned Equity Offerings in the GCC 

Unlike initial public offering (IPO) where the company offers its shares to public for 

the first time, Seasoned Equity Offering (SEO) is defined as a new equity offered by an 

already publicly traded firm. SEO can be either shares offered by the existing shareholders or 

by issuing new shares. Most SEOs in the GCC are rights issue, which are issue rights to buy 

additional shares for the existing shareholders of the company. 

Indeed, most IPOs in the GCC were followed by SEOs. Between 2003 and 2010, there 

were 42 SEOs (Argaam database). The majority of these right issues came from the Saudi 

capital market “Tadawul”. Most of these SEOs were companies issuing new shares to 

existing shareholders for expansion purposes. Therefore, the SEOs are motivated by the need 

for expansion and the need for capital.  
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Chapter Three: Literature Review 

 

3.1 Introduction 

An initial public offering (IPO) is defined as “the first sale of stocks in a company to 

the public” (Ritter, 1991). In other words, IPO is the process of taking the company from 

private ownership to public ownership. Once a successful IPO has occurred the company will 

be listed on a major stock exchange market and its shares will become tradable. The body of 

IPO literature is massive and usually divided into several areas. For example, some authors 

study the companies’ motivations to go public and the barriers preventing others from doing 

the same; other authors study the operating performance of the IPO (the accounting-based 

measures). There is also a large body of literature focusing on the IPO’s stock-return 

performance in the short and long terms. These are just some areas of the vast IPO literature.  

 

The decision to go public is considered one of the most difficult decisions faced in a 

firm’s life cycle (Pagano, Panetta and Zingales, 1998). The firm’s original owners, who 

managed the company without constraint before the issue, have to adapt to the new 

regulations applied by the capital market authorities and accept that the firm’s performance 

will be judged critically by market participants.  

 

This chapter surveys the relevant literature. It is structured as follows. Section 3.2 

briefly discusses the rationale for and against the IPO. Empirical evidence of IPO’s operating 

performance will be presented in Section 3.3 geographically, taking into account both 

developed and developing nations. This includes the competing theoretical explanations for 



30 

 

performance change. Section 3.4 presents empirical evidence on IPO stock returns (the stock-

price based measures). This includes empirical evidence on underpricing and long-run 

performance and the theoretical explanations. Section 3.5 highlights some gaps in the IPO 

literature and Section 3.6 concludes the chapter. 

 

3.2 IPO Motivations and Barriers 

There is a rapidly growing literature on the motivations and barriers of going public. 

Perhaps identifying the advantages and disadvantages is one of the most important issues in 

IPO topic research. Questions about why companies go public or the barriers preventing 

firms from doing so are important to gain familiarity with the drivers behind such a 

conversion. This section aims to summarize theoretically and empirically the pros and cons of 

the IPO movement.  

 

Theoretically, overcoming borrowing constraints by accessing other sources of finance 

through the stock market is one of the most commonly proposed advantages of listing the 

company in the stock market (Brau and Fawcett, 2006). This is particularly so if the company 

requires capital for growth or meeting capital obligations. Making public offerings will 

provide the firm with the funds needed. Also, listing the firm on the capital market could 

increase the firm’s bargaining power with finance suppliers such as banks (Pagano, Panetta 

and Zingales, 1998).  

 

However, there is not much evidence supporting this benefit of going public. For 

example, few of the 336 Chief Financial Officers (CFOs) in Brau and Fawcett’s (2006) 

survey considered financing needs to be as important to a decision as the theory says. This 



31 

 

result is in line with Pagano et al. (1998), who said that firms do not go public to finance 

subsequent investments and growth. Shen and Wei (2007) also failed to find any support for 

the financing growth theory among Taiwanese companies.  

 

The second motivation for going public is portfolio diversification. This benefit can be 

used either directly, by investing in other assets for the firm, or indirectly, by using the capital 

raised to acquire stakes in other firms. This benefit is strongly supported by the chief 

financial officers surveyed by Brau and Fawcett (2006). Shen and Wei (2007) found that 

diversification advantage was among the first motives for going public among Taiwanese 

companies.  

 

Furthermore, going public can be used as a market disciplinary strategy. This is due to 

the enlargement of the ownership base, whereby more people will participate in the 

company’s ownership. This also increases the reputation and appearance of the company, 

which serves as a marketing strategy. Brau and Fawcett (2006) found that the above was an 

often stated all benefit of IPO. As a result, the owners/managers of the firm will be more 

aware of the danger of a hostile takeover, which should lead to better and more careful 

managerial decisions. The owners, who, pre-IPO, managed the firm without constraint, have 

to adapt to the new regulations applied by the market authorities. Quarterly and annual 

financial reports have to be provided on time, and the overall performance of the company 

will be monitored closely by market participants.  

 

Finally, going public can be perceived as an attempt by the owners to exploit a bullish 

stock market or “hot market” issue. When the stock market shows superior performance, 

investors tend to be overoptimistic and might over-value the firm, which creates an 
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opportunity for the owners to cash out. Hot issue IPOs have been documented in many 

studies around the world, including Pagano et al. (1998) on the hot market issue on the Italian 

market and Balatbat, Taylor and Walter (2005) on the Australian hot market issue in 1986 

and 1987.  

 

On the other hand, there are some barriers and costs that could prevent the firms from 

pursuing public flotation. Logically, losing full control over the firm’s decision making is the 

biggest barrier. Although going public will benefit the firm by expanding the ownership base, 

this benefit comes at the expense of losing the control enjoyed by the original owners. Brau 

and Fawcett (2006) find that the fear of losing control is the first barrier against going public.  

 

Also, going public typically costs money, which some firms cannot afford. These costs 

include administrative expenses and fees which the firm must incur in order to be listed. The 

costs of going public include registration fees, marketing expenses, legal and underwriters’ 

costs, and so on. These legal costs usually do not apply individually (proportionally) to firms 

and are fixed for all firms. Therefore, large and well established companies are more likely to 

be capable of affording such costs than small companies and start-ups are. Shen and Wei 

(2007) find that listing costs have an impact on the decision to go public, although Brau and 

Fawcett (2006) do not state these costs to be as important as other barriers. The last barrier to 

going public is the loss of confidentiality. Companies have to reveal their accounting data 

(prospectuses) before going public, which might benefit their rivals. Also, revealing their 

accounting data might limit the company’s ability to avoid high tax payments. Pagao et al. 

(1998) note that IPOs in Italy are subject to higher tax payments after issue than before. This 

result lends some support to the loss of confidentiality obstacle. Next section, reviews the 

IPO operating performance empirically and theoretically.  
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3.3 IPO Operating Performance 

Many articles have been published measuring the impact of IPOs on firms’ operating 

performance. This section surveys this massive body of literature and presents the theoretical 

explanations. 

 

3.3.1 IPO Accounting-based Measures Performance 

Starting with the largest economy in the world, the USA, Jain and Kini (1994) examine 

682 US firms that conducted IPOs between 1976 and 1988. They compare the year before the 

IPO (Y -1) with each of the following five years (Y+1 until Y+5). Their performance 

measures are operating return on assets and operating cash flows divided by assets for both 

raw and after-industry adjustment data. They document a significant decline among these 

IPOs’ operating performance from the year before the IPO to five years after the listing.  

 

Another study on the US IPOs was conducted by Mikkelson, Partch and Shah in 1997. 

These authors investigated 283 US IPOs undertaken in the period between 1980 and 1983. 

They find that the American IPO firms usually experience high measures of operating 

performance in the year just before the IPO, Y-1. However, this high performance peak is not 

sustained after the issue and starts to deteriorate in the post-IPO period. The authors 

document that all measures of operating performance, both adjusted and unadjusted, became 

negative after the flotation. They state that the performance deterioration is confined to the 

first year after the issue and no further deterioration is observed for the next ten years after 

the listing. Their results regarding performance deterioration are in line with Jain and Kini’s 

(1994) findings on US IPOs’ performance deterioration. Despite the same performance 
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decline being documented in their study, the authors propose different reasons for the 

American firms’ performance decline, as will be discussed later.  

 

The situation does not seem much different in the second largest economy in the world, 

Japan. Cai and Wei (1997) conducted a study on 180 Japanese firms that implemented public 

offerings between 1970 and 1992. They use various measures of accounting profitability such 

as the median changes and median levels of ordinary income, operating income, operating 

cash flow relative to total assets, and income relative to total sales.  

 

The authors not only found a significant decline in these IPOs’ operating performance 

for the raw and after adjusting for the industry and the mean reversion trend, but also found 

that this decline is large in magnitude. They also use a matching firm to the IPO firm from 

the same industry that is the matched firm should have the closest operating performance as 

the issuing firm in year -1 before the IPO. The adjusted figure based on the matching firm’s 

benchmark reveal the same outcome of post-IPO performance decline among Japanese firms. 

The Japanese firms’ performance decline is documented despite strong control being 

maintained by the Japanese firms’ original owners after the issue, in comparison with the US.  

 

Another recent study was conducted on JASDAQ IPOs by Kutsuna, Okamura and 

Cowling in 2002. This study shows the financial performance for 247 companies that went 

public in 1995 and 1996: they suffered a decline in net sales, ordinary profit, and net profit 

for both raw and adjusted data. The study compares Japanese IPOs’ performance for five 

years before IPO to four years after the flotation. The authors’ findings of deterioration in 

financial performance are consistent with the findings by Cai and Wei (1997) on the Tokyo 

Stock Exchange IPOs and the findings on the American IPOs. 
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In the European markets, beginning with the UK, Khurshed, Paleari and Vismara 

(2005) examined 411 IPOs on the London Stock Exchange for the period 1995 to 1999. They 

split their sample into two subsamples: 216 IPOs which chose to be listed on the official list 

and 195 that chose to be listed on the alternative investment market (AIM). The main 

difference between these two UK markets is that new, small, and less profitable companies 

tend to prefer to join the AIM, where the listing requirements are more flexible.  

 

The authors find that the operating performance for the British IPOs generally decline 

after the IPO in all cases in terms of return on assets (ROA), return on equity (ROE), cash 

flow return on assets (CFROA), return on sales (ROS) and asset turnover. However, there is 

no evidence of underperformance for those IPOs that joined the AIM, and in some cases a 

positive performance is found compared with the official listed IPOs. Their interpretation of 

this result is that new AIM IPOs fit the needs of small, growing companies where the capital 

raised from the issue is located properly in financing operational expansion.  

 

In Italy, Pagano, Panetta and Zingales (1998) examined the determinants for companies 

to go public by comparing firms that went public to those which chose to remain private 

despite meeting the listing criteria. One of the strategies adopted by the authors to uncover 

the determinants is comparison of these firms’ performance before and after the IPO using 

accounting measures performance. The authors also split their sample into two groups, 

distinguishing between independent IPOs and Carve-Out IPOs. The former is the normal type 

of IPO, where a private and well established independent firm chooses to go public; the latter 

is a subsidiary of a publicly traded company. The sample size covers the decade from 1982 to 

1992 and comprises 69 Italian non-financial IPOs, 40 of which are new listings of 

independent companies and 29 of which are Carve-Outs. The authors find that profitability 
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(ROA) declined significantly after the IPO for the whole sample and the effect increased 

gradually, rising from 1.5% less in the first year after the IPO to 3% in the third and 

subsequent years. For independent IPOs, ROA declined from 1% in the first year post-IPO to 

2.7% in the third year. A sharper ROA decline was also documented among the Carve-Out 

IPOs, which deteriorated from 2.9% in the first year to 4.8% in the third year after the listing.  

 

In Australia, Balatbat, Taylor and Walter (2004) conducted a study on Australian IPOs 

accounting-based performance to fill the gap of a lack of accounting-based studies, compared 

with the vast amount of share price-based evidence (see for example Lee, Taylor and Walter 

(1996) on Australian IPOs’ stock return). The authors examine 313 Australian industrial IPOs 

that went public between 1976 and 1993. They employ profit before interest and tax deflated 

by total assets as the accounting-based measures of operating performance. The authors also 

adopt a different method for measuring performance, examining only the post-IPO period, 

while ignoring the pre-IPO period. They compare the performance of the IPO to a matched 

firm from the year of the event to five years post listing. The authors also examine the change 

in performance over time in the post-IPO period by comparing the first year to each of the 

five subsequent years. Overall, they find that of the initial 313 IPOs, only 202 firms survived 

for five years after the offering. In all, 38 Australian IPOs were taken over, 14 were 

liquidated, 44 failed to pay the listing fees, and 15 were delisted for various reasons. The 

adjusted IPOs’ performance using appropriate control firms is found to be significantly 

negative in the third, fourth, and fifth years post-listing.  

 

Generally speaking, empirical evidence on IPOs from the developing world is far 

scarcer than evidence from developed countries. Beginning with China (a transitional 

economy), a study  of Chinese IPOs was conducted by Wang (2005), who investigated a 
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large sample size of 747 Chinese IPOs for the period between 1994 and 1999. 369 IPOs were 

chosen from the Shanghai Stock Exchange (SHSE) and 378 from the Shenzhen Stock 

Exchange (SZSE). Wang adopts three measures of operating performance: return on assets, 

operating return on assets, and sales to assets. The author compares the average three years 

pre-IPO performance to the average three years post-IPO for both raw and industry adjusted 

data. A sharp decline of operating performance after issue is documented. For example, the 

ROA among these Chinese IPOs declined from 9.3% to 6.4% after the IPO (a drop of about 

3.1%). After adjusting for the industry, the median average decline is found to be even 

sharper, with a decline of about 90%. The author also finds that the level of decline varies 

between industries.  

 

Another study of an emerging market – Thailand – was conducted by Kim, 

Kitsabunnarat and Nofsinger (2004), who looked at 133 Thai firms that went public between 

1987 and 1993. The authors document a significant decline in operating performance after 

issue as compared with performance before the IPO. Also, they say that the performance 

decline among Thai IPO firms is almost one order larger in magnitude than the US IPOs’ 

performance decline. For example, the return on assets after three years of going public is 

70% lower than it was the year before the IPO. This sharp decline can be compared to a 

decline of only 9% in the US as found by Jain and Kini (1994). This performance decline is 

found using different performance measurements for the raw data, and after adjusting for 

industry effects.  

 

Chun (2000) investigates the profitability ROA for 325 non-financial Korean IPOs that 

went public between 1986 and 1995. He divides the sample into two groups, in which 265 

companies are independent and 60 are subsidiaries. The author concludes that the ROA has 
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declined significantly at all levels of significance for all firms in each individual year after the 

IPO. The deterioration began at -2.6% in the first year after the IPO and increased to -4.2% in 

the fifth year after the IPO. Moreover, the negative effect on the firms’ performance is found 

to be stronger for the subsidiaries than among the independent companies. 

 

3.3.2 Competing Theories on IPO Operating Performance 

From the findings presented in the previous section, it can be clearly seen that IPOs’ 

performance deteriorates after IPO in both developed and developing countries. So, what 

could explain this performance decline? Many theories and explanations have been proposed 

in previous studies to explain the aftermarket performance decline. Reasons explaining 

performance variation pre and post-issue are the most controversial dilemma in IPO topic. 

This section reviews the theoretical explanations and hypotheses suggested in the literature to 

explain the performance variation between pre and post-IPO.  

 

The first theory this study considers is the agency theory. The agency theory is the 

foremost cited theory in IPO literature explaining performance decline. Jensen and Meckling 

(1976) define the agency relationship as “a contract under which one or more persons (the 

principal(s)) engage another person (the agent) to perform some service on their behalf 

which involves delegating some decision making authority to the agent”. In an IPO context, 

the owners/managers represent the agent and the new shareholders represent the principals.  

 

Agency costs arise in any situation involving cooperative effort by two or more people, 

even though there is no clear cut principal–agent relationship. The agency theory considers 

the impact of the change in the ownership structure on the firms’ performance after the IPO. 
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There is a high possibility of conflict between the firm’s original owner and the new 

shareholders due to information asymmetry between the two parties. This conflict might 

lower the firm’s performance. As an example, the owner might use the IPO proceeds for non-

value maximizing objectives.  

 

The degree of the asymmetry between participants is higher in developing countries 

than in developed ones. Kim et al. (2004) argue that most of the companies’ owners and 

managers in emerging economies are the same people, which might allow them to act upon 

their desire at the expense of the dispersed shareholders. The situation is not different in the 

GCC area and perhaps even worse, given that most IPOs are large family-owned corporations 

managed and owned by a small number of members.  

 

Jain and Kini (1994) to some extent, associate the performance decline among 

American IPOs to the agency cost and conflict that arise after the sale of the company. They 

find that firms retaining the majority of the shares after IPO show better performance than 

companies sold the majority of the shares (better performance in this case means a less severe 

decline). Consistent with this result, Kutsuna, Okamura and Cowling (2002) find that 

Japanese firms in which the top shareholders decreased their ownership after the IPO show 

poorer performance than to firms which decreased ownership less. Wang (2005) also found 

evidence from Chinese IPOs indicating that the change in ownership structure after the IPO is 

related to performance decline.  

 

However, several authors fail to find any association between the performance decline 

and change in ownership structure (see for example Mikkelson et al. (1997); Cai & Wei 

(1997)). Those two sets of authors used different methods to examine the impact of the 
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change in ownership structure on the firms’ performances. They examine various levels and 

categories of ownership across years in the post-IPO period. Their evidence shows no 

relationship between ownership structure change and performance. Instead, they attribute the 

performance decline to other factors such as the age and size of the firms.  

 

Laughran and Ritter (1995), in their popular paper “The New Issues Puzzle”, 

introduced the theory of “windows of opportunity” as an explanation for the IPOs’ 

performance decline. They examine the long-term performance of IPOs between 1970 and 

1990 with a sample that includes 4,753 firms from NASDAQ, the American stock exchange 

AMEX and the New York stock exchange NYSE. The theory of windows of opportunity 

considers an opportunistic behaviour by firms’ owners seeking to exploit a bullish stock 

market trend or a hot issue market. When the stock market rises, investors tend to be over-

optimistic and having high expectations about the stocks’ returns. This over-optimism creates 

a unique opportunity for firm owners and insiders to achieve a higher price for the shares in 

their firm than they are really worth.  

 

In fact, the opportunistic conduct by the owners opposes the biggest motivation of 

going public that is the financing need motivation. Instead, the original owners have a 

tendency to use the proceeds for personal objectives (moral hazard). Laughran and Ritter 

(1995) argue that the rapid growth of many young companies makes it easy for naïve and 

greedy investors to justify their high valuation of stocks. This type of investor wants to 

believe that they have found the next Microsoft, which makes them willing to pay more than 

the IPO firm really deserves. There is empirical evidence in the literature supports the 

windows of opportunity theory. Brau and Fawcett (2006), in their previously mentioned 

study, surveyed 336 chief financial officers (CFOs) in the US to explore the firms’ 
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motivations for going public and found that the firms’ insiders are opportunists. The CFOs 

agreed strongly with the windows of opportunity motivation for going public. They described 

the IPO as a tool allowing firms’ owners to cash out (harvesting strategy).  

 

Another theory introduced to explain the IPO performance decline is the lack of 

opportunities theory. Jain and Kini (1994) suggest several explanations for the decline in 

American IPOs’ operating performance. One of the potential explanations was the lack of 

opportunity hypothesis. The authors argue that performance decline should actually be 

expected if the IPO managers fail to generate the same level of pre-IPO positive NPV 

projects after the issue, and/or they fail to maintain a reasonable level of capital expenditure. 

Alternatively, positive NPV projects may have negative earnings early; therefore the 

operating performance declines while investment is still occurring.  

 

To study the lack of opportunities hypothesis, the authors extend their analysis to cover 

five years post-IPO. They measure the IPO firms’ growth in sales and capital expenditure to 

determine whether they can explain the performance deterioration. Their evidence suggests 

that inferior operating performance cannot be attributed to a lack of opportunities. American 

IPOs achieved a reasonable level of growth in sales and capital expenditure over the five-year 

time horizon, yet they did not show any performance improvement.  

 

Some authors link the IPO performance decline to the theory of window-dressing. To 

make the IPO issue looks better for potential investors, firms’ owners and underwriters may 

attempt to “window-dress” the subscription prior to the issue to attract investors. In preparing 

their prospectuses, private firms wishing to go public may try to manipulate their data to 

provide a good picture about their firm (assets, in this case, may be overvalued). On the 
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contrary, private firms have greater incentive to hide or lower the true value of their assets for 

tax avoidance purposes. As a consequence, the value of assets for the private listed firms is 

overvalued compared to those of the private unlisted companies, and this may explain the 

performance deterioration in profitability after the issue.  

 

Despite the difficulty of measuring this theory empirically, many authors associate 

performance decline after the IPO to the owners’ previous data manipulation. Most of those 

authors, however, suggest the theory without providing any concrete evidence, simply 

proposing it as a possible explanation. For example, Jain and Kini (1994) suggest three 

potential reasons for performance decline after IPO, one of which was window-dressing 

behaviour. Also, Cai and Wei (1997) note that most Japanese IPOs’ performance peaked in 

the year prior to the IPO, which may indicate that these firms have been engaged in window-

dressing attempts.  

 

Moreover, there is a large body of literature that associate the performance decline after 

the IPO to the age and size of the company. Mikkelson et al. (1997), contrary to Jain and Kini 

(1994), found no evidence for agency conflict. Instead, those authors argue that large and old 

American companies show better performance post-IPO than new and smaller companies. 

Jaskiewicz, Gonzales, Menendez and Schiereck (2005), in a study on German and Spanish 

IPOs, similarly conclude that firms’ size, age and family influence are all relevant to their 

aftermarket performance. They conclude that the larger and the older the firms are, the better 

the performance will be after the IPO. In contrast, Kim et al. (2004) find that the size of the 

firm does not play any role in firms’ performance, but age does. Al-Anazi et al. (2009), 

consistent with Kim et al. (2004), find that the size of Saudi Arabian firms has an influence 

on the change in their performance post-IPO, while the age has no impact. 
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Finally, there is the “timing the issue” explanation, which can be seen as a special 

version of the windows of opportunity theory. This theory suggests that when the company 

reaches its peak, superior performance and is about to take a downturn, the owners decide to 

sell it, providing an exit strategy. Zingales (1995) argues that IPO is just the first step in an 

eventual sale of the company. In other words, when the owners of the firm lose interest in the 

company (obviously when the firm's performance is expected to decline or is difficult to 

maintain), they decide to sell it. Owners use the IPO as a tool to achieve the best price for the 

firm, especially when the IPO coincides with a bullish stock market.  

 

The common thread between the windows of opportunity and timing the issue theories 

is the owners’ opportunistic behaviour. While the former suggests that owners might sell the 

company to exploit a bullish stock market, even though its performance is possibly set to 

improve, the latter suggests that owners do not hold any positive expectations about the 

company’s future. 

 

3.4 IPO Stock Returns Performance 

This section surveys the empirical evidence on the IPO stock return performance (the 

stock-price based measures) for both the short and long term. Also, this section offers the 

theoretical explanations. 

 

3.4.1 IPO Underpricing Empirical Evidence 

The issue of IPO underpricing has attracted scholars’ attention for a long time. It is 

considered one of the ten major puzzles in financial research (Mok and Hui, 1989). The terms 
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“IPO underpricing” and “IPO initial returns” have been used interchangeably in the IPO 

literature, and basically mean the same thing. Conventionally, underpricing is calculated by 

taking the difference between the IPO listing day closing price and the IPO offering price. 

This is the raw return, which can be adjusted with an appropriate benchmark – usually the 

market index in most studies. In some cases, however, when there are restrictions on price 

movement during listing day, an alternative time window might be used – such as the closing 

price after one week (Ljungqvist, 2007).  

 

Numerous scholarly articles have been published on underpricing of IPOs. Evidence on 

underpricing comes from every country with a stock exchange market. Loughran, Ritter and 

Rydqvist (1994) in their latest update as on May 2011 summarize the underpricing of 49 

countries worldwide. The largest underpricing of 264.5% is found in Saudi Arabia, while the 

smallest is found in Russia and Argentina, at only 4.2% and 4.4% respectively. In North 

America, Ritter and Welch (2002) report IPO underpricing in the US in several periods 

between 1980 and 2001. The average underpricing for a sample of 6,249 IPOs between 1980 

and 2001 was 18.8%. Underpricing in the US peaked at 65% during the internet bubble 

period as documented by Loughran and Ritter (2004). In Canada, the average underpricing 

for 696 IPOs occurred between 1971 and 2010 was 6.7% (Loughran, Ritter and Rydqvist, 

2011).  

 

Moving to Europe, Levis (1993) reports underpricing of 17.28% for a sample of 712 

IPOs listed on the London stock exchange between 1980 and 1988. Ljungqvist (1997) reports 

10.57% underpricing among 189 IPOs in Germany between 1970 and 1993. In France, the 

average underpricing was 10.6% for 686 IPOs during the period from 1983 to 2009. Also 

during the same period, a sample of 273 Italian IPOs revealed 16.4% underpricing. Spanish 
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and Portuguese IPOs were underpriced by 10.9% and 11.6% respectively. In the 

Scandinavian region, Sweden, Denmark and Norway were underpriced by 27.3%, 8.1% and 

9.6% respectively.  

 

In East Asia, Japanese and Chinese IPOs are underpriced by 40.4% and 137.4% 

respectively. Mok and Hui (1998) report the largest underpricing in China at 289.2% for the 

period between 1990 and 1993. In South-East Asia, Jelic, Saadouni and Briston (2001) 

document 99% underpricing for 182 Malaysian IPOs. Indonesian and Philippine IPOs are 

underpriced by 26.3% and 21.2%.  

 

In the Middle East, underpricing of IPOs is substantial in some countries – and larger 

than the underpricing seen in other regions. For example, Alanazi, Forster and Liu (2011) 

document a figure of 265.5% for 76 Saudi Arabian IPOs between 2003 and 2010. Jordanian 

IPOs are underpriced by 149%. Al-Hassan, Delgado and Omran (2010) report underpricing 

of 290% among a sample of 49 IPOs in the GCC region.  

 

Countries in the Middle East with smaller underpricing figures include Egypt, Israel 

and Iran, which show underpricing of 8.4%, 13.8% and 22.4% respectively. In Latin 

America, evidence on underpricing comes from few countries. Aggarwal, Leal and 

Hernandez (1993) examined Brazil, Mexico and Chile: Brazil has the largest underpricing, at 

78.5%, followed by 16.3% in Chile and only 2.8% underpricing in Mexico. Underpricing is 

also low in Argentina, at only 4.4% for a sample of 20 IPOs.  

 

In Oceania, Lee, Taylor and Walter (1996a) report an average underpricing of 14.3% 

for 266 IPOs in Australia between 1976 and 1989. In New Zealand, based on three studies 
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covering the period from 1979 to 2006 and including 214 IPOs, the average underpricing is 

20.3%.   

 

3.4.2 IPO Underpricing Theoretical Explanations 

Ritter and Welch (2002), in an extensive review of IPO underpricing literature, 

categorize underpricing theories into either theories based on asymmetric information or 

theories based on symmetric information. Although they introduce the modern shares 

allocation and trading-related theories separately, these newer theories can also be classified 

into asymmetric or symmetric information. Ljungqvist (2007) groups theories of underpricing 

into four broad categories: asymmetric information, institutional, control and behaviour. The 

multiplicity of theories on underpricing implies that this phenomenon is not understood. This 

section discusses underpricing theories in details and investigates the empirical evidence 

relative to these theories. 

 

3.4.2.1 Asymmetric Information Theories 

The major parties involved in an IPO are the issuing firm, the underwriter/s and the 

investors (Ljungqvist, 2007). Theories based on asymmetric information are based on the 

assumption that one party has better information than other parties. Therefore, these theories 

can also be classified into several categories depending on who knows more than others.  

 

The signalling theory proposes that issuers are better informed than other parties. In this 

theory, issuers are assumed to have better information than investors. In this case, high-

quality IPOs deliberately underprice their shares to distinguish themselves from other, lower 
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quality IPOs. These high-quality IPOs can recoup the early capital sacrifice (money left on 

the table) by conducting a follow-on issuing later when the share’s market value has been 

established. Therefore, high-quality IPOs demonstrate their quality by throwing money away. 

Evidence on the signalling theory in the literature is mixed. Some authors find evidence in 

support of this theory, while others do not. For example, Welch (1989) examine 1028 US 

IPOs in the period between 1977 and 1982 and find that IPOs indeed go public with an 

intention to conduct a follow-on offering. He finds that these companies’ follow-on offerings 

raised three times the average gross proceeds raised at the IPO. On the contrary, Michaely 

and Shaw (1994), based on a study of 947 IPOs, find no empirical evidence favouring 

signalling models. As they state, IPOs that are underpriced a lot do not return to the market 

that often for post-issuing activities. Despite these contradictory results, Ritter and Welch 

(2002) attribute the persistence of this theory at least in part to its compatibility with the high 

level of underpricing.  

 

If investors are better informed than the issuer, the issuer faces a pricing problem. In 

this case, the question is that how investors are informed relative to each other? The 

assumption that all investors will have the same information can be excluded because of the 

existence of some overpriced IPOs. If investors were equally informed, they would abstain 

from participating in the overpriced offering. Therefore, the more reasonable assumption is 

that investors are differentially informed.  

 

Rock’s model of the winner’s curse (1989) and Welch’s informational cascades theory 

(1992) suggest that investors are better and differently informed than issuers. Rock (1989) 

presents a model which assumes that one group of investors have superior knowledge 

compared to the issuer and other investors. All other investors and the issuer are assumed to 
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be uninformed. Therefore, the majority of the uninformed investors face an informational 

disadvantage. Rationing of IPO allocations and the informational disadvantage has the result 

that uninformed investors earn only nominal returns (Lee, Taylor and Walter, 1996; Ritter 

and Welch, 2002).  

 

Data availability obstacles on the allocations methods used in most countries limit a 

direct test of Rock’s model. Koh and Walter (1989), however, exploit a unique dataset from 

70 Singaporean IPOs, which contains the required rationing information. They provide 

evidence in support of Rock’s model. The authors find that uninformed investors’ returns are 

not statistically different from the riskless return. Also, they find that informed investors 

demand hot issues (with large underpricing) more often than cold issues (with low or 

negative underpricing).  

 

Welch (1992) presents the informational cascade theory explaining the underpricing. In 

this model, Welch argues that when IPOs are sold sequentially, later investors learn from 

earlier ones. This process causes cascades, in that subsequent investors imitate earlier 

investors, regardless of their information. This creates a danger for the issuer in pricing shares 

too high, as potential investors might withdraw just because other investors have.  

 

In support of this theory, Amihud, Hauser and Kirsh (2003) examine a unique dataset 

from Tel Aviv stock exchange and find that IPOs in Israel have extreme U-shaped 

distribution. This indicates strong herding among subscribers. Consequently, IPOs are found 

to be either heavily oversubscribed or undersubscribed, with very few in between. Ljungqvist 

(2007) classifies Welch’s theory, through a behavioural explanation, as a form of investors’ 

rational behaviour.  
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Book-building theories assume information variation between the issuer and the 

underwriters. The book-building method of pricing IPOs allows the underwriter to gauge the 

demand from informed investors (Benvensite and Wilhelm, 1990). If there is a strong 

demand, the underwriter will adjust the preliminary offer price upward, and vice versa when 

bad information (weak demand) is revealed. Thus, the underwriter has to offer those 

informed investors compensation such as extra allocation to motivate them to reveal their real 

desire.  

 

Hanley (1993) examines the book-building theory empirically and finds that 

underwriters adjust the offering price according to the demand revealed by investors (strong 

or weak demand). She provides an example of the Microsoft IPO that was adjusted to $21 

from a preliminary range of $16 to $19 in accordance with the observed strength of demand. 

Furthermore, the number of shares offered was adjusted upward by 14.8% of the original 

issue. Based on a dataset of 1,430 IPOs between 1983 and 1987, she finds that companies 

with positive revisions in the offer price provide larger underpricing. Ritter and Welch (2002) 

argue that despite the usefulness of book-building theory, its capability for explaining great 

underpricing is questionable in light of the underwriter’s ability to observe hundreds of 

potential investors.  

 

Moreover, the agency theory has been offered as an explanation for the underpricing. 

Information asymmetry in IPOs might arise between the issuing firm and the underwriter, 

which causes an agency conflict (Baron, 1982). Underpricing is necessary because issuers are 

unable to monitor the underwriters’ effort in marketing the company without cost. This 

theory however, cannot explain why underwriters themselves are underpriced when they go 

public, given that there is no associated monitoring cost (Muscarella and Vetsuypens, 1989). 
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Ritter and Welch (2002) argue that underwriters might still want to underprice their shares to 

make the case that underpricing is necessary for going public. Habib and Ljungqvist (2001) 

argue that underpricing is an alternative to marketing expenditure.  

 

All theories of asymmetric information share the idea that there is a positive 

relationship between the degree of asymmetric information and underpricing. When the 

degree of asymmetric information reaches zero (disappears), the underpricing disappears. 

Therefore, in general there seems to be some degree of asymmetric information, but where 

this asymmetry exists remains a puzzle.    

 

3.4.2.2 Symmetric Information Theories 

Tinic (1988) advances the insurance theory seeking an explanation for IPO 

underpricing. He splits a sample of IPOs into those brought public before the Securities Act 

of 1933 and those that went public after it. His results support the suggestion that IPOs 

brought to the market after the Act are much more underpriced than those brought to the 

market after it. The interpretation of this is that IPO underpricing has been used as a 

mechanism for reducing any legal liability that the firm might face, as overpriced IPOs are 

more likely to be sued than underpriced IPOs.  

 

Hughe and Thakor (1992) also find a link between litigation risk and IPO underpricing. 

However, they claim that although litigation risk is associated with underpricing, it cannot be 

the only explanation, as underpricing exists in other countries where litigation risk is not a 

concern. Ritter and Welch (2002) propose that “leaving money on the table” is cost-

ineffective in avoiding lawsuits.   
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3.4.2.3 Modern Theories of Allocation and Trading Related Issues 

In recent years academics’ attention has shifted to the allocation of shares policy and 

other trading-related activities in seeking to explain underpricing. As Ritter and Welch (2002) 

state, part of the reason for this shift in academic focus is increasing public awareness of the 

unfairness of distribution of shares, given the large amount of money left on the table. 

Underwriters usually protect this kind of information, which restricts empirical research. 

Such data start to become more and more available.  

 

Benveniste and Spindt (1989), in their allocation of shares model, argue that 

underwriters use their discretion to acquire information from potential investors, which 

reduces underpricing and maximizes proceeds to the issuing firm. However, this might bring 

about a conflict between underwriters and issuers. Loughran and Ritter (2002) argue that if 

underwriters are given discretion, the allocation of shares is not necessarily used in the best 

interests of the issuing firm. Instead, underwriters might deliberately leave more money on 

the table than is necessary and allocate shares to their favoured clients.  

 

Another important aspect in trading-related issues’ impact on underpricing and the 

allocation of shares is the allocation difference between institutional investors and retailers 

(individuals). The scale of institutions should naturally make them more important and better 

informed clients than individuals are. The evidence in the literature suggests that institutional 

investors receive preferential treatment over individuals when book-building methods are 

used (Hanley and Wilhelm, 1995; Aggarwal, Prabhala and Puri, 2002). Also, institutions are 

usually block holders who can monitor management activities. Stoughton and Zechner (1998) 

argue that underpricing is necessary to acquire block of stock by large investors who can 
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monitor the company’s management. Brennan and Frank (1997) find that when shares are 

dispersed more widely among small investors, the entrepreneurs face exiting obstacle. In 

contrast, some authors argue that small investors are more valuable than large block holders. 

For example, Booth and Chua (1996) suggest that issuers prefer wider dispersion of shares, 

which increases liquidity.  

 

Another set of authors investigate the role of the underwriters after the IPO. The 

argument here is that the underwriter can participate in the trading activity of the IPO in 

addition to pricing and allocating pre-IPO shares. This can be achieved by adopting several 

strategies, such as the overallotment option, which allows the underwriter to alter the offering 

percentage based on the demand and price of the IPO on the listing day (Aggarwal, 2000; 

Zhang, 2004).  

 

Once trading commences, the underwriter could stabilize the IPO price to reduce the 

selling pressure caused by flippers. Flippers are investors who sell immediately in the 

aftermarket to capture quick profits. Flippers are necessary to establish a liquid market for an 

IPO; however, when demand for the IPO is weak, the underwriter discourages flipping by the 

imposition of penalty bids. Penalty bids occur when the leading underwriter withdraws the 

commission from brokers’ allocated shares which are flipped in the aftermarket. This penalty 

acts like a barrier against brokers in allocating shares and encourages them to allocate shares 

to investors that are likely to be long-term stock holders.  

 

On the contrary, when there is a strong demand and price jump, flipping is encouraged 

to protect the price reaching unsustainable levels. This selling encouragement assumes a 

negatively sloped demand curve and the market price is endogenous.  
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3.4.3 IPO Aftermarket Performance Empirical Evidence 

Evidence on IPOs’ aftermarket stock returns is much challenging and less abundant 

than that of underpricing. Several reasons contribute to this complexity. The first is the lack 

of a clear method with which to measure the long-run performance. As Ritter and Welch 

(2002) state, this problem is actually associated with all event studies on long-run stock 

returns and not limited to the IPO topic. Furthermore, long-run performance is sensitive to the 

methodology employed and the sample and the time period chosen.  

 

Cumulative abnormal returns (CARs) and buy and hold returns (BHRs) are the most 

used measures in evaluating IPOs’ performance over a long period. Some authors report the 

raw return and some adjust these returns with an appropriate benchmark. Ritter (1991) 

introduces the wealth relative index measure, with which the IPO BHR can be compared with 

the BHR on a chosen benchmark. Barber and Lyon (1997) point out various biases and 

problems in using these methods. The authors find that buy and hold return is a better 

measure than cumulative return and the best benchmark to use is the firm characteristics 

matching approach.   

 

Ritter (1991) examines the aftermarket performance of 1,526 IPOs in the US between 

1975 and 1984 and finds that these IPOs substantially underperformed a sample of matching 

firms. Holding these IPOs over three years from the closing price on the listing day would 

have left the investor with only 83 cents relative to each dollar invested in a matching firm. 

Ritter categorizes these IPOs by year of issuance, gross proceeds, industry and initial returns. 

Results indicate variations in the aftermarket performance based on the category. For 

example, the findings indicate that large IPOs perform better than small speculative IPOs. In 
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Canada, Kooli and Suret (2004) investigate the five-year post-listing performance of 445 

Canadian IPOs that occurred between 1991 and 1998. By the third and fifth-year 

anniversaries, the IPOs had lost 6.59% and 24.66% of their initial value respectively.  

 

Levis (1993), seeking to replicate Ritter (1991) uses a sample of 712 UK IPOs. Using 

different benchmarks by matching the IPOs with three indices, a similar outcome is obtained. 

The cumulative abnormal returns by month 36 are -22.96%; the three-year holding period 

return is only 55.72%, compared to holding period returns for the three indices of 62.49%, 

69.37% and 97.83%.  

 

In Australia the aftermarket underperformance is very dramatic. Lee, Taylor and Walter 

(1996a) find that an equal investment in 266 IPOs would have resulted in a loss of more than 

50% by the end of the third-year anniversary. The sample that was examined has reduced 

considerably, from 266 to 169, within three years because of unavailability price or removal 

from the stock market. The mean holding period returns is negative across the three-year 

windows and intensifies in magnitude as moving from the first year to the third: the figures 

are -18.77%, -35.5% and -51.57%, respectively.  

 

Aggarwal, Leal and Hernandez (1993) conduct a study on the aftermarket performance 

of three Latin American countries, Brazil, Mexico and Chile. In line with other studies, IPOs 

in the three countries are found to have underperformed. For 18 Chilean IPOs, the mean 

market adjusted returns by the end of the three-year anniversary was -23.7% with 0.83 wealth 

relative. In Brazil, the mean market adjusted returns by the third year was -47% with 0.67 

wealth relative. Mexican IPOs were reported for only one year post-listing and the mean 

market adjusted returns for 38 IPOs was -19.6% with 0.81 wealth relative.  
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Some studies, however, document that IPOs have outperformed the benchmark. For 

example, Kim, Krinsky and Lee (1995) examine 169 IPOs listed on the Korean stock 

exchange between 1985 and 1989. Those authors find that the matching firm adjusted two 

year holding period returns are 59.01% with an associated wealth relative of 1.49. Matching 

these IPOs with the industry index or the market index reveals the same result of 

outperformance. The three-year matching firm adjusted buy and hold returns are 91.59% with 

an associated wealth relative of 1.56. Again, alternative benchmarks of industry or market 

index provide the same outcome of outperformance.  

 

In Malaysia, Jelic, Saadouni and Briston (2001) study 182 IPOs listed on the Kuala 

Lumpur stock exchange. The authors find that Malaysian IPOs have cumulative abnormal 

returns of 24.83% after three years. The raw holding period returns over three years are 

63.83%, compared to a return of only 41.85% on the Kuala Lumpur index. This results in a 

wealth relative of 1.53. 

 

3.4.4 Aftermarket Performance Theoretical Explanations  

Two major explanations have been proposed to explain IPOs’ poor aftermarket 

performance. The first is the Miller’s (1977) explanation of overvaluation. Miller proposes 

that investors tend to be over-optimistic initially regarding the value of the IPO, which drives 

the price up. Over time, as the divergence in opinions decreases, the IPO’s price declines 

causing poor long-run performance. Aggarwal and Rivoli (1990) postulate that the IPO 

market is inefficient in valuing shares, and that underpricing is a result of overvaluation at an 

early stage, which diminishes over time. The fads hypothesis of Shiller (1990) DeBondt and 
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Thaler (1985) consistent with the overvaluation theory suggests that the greater the initial 

returns of IPOs are, the greater the poor performance in the long-run will be.  

 

Another explanation for IPO poor long-run performance is offered by Schultz (2003), 

who suggests that the majority of IPOs in the sample are those which have come late to the 

market following a few successful IPOs. As a consequence, these late IPOs compromise the 

heavier weight in the IPOs portfolio, which make the performance appear poor. However, the 

evidence in the literature does not offer much support for this explanation, given that IPOs’ 

poor long-run performance is evident even when authors measure them over different time 

periods and weigh them equally.  

 

Another set of authors attempt to link long-run performance with IPOs’ operating 

performance. For example, Jain and Kini (1994) and Mikkelson, Partch and Shah (1997) 

measure the operating performance of a sample of US IPOs and find that the firms’ operating 

performances decline after the IPOs, compared with the accounting data before the IPO 

period.  

 

Some authors have tried to link poor long-run performance to the flipping activities 

undertaken by institutions. Houge, Loughran, Suchanek and Yan (2001) find evidence 

suggesting that institutions succeed in identifying IPOs that are overvalued when trading 

commences. Heaton (2002) finds that managers tend to be over-confident and inclined to 

overinvest when funds are available. Teoh, Welch and Wong (1998) attribute some of the 

poor long-run performance to optimistic behaviour by managers. 
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3.5 IPO Literature Gap 

This study identifies some gaps in the literature. The first gap is the lack of sufficient 

studies in emerging markets in general, and in the Middle East especially, in comparison with 

other markets. Very few papers have been published in this regard. Al-Barrak (2005) sheds 

light on the barriers to and motivations for going public in Saudi Arabia, but examines the 

operating performance for only one company.  

 

The new regulations applied by the capital market authorities, however, and the rapid 

increase in the number of listed companies have made the necessary data to become 

available. Al-Hassan, Delgado and Omran (2010), meanwhile, investigate underpricing and 

the long-run performance of 47 IPOs in the GCC between 2001 and 2006. The current 

research differs from that published paper in its inclusion of a much larger sample size – 

about three times larger, with 139 IPOs – its inclusion of the hottest issue year, 2007, and its 

measurement of performance over three years.  

 

Another gap in the literature comes from the fierce debate about the explanation for 

IPOs’ underpricing. This topic is still controversial and many theories have been proposed to 

explain it. The major reason for this complexity is that IPOs vary significantly from one 

country to the other. For example, IPOs differ with regard to the regulations and mechanisms 

through which they are marketed and sold. Some countries, such as the US, sell IPOs by 

adopting the book-building procedure, and some adopt a fixed-price offering model. Even 

within the same country, the procedure changes over time; so, what has been used in one 

period will be different in another. Consequently, reasons that could explain underpricing in 

one market cannot explain it in others. Ritter and Welch (2002) state that “to date, there has 
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been little empirical work attempting to quantify the relative importance of different 

explanations of underpricing” (p.1816).  

 

Data difficulties and the discretionary policies employed in developed markets 

regarding share allocation procedures and methods create many challenges and barriers for 

empiricists. In the GCC, this research benefit from a better dataset that allows new models 

and determinants to be used to uncover a substantive issue of underpricing and stock returns.  

 

Furthermore, studies on the long-run performance of IPOs are generally less abundant 

than underpricing studies. Ritter and Welch state that “we hope to see further work to tell us 

which subsamples are particularly prone to poor post-IPO performance, both in the U.S and 

in other countries” (p.1822). Therefore, studies on long-run performance are still required. 

 

3.6 Conclusion 

Motivations for and barriers against IPOs have been discussed in this chapter. The 

advantages of going public include financing companies’ growth, diversification, and 

increasing the companies’ publicity and bargaining power. The disadvantages, on the other 

hand, are the loss of decision control, the loss of confidentiality, and administrative expenses 

and costs.  

 

Additionally, empirical evidence of IPOs’ operating performance in both developed and 

developing nations has been presented. In general, IPOs’ operating performance declines 

after going public. Several theories and explanations for this decline in operating 

performance have been discussed, such as the agency and window-dressing theories. Also, 
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this chapter has presented the IPO stock returns in the short- and long-run. IPOs worldwide 

are initially underpriced and in the long-run overpriced. There are a few exceptions where 

IPOs outperform the benchmarks over a long time, such as in Korea and Malaysia, but 

generally they perform poorly. The explanations for IPO underpricing remain a hot research 

topic, which requires new and better data. Broadly speaking, theories of underpricing can be 

divided into those based on asymmetric information and those based on symmetric 

information. Finally, gaps in the literature can be found with regard to the lack of studies on 

emerging markets, the debate on underpricing explanations, the need for more studies on 

long-run performance and the need for detailed data that allow new models and determinants 

to be examined. 
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Chapter Four: IPO Financial and Operating Performance in the GCC 

 

4.1 Introduction 

This chapter comprises the first empirical essay. It answers the first research question 

regarding the IPOs operating performance in the GCC. The chapter investigates the operating 

performance of a sample of 52 initial public offerings that were made by the Gulf 

Cooperation Council (GCC) between 2003 and 2010. As can be seen in most of the published 

literature, global evidence about the operating performance of IPOs reveal that performance 

declines as company makes the transition from private to public ownership. In the United 

States, Jain and Kini (1994) and Mikkelson, Partch and Shah (1997) show that American 

IPOs performance declined in the post-IPO period. However, the reason for such 

deterioration remains debatable. 

 

In general, studies into emerging markets’ operating performance of IPOs are scarce 

when compared to those undertaken in advanced economies. One reason for this scarcity is 

the lack of available data. For example, in a study on Saudi IPO motivations and barriers, Al-

Barrak (2005) was unable to test more than one IPO because only one company agreed to 

provide the required data. The large increase in the number of IPOs in the GCC between 

2003 and 2010 has caused the required data to become available. Additionally, many prior 

researchers preferred to use stock-price based measures rather than operating performance 

measures when assessing the performance of IPOs. Al-Hassan, Delgado and Omran (2010) 

examine the stock returns of 47 IPOs in the GCC and document underpricing of 290%, as 

well as poor long-run returns. However, the authors did not examine operating performance 
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(the accounting-based measures); therefore, this study aims to fill the gap. Wang (2005) 

argues that accounting-based measures are more reliable than stock-based measures because 

of the inefficiency that characterizes stock markets, especially in developing nations, where 

the stock-price does not reflect the available information. 

  

The contributions of this essay are three fold. This is the first study to examine the 

operating performance of a sample of IPOs from the GCC region. Secondly, a new technique 

to examine the operating performance of IPOs is used, by employing a model based on panel 

data. Thirdly, the study discusses several theories and provides an explanation for the 

performance change of IPOs. 

 

Overall, the results are consistent with those of previous authors who suggest that the 

performance of IPOs decline in the post-IPO period. This deterioration begins in the year the 

company goes public and intensifies in magnitude in subsequent years. One-year after the 

IPO event, the GCC IPOs suffered a 43% decline in their return on assets (ROA). This 

research finds that, on average, the ROA is -47% between the years before and after the IPO. 

 

Next, the research focuses on exploring factors that may have affected performance, 

and several observations are documented. Firstly, contrary to Jain and Kini (1994), this 

research finds that the performance decline is actually linked to the lack of opportunities 

hypothesis. Although IPOs in the GCC have maintained levels of growth in sales and capital 

expenditures similar to other markets, this research finds that the growth rate in the pre-IPO 

period is much better and stronger than the growth rate in the post-IPO period. This finding 

supports the theory of lack of opportunities. Alternatively, the figures in the prospectuses 

may be inflated to make the offering look good to a potential investor, which, in turn, 
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supports the “window-dressing” or “timing the issue” explanations. Furthermore, the 

relationship between the change in performance of the IPOs and change in the ownership 

structure is examined. The results indicate that a negative relationship between the 

performance and ownership of firms exists. For each increase in retention by the original 

owners, the IPOs performance decreased because of the increasing agency cost between the 

original owners and the new shareholders. Furthermore, a positive link is found between the 

size of the IPO and performance, which is consistent with Mikkelson et al., (1997) finding 

that large IPOs tend to perform better than small IPOs.  

 

The rest of this chapter is organized as follows. Section 4.2 discusses data obstacles, 

sampling, data collection and shows descriptive statistics. Section 4.3 is the methodology, 

which explains measurements, derives testable hypotheses and explains methods used for 

empirical analysis. Section 4.4 contains and discusses the results, and conclusions are reached 

in Section 4.5. 

 

4.2 Data  

4.2.1 Data Collection and Sampling 

The data in this research are highly constrained by the information that is available. 

This implies that one of the research problems is the use of a highly constrained and specific 

data set in a manner that allows hypotheses to be tested, results produced and conclusions 

reached that fit within the pre-existing literature. This is an especially important 

methodological point in relation to capital markets in emerging financial systems. It is to be 

expected that data from emerging do not always conform to desirable standards. The 

standards are not designed with statistical procedures in mind, therefore the ways of dealing 
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with them need to be developed. This is especially true in the case of emerging capital 

markets, as these economies are too important to be examined, and should not be ignored. 

Therefore raw data must be very carefully examined and filtered in order to create a modified 

data set suitable for research purposes. 

 

The initial database is comprised of all GCC companies that conducted initial public 

offerings on any one of the seven GCC stock markets during the years from 2002 to 2010. To 

study the impact of IPOs on the performance of firms, the following filters have been applied:  

 Firms that went public as a new establishment or start-up firms were excluded 

because no pre-IPO data were available; 

 Firms with no pre-IPO data were excluded due to the lack of comparability 

between the pre and post-IPO periods; 

 Firms that went public in 2011 were excluded because 2010 is the cut-off date for 

comparison in this study. The cut-off 2010 was chosen to allow for at least one 

year of post-IPO performance by the time this study was conducted. 

 
These filters reduced the final sample to 52 IPOs, and the majority of these IPOs were 

from Saudi Arabia (30 IPOs). 9 IPOs were from Oman, 7 IPOs were from the Emirates, 4 

IPOs were from Bahrain, and Kuwait and Qatar had only 1 IPO each. 

 

4.2.2 Data Sources 

Two sources of data have been used to implement this study, the first one being 

prospectuses. Capital market authorities in the GCC require that any company that wishes to 

join the capital market must provide three years of audited-accounting information, which 
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includes the balance sheet, income statement and cash flow operation. These prospectuses 

also include general information regarding the offering such as the offering price, the number 

of shares that were offered, the period of subscription, the eligibility and the purpose of the 

offering. These data are maintained on the capital market authority website which is publicly 

available for collection and assessment. The second source of data is the annual reports. As a 

regulatory procedure in the GCC capital markets, all listed companies must publish their 

quarterly and annual financial performance. The annual reports of the IPOs from the stock 

market website of each country were collected, and in the cases where such annual reports 

were not available, companies’ official websites were accessed. 

 

4.2.3 Descriptive Statistics 

Table 4.1 shows descriptive statistics for 52 GCC IPOs. All numbers are reported in 

US$ to control for exchange rate variations among GCC countries. The issue share price 

varies between a minimum of US$0.28 and a maximum of US$136.5, with an average value 

of US$12.7. Jain and Kini (1994) report an average offer price of US$12.6 for 682 American 

IPOs, and Kim et al. (2004) report an average of US$3.8 among 133 Thai IPOs. The table 

also reveals a substantial underpricing of 82% and 48% as the mean and median, 

respectively, which is much lower than the 290% underpricing that was reported by Al-

Hassan et al. (2010) on 47 GCC IPOs
3
.  

 

The maximum underpricing originates from the Abu Dhabi national energy company, 

which shows a price explosion in the first day and a return of 684%. On average, the 

                                                           
3
 One reason for the difference between this study and that of Al-Hassan et al. (2010) is the sampling difference. 

In their study, a large number of IPOs are start-up firms, while, in this case, all IPOs are well-established IPOs 

with an operating history. 
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sample’s initial returns are much higher than those from the US (7.3%) and Thailand (68%) 

but are lower than those of China, which exhibited underpricing of 272% as documented by 

Wang (2005) on a sample of 747 IPOs (see the international insights on underpricing by 

Loughran, Ritter and Rydqvist, 1994).  

 

The average total size of the offering is US$453 million, which is a figure that is much 

higher than the averages of other countries and implies that IPOs in the GCC were priced too 

high in comparison with other nations. The largest offering in the sample (the privatized 

telecommunication company of the Saudi government) raised total capital of over US$4 

billion. The total proceeds from all 52 IPOs amounted to US$23.1 billion. The variables of 

total proceeds and total assets indicate large variations in the size of the GCC IPOs, as shown 

by the 25
th

 and 75
th

 percentiles. Kim et al. (2004) report average total assets of US$40 

million, while this study shows an average of US$1.78 billion. The medians and other 

statistical measures show similar patterns.  

 

Moreover, the length of time of the operating history of GCC IPOs is greater than those 

that are documented in previous literature. The mean and median ages of GCC IPOs are 20 

and 18 years respectively, and the oldest firm has an operating history of over 50 years. 

Balatbat, Taylor and Walter (2004) report an average operating history of only 4.7 years, and 

the oldest firm in their research into Australian IPOs was not older than 10 years. In Thailand, 

the average age of IPOs is 14.4 years, and the maximum age is 17 years.  

 

Finally, the share ownership is inspected. This is the percentage of shares of the 

company that are held by the original owners at the time of the IPO. All statistical measures 

indicate that IPO owners in the GCC retain a large stake in the company at the time of the 
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IPO. The mean and median retention rates are 65.5% and 70%, respectively, while 25 IPOs 

retain 70% and 6 IPOs retain more than 70% of the stake. Again, the retention rate in the 

GCC is higher than in other countries. In Australia, Balatbat et al. (2004) document an 

average retention rate of 50.5%, and in Thailand the retention rate is 38.6%, which implies 

that in the GCC the original owners maintain strong control over the firm at the IPO, and this 

action may amplify the agency cost. This is especially the case, given that allocation 

procedures adopted in the GCC favour public over institutional investors.   
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Table 4.1 

Descriptive Statistics of GCC IPOs 

This table shows descriptive statistics on 52 IPOs made in the GCC between 2003 and 2010.  The issue price is the price per share standardized for all IPOs 

by the equivalent US$. Initial returns (underpricing in percentage) are calculated by taking the difference between the IPO closing price on the listing day and 

the issue price. Proceeds (in US$) are calculated by multiplying the number of shares on offer by the issue price. Total assets (US$) are the total value of 

assets in the IPO year. Age is the length of the IPO operating history calculated by taking the difference between the IPO year and the establishment year. 

Ownership is the percentage of shares held by the original owners at the time of the IPO. The US$ is used to standardize the figures because all GCC nations 

pegged their domestic currencies with the American dollar.       

Characteristics Mean Median 25th Percentile 75th Percentile Minimum Maximum 

Issue price (US$) 12.71 6.93 3.08 13.20 0.28 136.53 

Initial return (%) 81.93 47.90 14.74 88.57 -17.60 684.16 

Proceeds (million US$) 452.73 159.60 81.81 547.84 11.08 4080.00 

Total assets (million US$) 1781.58 352.59 152.39 925.74 0.86 21720.86 

Age (years) 20 18 7 29 3 51 

Ownership (%) 65.5 70 60 70 30 95 
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4.3 Methodology 

4.3.1 IPO Operating and Financial Performance 

In IPO literature, the return on assets (ROA) is the most used ratio to evaluate the 

performance of IPOs (e.g., Jain & Kini, 1994; Mikkelson et al. (1997), Wang, 2005; Balatbat 

et al. (2004)). This ratio assesses the efficiency of the firm in utilizing its assets to generate 

income. A higher ratio after the IPO is considered an indication of a better performance, and 

vice versa. The ROA ratio can be calculated using the following equation: 

 

ROA = (Profit after depreciation, interest and tax (zakat
4
) / total assets) * 100 (4.1) 

The second most used ratio to measure the performance of firms is the return on sales 

(ROS), or the profit margin. It has been argued in the literature that ROS is a better 

measurement of profitability because IPO firms show a large increase in assets but no 

immediate increase in income. Thus, the profitability of IPOs should be evaluated relative to 

the net sales. In this study, both ratios are used to assess the performance of firms. The ROS 

can be calculated using the following equation: 

 

ROS = (Profit after depreciation, interest and tax (Zakat) / total sales) * 100 (4.2) 

Additionally, the asset turnover (sales to assets ratio) is used to measure the efficiency 

of the firms. Asset turnover is an important ratio used to analyse how assets are utilized to 

produce revenues, and it is indicative of the rate in which the companies are increasing their 

sales relative to their increase in assets. Asset turnover can be calculated using the following 

equation: 

                                                           
4
 Zakat is taxation under the “Sharia” Islamic law. It is set at 2.5% and is deducted from the company’s 

earnings. 



69 

 

Asset Turnover = (Net Sales / Total Assets) * 100                                                   (4.3) 

This study implements the matched pairs approach by comparing the performance of 

the IPO before and after the event. Previous authors of IPO and privatisation literatures have 

used this method widely. It has been referred to as “MNR methodology” in privatisation 

literature because Megginson, Nash and Randenborgh were the first to use this method in 

1994. The same method has also been used in IPO literature by adopting a performance 

comparison pre- and post-IPO. The matched pairs approach compares the change in 

performance of the firms between two periods, before and after the issue, to draw a 

conclusion about the variation in performance. If the performance in the post-IPO period is 

better, then it is appropriate to conclude that the IPO has improved. However, if the post-IPO 

is worse, then it is possible to infer that the IPO has a negative effect on the performance of 

the firms.  

 

Based on previous studies, the time horizon in this paper (between 2003 and 2010) will 

be divided into three segments for each IPO. The first period is the pre-IPO, labelled as “– 

years”, which are the years before the company goes public. For example, for a company that 

went public in 2006, its pre-IPO years will be 2005, 2004 and 2003, which correspond to -1, -

2 and -3, respectively. The second period is the year of the event or the IPO year, which is 

labelled as “Y 0”. This is the year when the IPO event took place. In the previous example, 

2006 is the year when the company went public; therefore, 2006 is labelled as Y 0. Finally, 

the third segment is the post-IPO period, which is labelled as “+ years”. These are the years 

following the IPO when the company becomes publicly listed. For a company that went 

public in 2006, the years 2007, 2008, 2009, 2010 and 2011 are the post-IPO period and 

correspond to +1, +2, +3, +4 and +5, respectively. 
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 Importantly, there is no consensus on how to divide the time frame and how many 

years to include before or after the IPO. Individual authors have used different criteria that 

are based on the objectives, data availability and circumstances. For example, Jain and Kini 

(1994) compared Y-1 (the base year for comparison) to each of the following five post-IPO 

years, including Y0. Wang (2005) divided his time interval differently by comparing Y-1 to 

Y+1, and again by comparing the average (-3, -2,-1) to the average (+1, +2, +3). As a result, a 

performance “time line” will be developed that reflects the performance change from before 

to after the IPO. 

 

This study proposes 2010 as the cut-off date to allow for a minimum of one post-IPO 

year by the end of the 2011 fiscal year for the GCC companies that went public in 2010. 

Companies that went public before 2010 will have included additional years in the post-IPO. 

The average number of years before the IPO is always three because all IPOs in the GCC 

have revealed data from three years pre-IPO. The year of the IPO or Y 0 will be excluded 

from the comparison because it has mixed ownership. 

 

The change in each variable between the two periods and for every company will be 

examined using the median changes. Jain and Kini (1994) suggest that because operating 

performance may be skewed and the mean values are particularly sensitive to outliers, the use 

of the median is a better choice for the central location. The analysis will be based on the raw 

data due to the limited number of listed companies in the GCC
5
. The last step in the analysis 

is to test for any significance change. The Wilcoxon signed rank test for the median 

difference is used to test whether the difference between the pre- and post-IPO periods is 

significantly different from zero. 

                                                           
5
 GCC data does not allow matching the IPO firm with a comparably listed company. Also, some industries in 

the GCC are comprised entirely of IPOs with no operating history. Therefore, this study relies on raw data.  
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4.3.2 Theoretical Framework 

Nearly all previous studies in developed and developing countries on the topic of IPO 

document a significant post-IPO performance decline. For example, this operating 

performance decline is found in the U.S. by Jain & Kini (1994); Mikkelson et al. (1997), in 

Japan by Cai & Wei (1997); Kutsuna et al. (2002), in Italy by Pagano et al. (1998), in Korea 

by Chun et al. (2000), in Thailand by Kim et al. (2004), and in Saudi Arabia by Al-Barrak 

(2005); Alanazi et al. (2009). Based on the majority of the findings, the same outcome of 

performance decline should be expected for IPOs in the GCC. 

Hypothesis 4.1: The operating performance of GCC IPOs deteriorates after the IPO 

(pre-IPO performance is better than post-IPO). 

  

Jain and Kini (1994) argue that the decline in performance could be explained by 

owners/managers failing to generate the same level of pre-IPO, positive Net Present Value 

(NPV) projects or by not maintaining the same level of capital expenditures. Alternatively, 

performance might decline while investment is occurring. The overall conclusion of these 

authors does not support the theory of lack of opportunities because they find that the 

performance declines despite a large growth in sales and capital expenditure. However, it is 

important to mention that the authors have measured the growth in sales from year -1 to year 

+1; therefore they are actually measuring the growth rate between those years instead of 

measuring the growth difference between the two periods pre- and post IPO separately. In 

this study, the growth rates of the two periods are compared separately, in addition to 

measuring the growth between Y -1 and Y +1. To test for any association between the lack of 

opportunities theory and the performance decline among the GCC IPOs, the following 

hypothesis is proposed: 
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 Hypothesis 4.2: The lack of opportunities theory does not explain the performance 

change of GCC IPOs. 

  The growth in sales (SG) and capital expenditures (CEG) is measured by using the 

following equations: 

 SG = [(Sales in year 1 – Sales in year 0) / Sales in year 0] * 100 (4.4) 

 

CEG = [(CE in year 1 – CE in year 0) / CE in year 0] * 100 (4.5) 

 

Additionally, the total debt ratio (TDR) can be added to the sales and capital 

expenditures growth in order to assess whether the owners are using the proceeds in value 

maximizing projects such as those that reduce the level of debt. This ratio is vital in assessing 

the ability of the firm to meet long-term obligations. The level of debt and equity is 

fundamental for shareholders and debt holders. From the shareholders’ perspective, the level 

of debt is an indication of the financial risk to their dividend payments, while from the 

lenders’ point of view the level of debt can be used to assess the position of the firm in 

obtaining loans. An IPO greatly impacts the structure of debt, as suggested by the advantages 

of going public, in that firms can use the proceeds to pay off debt (Pagano, Panetta, and 

Zingales, 1998).  

 

In this study, the total debt ratio will be utilized as a measure of the level of debt of a 

company after the IPO. The total debt ratio indicates the proportion of the assets of a 

company that is financed by debt. A lower ratio suggests that the financial position of the 

firm is better. The TDR can be calculated using the following equation: 
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Total debt ratio (TDR) = (total liabilities / total assets) * 100 (4.6) 

 

Another explanation regarding to performance decline after the IPO is the “timing the 

issue” explanation or “window-dressing” the accounting data. The owners of firms may time 

the issue to coincide with superior performance that could be difficult to sustain in the future. 

This action could explain the performance peak of most IPOs in the last year of private 

ownership, just prior to going public. For example, Cai and Wei (1997) notice that most 

Japanese IPOs tend to show incredible performance in the year before the IPO (Y -1). They 

interpret this finding as meaning that the owners of Japanese firms may time the issue to 

coincide with the superior performance that they doubt they will be able to maintain in the 

future.  

 

Alternatively, IPO managers might manipulate the accounting data (“window-

dressing”) to make the offering tempting for potential investors. In either case, Y-1 is a good 

indication for testing the theory of timing the issue, when looking for any unusual increase in 

accounting data in the year before the IPO.  

 

Laughran and Ritter (1995) introduce another theory, “the windows of opportunity”, as 

an explanation for the decline in performance of IPOs. The “windows of opportunity” theory 

suggests that the owners of firms will exhibit opportunistic behaviour to exploit a bullish 

stock market trend or a hot issues market. When the stock market rises, investors tend to be 

over optimistic and have high expectations about the returns of the stocks. This over-

optimism creates a unique opportunity for the owners of firms, and for insiders, to achieve a 
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higher price for the shares. Brau and Fawcett (2006) find that the insiders of firms are 

opportunists, and this finding could explain the decline in operating performance. 

 

Another set of authors have associated performance decline after an issue to the agency 

cost and conflict that arises between the two parties, the original owner/s (the agent/s) and the 

new shareholders (the principal/s). Jensen and Meckling (1976) define the agency 

relationship as a contract under which one or more persons (the principal(s)) engage another 

person (the agent) to perform some service on their behalf which involves delegating some 

decision-making authority to the agent.  

 

The agency theory considers the impact of the change in ownership structure on the 

performance of firms after the IPO. Jain and Kini (1994) link the performance decline of 

American IPOs to many reasons, one of which is the lessening of incentives for 

managers/owners after the sale, due to the change in ownership structure. IPOs typically lead 

to a significant change in the ownership structure and often to a battle between the original 

owners and the new shareholders. On the contrary, Mikkelson et al. (1997), find no link 

between ownership structure change and performance decline among American IPOs. Unlike 

Jain and Kini (1994), who examine the change in ownership only at the IPO year (at one 

point in time), Mikkelson et al. (1997) critically assess the ownership structure change by 

measuring it over time after the IPO (at three points in time post-IPO). 

 

Likewise, the debate is found between authors in Japan. Cai and Wei (1997) argue that 

there is no link between the change in ownership structure and the change in performance, 

differing from the argument of Kutsuna et al. (2002) who do find this link. One of the major 

reasons for these conflicting results regarding the impact of change in ownership structure on 
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performance change is due to the methods that are applied by the authors. Different methods 

have resulted in varying results. Kim, Kitsabunnarat and Nofsinger (2004) argue that the 

relationship between performance change and the change in ownership structure is not linear. 

They examine three different models: a linear relationship and two non-linear relationships. 

They use quadratic and cubic forms to allow for three levels of managerial ownership turning 

points, and their overall conclusion supports the non-linearity relationship. The authors argue 

that the alignment of interest occurs at “low” and “high” levels of ownership, which is when 

the managers retain the majority or minority of shares, and entrenchment occurs at the 

“intermediate” level of ownership. Therefore, the following hypothesis on the impact of 

change in ownership structure on the performance of GCC firms is formed: 

 

Hypothesis 4.3: The change in the ownership structure is associated with the 

performance change among the GCC IPOs. 

Ownership is measured by the percentage of shares held by the original owners at the 

time of the IPO. 

 

Furthermore, it has been argued that the age and size of the firm could impact on the 

performance of the firms. Mikkelson et al. (1997) find that large, well-established companies 

perform better than small, start-up IPOs (in this case, “better” means that the decline is less 

severe). Similarly, Pagano et al. (1998) find that large, older Italian IPOs have performed 

better than newer, smaller companies. Balatbat et al. (2004) find that of several control 

variables, the length of the prior operating history of a firm is the only robust explanatory 

variable for a change in performance. These authors state that IPOs with a longer 

establishment history demonstrate better, long-run operating performance than start-ups. 
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Based on this empirical evidence, the following hypothesis for the age and size of the firm is 

suggested: 

 

Hypothesis 4.4: The age and the size of the GCC IPOs are associated to performance 

change in that large, well-established IPOs perform better than other IPOs. 

Age is measured by the length of operating history and size is measured by the natural 

logarithm of the total assets. 

 

4.3.3 Regression Analysis 

The first model tests the association between the IPO event and the ROA over time. 

This technique allows the incorporation of market factors such as the Global Financial Crisis 

(GFC), which is not possible when using the matching firm approach. The model is the 

following: 

                                                       

                                                                               +       

(4.7) 

 

In this model, all data on GCC IPOs across all available years for each IPO is pooled. 

Thus, the data consists of unbalanced panel data and includes 393 observations. The 

dependent variable is IPO performance, as measured by the raw ROA. The first independent 

variable is the IPO, which is a dummy variable with a value of 1 for the years of the IPO 

event and subsequent years and 0 for the pre-IPO period. This variable captures the effect of 

the IPO event on the performance of the firm. It is expected that this variable will have a 

negative impact on the performance of the firm. The second variable is the GFC, which is a 
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dummy variable that takes on 1 for the years during the global financial crisis in 2008 and 

2009 and 0 for other years
6
. This variable is included to control for the negative effect of the 

global financial crisis on performance. The natural logarithm of sales is included to capture 

the effect of revenues on performance, and this variable is expected to have a positive impact. 

Sales also represent the size impact. The use of total assets is avoided to minimize the multi-

colinearity effect. Age is found to have a positive impact on the performance of the firm 

because older firms show superior performance; thus the age of the firm is included to control 

for any age impact. Finally, the annual total debt ratio and the natural logarithm of capital 

expenditures are included in order to determine whether these factors could explain the 

change in performance. 

 

Furthermore, hypotheses 4.3 and 4.4 are tested by seeking association between change 

in IPO performance and change in ownership structure, age and size. Based on the works of 

Kim et al. (2004) and Wang (2005), the following model is proposed: 

 

                                                           

                                                                              

(4.8) 

 

The dependent variable in this model can be either the change in the ROA or the ROS 

between Y+1 and Y-1. The ownership independent variable represents the ownership stake 

(in percentage) that is held by the original owners at the time of the IPO (the retention). It is 

expected that ownership will have a negative impact on change in performance due to 

increasing agency cost. A higher rate of retention by the original owners results in a higher 

                                                           
6
 Although the financial crisis occurred in the middle of 2007, the effect on the performance of firms began to 

appear in 2008, and most companies began to recover in 2010.  
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agency conflict and a decline in performance. Age is the difference between the 

establishment year and the IPO year of the firm. Size is the natural logarithm of the total 

assets during the IPO year. SG represents the sales growth from Y -1 to Y +1. The variables 

of age and size are positively linked with the change in the performance; thus, they are 

included in the analysis.   

 

Also included is the capital expenditures growth (CEG) to control for any increase in 

assets. Kim et al. (2004) stated that leverage could have an impact on the performance of 

firms; thus, the total debt ratio change between Y +1 and Y -1 (TDRC) has been incorporated 

to control for this possible leverage effect. 

 

4.4 Empirical Results 

4.4.1 Operating Performance of GCC IPOs 

Accounting profitability measures are reported in Table 4.2 for the entire sample of 52 

IPOs that were made in the GCC. As anticipated, Panel A shows a sharp decline in the 

profitability of IPOs from the pre-IPO to the post-IPO year. The mean (median) deteriorates 

in all profitability ratios. For example, the mean (median) ROA drops significantly from 14% 

to 8% (13% to 10%), which is a large decline of approximately 43%. Furthermore, all 

measures of profitability (ROS) and (A/S) exhibit the same observed patterns of severe 

decline. Jain and Kini (1994) report a median change of only -7.6% between Y-1 and Y+1.  

 

However, the results of this present study are comparable to those that were observed in 

developing markets such as China and Thailand. In China, Wang (2005) reports 20.9% 
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deterioration between Y-1 and Y+1, and Kim et al., (2004) document a 44.12% decline for 

133 IPOs made in Thailand. The ROS and S/A ratios have declined by 5% and 20%, 

respectively.  

 

On inspection of Panel B of Table 4.2, it is obvious that performance deterioration has 

intensified in magnitude. The number of IPOs that are included in the investigation has 

declined to 46 because few IPOs in the sample do not have more than 1 year of post-IPO 

data. The average ROA, ROS, and S/A have declined in the second year of post-listing by 

43%, 24% and 20% respectively and the median change decline for the ROA and ROS in the 

second year has increased to -56%, and -18%, respectively. This finding is consistent with 

those of Jain and Kini (1994) and Kim et al. (2004), however, the decline in Thai IPOs in the 

second year was much larger than those, which are documented in this study. 

 

Panel C shows a comparison between the average profitability for the years before the 

IPO, and those after the IPO. The average ROA for all companies before the IPO is 13%, 

while this value is 7% after the IPO (a decline of approximately 46%). ROS and S/A show 

similar sharp deterioration. The mean (median) measures of change for the two proxies are -

11% (-3%) and -15% (-8%), respectively. Overall, it is concluded that the operating 

performance of GCC IPOs is worse in the post-IPO period than in the pre-IPO period. 
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Table 4.2 

Changes of Operating Performance of GCC IPOs 

This table presents empirical results for the full sample of 52 IPOs occurred in the GCC between 2003 and 2010. Profitability ratios are the return on assets (ROA = net 

income/ total assets), return on sales (ROS = net income/ total sales) and the sales to assets (S/A = total sales/ total assets). For each variable, the usable observations are 

reported, the mean and median values, the change in these values from before to after the IPO event. The Wilcoxon signed rank test (with its z-Statistic) is used as the test for 

significance for the change in median values. Panel A shows a comparison between the year before the IPO event (Y -1) and the year after the IPO event (Y +1). Panel B 

compares Y -1 to the second year after the IPO (Y +2). Finally, Panel C compares the average for all available years before the IPO (Y -) with the average of all available 

years after the IPO (Y +).    

Panel A: Comparison of profitability between Y -1 and Y +1 

Variables N Mean before Mean after Mean change t-Stat Median before Median after Median change z-Stat 

Return on assets (ROA) 52 0.14 0.08 -0.06 -2.5*** 0.13 0.1 -0.02     3.1*** 

Return on Sales (ROS) 52 0.23 0.11 -0.12 -1.12 0.2 0.19 -0.02    2.2** 

Sales to assets (S/A) 52 0.78 0.68 -0.1 -1.91** 0.69 0.55 -0.02 1.4 

 
Panel B: Comparison of profitability between Y -1 and Y +2 

Variables N Mean before Mean after Mean change t-Stat Median before Median after Median change z-Stat 

Return on assets (ROA) 46 0.14 0.08 -0.06 -3.1*** 0.11 0.07 -0.04 3.8*** 

Return on Sales (ROS) 46 0.25 0.19 -0.06 -1.6* 0.2 0.17 -0.05 3*** 

Sales to assets (S/A) 46 0.76 0.61 -0.15 -2.7*** 0.57 0.47 -0.04 2.5*** 

 
                                                                       Panel C: Comparison of profitability between the average Y – and the average Y + 

Variables N Mean before Mean after Mean change t-Stat Median before Median after Median change z-Stat 

Return on assets (ROA) 52 0.13 0.07 -0.06 -3.4*** 0.11 0.07 -0.02 3.9*** 

Return on Sales (ROS) 52 0.24 0.13 -0.11 -2.1** 0.19 0.14 -0.03 2.4** 

Sales to assets (S/A) 52 0.81 0.65 -0.15 -3*** 0.66 0.52 -0.08 3.1*** 

***, **, * Significant at the 1, 5, and 10 per cent levels, respectively.
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4.4.2 Regression Analysis of Operating Performance Change 

Table 4.3 shows the estimates of the ROA change of IPOs over time during all years 

before the event to all years after the event. The univariate estimates were inspected, and it 

was observed that the IPO and the GFC dummy variables are significant, and provide the 

expected negative signs. In this case, the IPO event also represents the change in the 

ownership structure. Because data on the change in the ownership structure over time is not 

available, the impact of the change on an annual basis was not possible. However, the use of 

the IPO as a dummy variable in this model captures the change in ownership structure that 

occurs during the event.  

 

Additionally, it is found that age is positively associated with better performance over 

time, in line with the findings of Mikkelson et al. (1997) and Balatbat et al. (2004) whose 

studies showed a positive impact of firm age on performance. This finding also suggests that, 

as the age of firms increases, year to year performance improves. Moreover, it is found that 

IPOs which increase level of debt, as measured by the total debt ratio, show poorer 

performance over time. 

 

Models 1 to 3 show the multivariate association between the performance of the IPO 

and other variables. The IPO variable remains negatively significant in all models, which 

confirms earlier findings that the IPO event has a negative impact on the performance of 

firms because of the change in ownership structure. The GFC remains negative, as one would 

expect, but this value is insignificant in all models. This finding could be explained by the 

fact that the GCC area was insulated against the global financial crisis as a whole because of 

conservative financial and monetary policies. In 2009, the worst year of the crisis, the GCC 
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achieved a GDP of only -0.3%, but a strong recovery of 5.1% occurred in 2010. As expected, 

sales and total debt ratio are inversely associated with IPO performance. Therefore, an IPO 

with more sales has superior performance, and IPOs with higher debt levels have worse 

performance. No significant link is found between the change in capital expenditure over 

time and IPO performance. 
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Table 4.3 

Panel Data Examination of IPO Performance over Time 

This table shows the association between the IPOs performance and several variables over time. The data is based on 393 observations pooled from 52 IPOs from the GCC 

between 2000 and 2011. The dependent variable is the IPO performance as measured by the ROA = net income/total assets. The independent variables are: IPO a dummy 

variable takes on a value of 1 from the IPO event occurrence to the subsequent years and 0 before the IPO, GFC a dummy variable that takes on a value of 1 for the years 

during the global financial crisis in 2008 and 2009, and 0 otherwise, Sales is the natural logarithm of the IPO sales over time, Age is the length of the operating history of the 

IPO firm, Debt ratio is calculated as total liabilities/ total assets, Capital expenditure is the natural logarithm of the money spent by the IPO firm on acquiring or upgrading 

physical assets. Numbers under each coefficient between brackets represents t-Stat. Combinations of the following model are examined: 

                                                                                          +       

 Variable Uni-variate Model 1 Model 2 Model 3 

Intercept 

 

0.109 0.077 0.075 

  

(9.621***) (1.286) (1.279) 

IPO -0.05 -0.044 -0.050 -0.048 

 

(-4.324***) (-4.080***) (-5.047***) (-4.776***) 

GFC -0.022 -0.011 

 

-0.003 

 

(-1.900*) (-0.878) 

 

(-0.379) 

Sales 0.011 

 

0.020 0.020 

 

(1.535) 

 

(2.160**) (2.161**) 

Age 0.001 0.001 0 0 

 

(1.752*) (2.173**) (0.116) (0.133) 

debt ratio -0.107 

 

-0.111 -0.110 

 

(-7.042***) 

 

(-7.538***) (0.133***) 

Capital Expenditures 0.002 

 

-0.009 -0.009 

 

(0.691) 

 

(-1.484) (-1.475) 

  

    f-Stat 

 

8.057*** 18.589*** 15.477*** 

Adj R
2 

 

0.051 0.1945 0.193 
***, **, * Significant at the 1, 5, and 10 per cent levels, respectively.
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4.4.3 Explanation of Operating Performance Decline 

4.4.3.1 The Lack of Opportunities Explanation 

Jain and Kini (1994) postulate that IPO operating performance is expected if the 

company cannot generate pre-IPO levels of positive NPV projects or if failing to maintain the 

required levels of capital expenditures. They propose examining the growth in sales and 

capital expenditures to determine if they can explain the performance decline. Their results 

show that sales and capital expenditures have grown from year -1 to year +1 by about 70% 

and 142% respectively. Therefore, the IPO operating performance decline cannot be 

explained by a lack of opportunities, rather it is happening despite the growth. 

  

Contrary to what has been hypothesized in this study and to Jain and Kini (1994), Panel 

A of Table 4.4 shows a significant decline in the growth of sales in the post-IPO period in 

comparison to the growth rate during the pre-IPO period. The median sales growth has fallen 

from 25% to 8% (a decline of approximately 68%). Furthermore, the capital expenditure 

growth reveals a similar outcome of severe deterioration in the post-IPO period. The median 

growth has declined by approximately 76%. Both variables indicate that the growth rates of 

IPOs during the pre-IPO are better than the growth rates during the post-IPO period. This 

result lends support to the lack of opportunities hypothesis. Moreover, the total debt ratio 

(insignificant) suggests that IPOs rely more on debt after the IPO than during the pre-IPO 

period. 

 

In Panels B and C of Table 4.4, the growth rates of sales and capital expenditure is 

measured between Y-1 and Y0 and between Y-1 and Y+1, respectively. This method is 
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similar to those of other authors such as Jain and Kini (1994) and allows for direct 

comparisons. The results indicate that IPOs have maintained growth of both variables, and 

that sales have increased significantly from Y-1 to Y0 and from Y-1 to Y+1 by 17% and 

47%, respectively.  

 

Additionally, IPOs in the sample in this thesis show a significant increase in capital 

expenditures by 11% and 102%, respectively, but no significant change is observed in the 

total debt ratio. These results suggest that, although the IPOs maintain a certain level of 

growth in sales and capital expenditures, this growth is not actually satisfactory when 

compared to that of the pre-IPO period. Most importantly, the results indicate that there is a 

methodological issue when examining the lack of opportunities hypothesis in previous 

literature. Instead, these results lend support to the “window-dressing” or “timing the issue 

explanation”. Overall, it is concluded that performance decline is a function of several 

factors, for which no single theory can give a satisfactory explanation.  

 

 Jain and Kini (1994) compared one year before the IPO Y-1 to several years after the 

IPO, Y+1, Y+2…etc. This method is actually examining if there is growth in sales and 

capital expenditures from year to year, but not examining the difference in the growth 

between the two periods separately. One potential modification for this issue is to separate 

the two periods completely and then compare the growth rate before the IPO with the growth 

rate after the IPO. The results on Table 4.4 Panel A shows a big difference between the 

growth rates for the two period. Consequently, this finding lends support to the window 

dressing theory that IPO numbers are inflated in the prospectus to attract investors.  
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Table 4.4 

Examination of the Lack of Opportunities Hypothesis 
This table presents empirical results for 36 IPOs which occurred in the GCC and which had necessary data available. Panel A compares the average growth 

for the years pre-IPO to the average years post-IPO. Panels B and C compare the year before the IPO Y-1 to the year of the IPO event Y0, and the year 

following the IPO Y+1, respectively. Sales growth, capital expenditure growth and total debt ratio are the growth between two time periods calculated as in 

Eq.4.4, 4.5, and 4.6, respectively.  

Panel A: Comparison between the average Y- and the average Y+ 

Variable N 
Mean before Mean after  Mean change t-Stat 

Median before Median after 
Median 

change 
z-Stat 

Sales growth 36 0.73 0.1 -0.62 -2.1** 0.25 0.08 -0.14 3.5*** 

Capital expenditure growth 36 7.7 1.1 -6.5 -1.6* 0.4 0.1 -0.22 2.2** 

Total debt ratio 36 0.16 0.09 -0.05 -0.45 -0.03 0.04 0.08 1.1 

 

                                                          Panel B: Comparison between Y-1 and Y0 

Variable N Mean change t-Stat Median change z-Statistic 

Sales growth 36 0.54 2.7*** 0.17 4.1*** 

Capital expenditure growth 36 0.6 0.89 0.11 1.4 

Total debt ratio 36 14 -0.03 -0.04 0.6 

 

                                                         Panel C: Comparison between Y -1 and Y +1 

Variable N Mean change t-Stat Median change z-Statistic 

Sales growth 36 0.45 2.2*** 0.47 5*** 

Capital expenditure growth 36 0.4 2.5*** 1.02 3.8*** 

Total debt ratio 36 0.98                   0.12 0 0.45 

***, **, * Significant at the 1, 5, and 10 per cent levels, respectively.
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4.4.3.2 Ownership, Age and Size Explanations 

Previously, it was confirmed that the decline in the IPO performance is associated with 

the IPO event. Several techniques were used in order to match the pairs before and after the 

IPO and to pool all of the data. Following is a thorough analysis of the impact of ownership 

on the performance of IPOs and the type of association that exists between these factors.  

 

Table 4.5 shows the estimates of Equation 4.8. In Panel A, it is found that a linear 

association between a change in the IPO performance (ROA) and a change in the ownership 

structure exists.  As hypothesized, a change in ownership structure has a significant negative 

impact on the performance of the IPO. This result contradicts the findings of Kim et al. 

(2004)
7
 of a non-linear relationship. Additionally, this finding suggests that a higher rate of 

retention by original owners results in a worse change in performance. One potential 

explanation for the difference between the results and Kim et al. (2004) results is related to 

the sample characteristics difference between the GCC region and Thailand. In the GCC, 

most companies retain the majority of shares (70%), while in Thailand different company 

retains different percentage. Therefore, it is expected for Kim et al. (2004) to find no linear 

relationship because they are examining ownership change at various levels. On the contrary, 

this study is testing one level of ownership. Another point worth mentioning is the cultural, 

investors’ behaviour and regulation variation between the GCC and Thailand. Even though, 

these economies are all emerging markets, it is not expected they are the same. 

                                                           
7
 Although, the sample does not allow conducting the quadratic and cubic models of the non-linearity 

relationship, this has been performed (results not reported). The study obtained completely opposite signs to 

those of Kim et al. (2004), but the results are significant, which indicates that the alignment of the interest 

hypothesis institute at the intermediate level and entrenchment occurs at “high” and “low” levels. Because the 

majority of the sampled IPOs retain the majority of the shares, it is possible that the alignment of interest and 

entrenchment hypotheses might also occur at different levels of high retention. Critical analysis of this point 

warrants a large sample size, which this current study does not permit. 
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Univariate analysis does not provide any additional explanatory power for the change 

in performance. However, multivariate analysis of Panel A suggests that the size of the IPO 

firm has a significant positive impact on change in performance, in that large IPOs show 

superior performance to small IPOs, and this finding is consistent with that of Mikkelson et 

al. (1997). The change in capital expenditures is also significant and negative, as expected 

due to the impact that capital expenditure brings upon the assets of the firms, which enlarges 

the denominator when calculating the ROA.  

Panel B, shows that a change in ownership structure has a negative impact on the ROS. 

Univariate analysis also suggests that IPOs with larger capital expenditures have experienced 

a better change in the ROS. Surprisingly, the size of the IPO negatively impacts the ROS, but 

the sign become positive when multivariate analysis is used. In model 2 of Panel B, the 

adjusted R
2
 is very high at 81% explanatory power, and most variables have the expected 

signs at significant levels. Ownership remains negative, which suggests that an increase in 

ownership retention by the original owners results in greater decline in the ROS.  

 

Additionally, the size of the firm is positively significant, which indicates that for each 

increase in the size of the IPO, the performance change improves. Sales growth between the 

two periods is significant and negative, as expected, due to enlargement of the denominator 

when calculating the ROS. Thus, when sales increase, the ROS decreases. The growth of 

capital expenditures suggests that IPOs with larger investments experience a better change in 

the ROS. Similarly, IPOs which increase their leverage experience a change in the ROS for 

the better. 
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Table 4.5 

Estimates of the Relationship between the Change in IPO Performance and the Change in Ownership Structure 

The sample is 30 IPOs made in Saudi Arabia between 2003 and 2010. Other GCC IPOs have been excluded to keep a homogeneous sample. The table 

presents the association between the change in IPOs performance and the change in ownership structure. The dependent variable in Panel A is the change in 

the ROA between Y+1 and Y-1, while in Panel B, the dependent variable is the change in the ROS. The independent variables are: ownership (percentage), 

which is the retention by the original owners at the time of the IPO; Age is length of operating history from establishment until the IPO event; Size is 

measured by the natural logarithm of the total assets; SG represents the growth in sales from Y-1 to Y+1; CEG represents the growth in capital expenditures 

from Y-1 t o Y+1; TDRC represent the change in the total debt ratio from Y-1 to Y+1. Numbers under each coefficient between brackets represent t-Stat. 

Panel A: the link between the change in ROA and ownership                  Panel B: the link between the change in ROS and ownership 

Variable Uni-variate Model 1 Model 2 Uni-variate Model 1 Model 2 

Intercept 

 

0.16 -0.28 

 

2.31 -0.64 

  

(0.60) (-2.08**) 

 

(1.10) (-1.53) 

Ownership -0.01 -0.01 0.00 -0.05 -0.06 -0.01 

 

    (-2.83***) (-2.35**) (-3.01***) (-3.22***) (-2.50**) (-3.28***) 

Age 0.00 0.00 0.00 0.01 0.00 0.00 

 

(0.92) (0.94) (1.16) (0.41) (0.35) (0.43) 

Size -0.02 0.01 0.03 -0.17 0.06 0.08 

 

(-1.62) (0.64) (3.12***) (-1.78*) (0.46) (2.85***) 

SG 0.01 

 

0.00 0.01 

 

-0.11 

 

(0.50) 

 

(-0.13) (0.04) 

 

(-3.42***) 

CEG 0.00 

 

0.00 0.03 

 

0.02 

 

(-0.22) 

 

(-1.75*) (6.34***) 

 

(4.14***) 

TDRC 0.01 

  

0.14 

 

0.07 

 

(0.34) 

  

(1.08) 

 

(2.45**) 

f-Stat 

 

2.90* 2.24* 

 

3.30** 20.47*** 

Adj R
2 

 

0.17 0.18 

 

0.19 0.81 

***, **, * Significant at the 1, 5, and 10 per cent levels, respectively.
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4.5 Conclusion and Future Research 

In this essay, the first research question was answered. The operating performance of 

52 IPOs made in the GCC between 2003 and 2010 was examined. The results indicate that 

performance deteriorates during the post-IPO period. The average ROA and ROS in the post-

IPO period have declined by 47% and 25%, respectively. Based on 393 observations that 

were pooled across the period, the study documents the fact that the IPO event is significantly 

associated with performance decline.  

 

Additionally reasons behind the performance decline were investigated and it was 

found that several factors must be incorporated to explain this decline. Firstly, the results 

indicate that, although IPOs maintain a strong growth in sales and capital expenditures, this 

growth is not comparable to the strength of the growth during the pre-IPO period. This 

finding is interpreted to mean that the IPOs are either not achieving the required level of 

growth in the post-IPO period or that they are involved in “window-dressing” behaviour, 

which makes the accounting numbers for the pre-IPO period appear better than they actually 

are. 

 

Moreover, it is found that the change in ownership structure, which results from the 

IPO has a significant negative impact on the change in performance. This link is linear and 

demonstrates that the cost of the agency increases as the original owners increase their 

retention. This action, in turn, leads to a performance decline due to increasing agency 

conflict. Moreover, evidence is found that suggests that the size of the IPO has a significant 

positive impact on performance, in that large IPOs show superior performance to small IPOs, 

while the age of the firm does not seem to be as important. 
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In conclusion, overall the explanation for the decline in the operating performance of an 

IPO is a complex function of multiple factors, and no single theory or hypothesis can explain 

this decline. Empirically, it is found in this study evidence that supports the lack of 

opportunities hypothesis, and presumably, the accounting figures in the prospectuses are 

correct. Alternatively, the owners might be involved in “window-dressing” the accounting 

numbers to make the IPO look better than they actually are. If the latter is the case, then this 

is an additional support for the increasing agency cost that results from the change in 

ownership structure.   

 

Finally, two areas for future research are suggested that could not be addressed in the 

current study due to data limitations. Firstly, evidence of differentiation between different 

types of IPOs is missing in the literature. This goes beyond only differentiation between IPOs 

and privatisation. Different companies go public for different reasons. An IPO can be offered 

by a limited liability firm which is then transformed into joint stock, joint stocks expand the 

authorized capital by issuing new shares, a secondary sale of a portion of joint stock, and 

many others. Similarly, privatized government firms go public for different reasons. 

Secondly, it is recommended that future researchers scrutinize the lack of opportunities 

hypothesis, and the linear or non-linear association between ownership change and firms’ 

performance. 
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Chapter Five: IPO Underpricing and Long-Run Performance in the 

GCC 

 

5.1 Introduction 

This chapter answers the second research question regarding the IPOs stock returns in 

the GCC. The correlation between short- and long-run stock returns of initial public offerings 

(IPOs) has been a subject of research for decades. The cumulative evidence shows that 

investors who purchase IPOs at the offer price and sell them on the listing day receive 

positive returns. This is the case in all countries with a stock exchange market (Ritter and 

Welch, 2002). However, it is hazardous to buy IPOs at the listing day’s closing price and 

hold them over a long period (Loughran and Ritter, 1995). 

 

This essay examines the short- and long-run performance of 139 initial public offerings 

(IPOs) between 2003 and 2010 in the Gulf Cooperation Council (GCC) region which consists 

of Saudi Arabia, Kuwait, Bahrain, Qatar, the United Arab Emirates (U.A.E) and Oman. This 

region has recently experienced a hot issue market, with the number of IPOs in some markets 

exceeding the number of the original listed firms, and with the IPOs raising a combined total 

of more than US$55 billion. This huge amount of capital is greater than the amount raised by 

2,476 U.S IPOs (Ritter, 1991), 445 Canadian IPOs (Kooli and Suret, 2004) and many others. 

This implies that IPOs in the GCC have been priced extremely high. 

 

This chapter makes three main contributions to the literature. Firstly, this is the first 

study to investigate the IPO cluster which occurred in the GCC between 2003 and 2010. This 
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is particularly significant as the importance of this region to the world economy now extends 

far beyond oil alone. The analysis of Al-Hassan, Delgado and Omran (2010) on 47 IPOs from 

the GCC is extended to a much larger sample size over longer time periods. Secondly, 

underpricing is explained as a function of the four major factors of firm characteristics, 

subscription period outcome, listing day investors’ behavior and market conditions.  

 

Thirdly, evidence on the long-run performance of these IPOs is provided. IPO 

performance relative to the offering price is measured in addition to the traditional method 

which uses the listing day closing price (Ritter, 1991; Aggarwal, Leal, and Hernandez, 1993; 

Levis, 1993; Lee, Taylor and Walter, 1996). This measures the underpricing of IPOs beyond 

the listing day, including the second day, first week, first month, first six months and first 

year post-listing. The relevance of the long-run performance is highlighted by Ritter and 

Welch (2002) who state “Still, we hope to see further work to tell us which subsamples are 

particularly prone to poor post-IPO performance, both in the United States and in other 

countries” (p.1822).  

 

IPOs issued in the GCC between 2003 and 2010 were significantly underpriced by an 

average of 227.36 %. This is consistent with the global evidence, but is much larger in 

magnitude (Loughran, Ritter and Rydqvist, 1994). Reasons behind such a huge degree of 

underpricing and such a great deal of money being left on the table have been investigated 

(see Al-Hassan, Delgado and Omran (2010) for evidence on large magnitude underpricing in 

the GCC). The evidence suggests that there is no such thing as “money left on the table”, as 

the money left on the table is actually capital brought to the market by speculators on the 

listing day. Large magnitude underpricing observed in the GCC can be explained by the 

behaviour of investors (flippers and speculators). One could argue that this analysis is only 
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valid in the GCC region given its unique large underpricing compared to other countries. In 

this regard, it is imperative to realize that a similarly large degree of underpricing has been 

observed in other countries. For example, the underpricing in the U.S. was 65% during the 

internet bubble period (Loughran and Ritter, 2004) and in China it is usually over 200% 

(Ritter, 2011).   

 

Many underpricing theories have been put forward, typically divided into theories 

based on asymmetric or symmetric information. Most asymmetric information-based theories 

fail if issuers do not deliberately underprice. For example, the signaling theory is not valid in 

an environment that adopts a fixed-price offering method. This is especially true when issuers 

choose to price their shares extremely high without any underlying justification. It is difficult 

to believe that a company which offered only 30% of its stock at a value exceeding the 

company’s total revenues, assets and authorized capital would underprice just to please 

investors. Furthermore, theories based on symmetrical information fail in an environment 

characterized by a weak legal framework. For example, Tinic’s (1988) insurance theory is not 

valid in the GCC, given the weak legal framework surrounding markets in developing 

nations
8
. 

  

Underpricing in the GCC is caused by the unique institutional framework adopted by 

the GCC capital market authorities. The GCC institutional arrangement promotes strong 

demand during the subscription period and shapes investor behaviour during the listing day. 

As distinct from all other markets, IPOs prices in the GCC are only allowed to freely 

fluctuate on the listing day, while from the second day onward the price is restricted to a 10% 

increase or decrease similar to other listed companies. While GCC authorities justify this 

                                                           
8
 All IPOs in the region state clearly in the distributed prospectus that the company is not liable for adverse price 

movement and that the decision of whether to buy the offered shares is the investor’s choice. 
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policy based on the need to establish a market price for the IPO on the listing day, the policy 

attracts aggressive speculators. Those speculators participate heavily on the listing day in 

hopes of an unlimited potential profit if the price increases. If the price moves adversely, 

however, there is a loss limit of 10% that acts like protection from the second day onward. 

Therefore, underpricing in the GCC is a governmental choice managed by the capital market 

authorities to achieve several objectives. One objective is the need to increase the number of 

listed companies to foster the efficiency and development of the market. Furthermore, IPOs 

are used as a strategy to distribute wealth among citizens. Most IPO shares in the GCC are 

restricted to citizens and are distributed by an even-handed pro-rata method, which 

guarantees a fair allocation to all subscribers.  

 

Moreover, the aftermarket performance relative to the listing day closing price over 

one-, two- and three-year windows has been examined. The evidence shows that GCC IPOs 

underperform their financial markets indices over all periods. The observed pattern of 

underperformance varies between countries and industries. Omani and Emirati IPOs 

outperform their market indices, while other GCC IPOs underperform. This variation in 

aftermarket performance is consistent with international evidence that IPOs in some countries 

such as Korea outperform the chosen benchmark while others underperform, such as in the 

U.S., U.K. and Latin America (Kim, Krinsky and Lee, 1995; Ritter, 1991; Levis, 1993; 

Aggarwal, Leal and Hernandez, 1993). 

  

After that examination, the long-run performance relative to the offering price has been 

measured. This measures the underpricing beyond the first day by including the second day, 

first week, first month, first six-months and first year returns. The research compares the 

aftermarket performance relative to the listing day closing price with the aftermarket 
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performance relative to the offering price. Whereas most previous authors use only the listing 

day closing price, little attention has been given to the underpricing beyond day one. The 

argument in the literature is that investors are rationed and cannot receive their desired 

allocation. Although this is a logical argument from the point of view of the listing day 

buyers, it is not logical from the point of view of issuers and other investors with large 

allocations such as institutions and founders. The evidence indicates that IPOs are 

underpriced over the long-run as much as they are on the listing day. One year post-listing, 

the IPOs examined here are significantly underpriced by 197%.  

 

The rest of the chapter is structured as follows. Section 5.2 presents background 

information on the GCC economies, capital markets and IPO institutional arrangements. 

Section 5.3 presents the data and explains the methodology used to analyse the data and also 

discusses the theoretical frameworks of underpricing and aftermarket performance. Empirical 

results are presented and discussed in Section 5.4, and Section 5.5 concludes the chapter.  

 

 

5.2 The Gulf Cooperation Council Region 

5.2.1 Economies and Capital Markets 

The GCC region is an oil-based economy with the largest proven oil reserves in the 

world (486.8 billion barrels). It is ranked as the largest oil producing region and plays a 

significant role in the worldwide oil market. The economies of GCC countries are among the 

fastest growing worldwide. According to an economic note released by Dubai International 

Financial Centre Authority (DIFCA, 2009), the current value of oil and gas reserves for the 

six countries is estimated at US$18.3 trillion, larger than the 2008 U.S. GDP. This figure 
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assumes a conservative price of US$50/barrel. If the figure doubled, then the value of GCC 

energy reserves would be US$37.7 trillion, equal to the worldwide total stock market 

capitalization in 2008.  

Following the rise in oil prices in 2003, the region enjoyed a substantial economic 

boom until late 2008, just before the global financial crisis (GFC) hit. Consequently, the GCC 

economy tripled in size to $US1.1 trillion. The billions of dollars introduced into the region 

ignited the capital markets in this jurisdiction.    

 

Although the gulf countries share similar histories and cultures, Panel A of Table 5.1 

points to a substantial variation in the financial market size and IPOs arrangements. By the 

end of 2010, the aggregated market capitalization for the GCC region stood at US$685.8 

billion. This represents a sharp decline of approximately 40% from the 2005 peak of $US 

1.14 trillion. This decline was caused by major corrections that swept the region in early 2006 

and the GFC in 2008. Saudi Arabia alone constitutes more than 50% of the total market 

capitalization, followed by the U.A.E with 19%. This is not surprising given that Saudi 

Arabia and the U.A.E are the largest two economies in the Middle East. In contrast, the 

combined market capitalization of Oman and Bahrain makes up only 6% of the total. Kuwait 

has the greatest number of listed companies 230, and Qatar has the fewest 42. Saudi Arabia 

and the U.A.E have similar numbers of listed companies, with 146 and 145, respectively.  

  

The domestic currencies of all GCC states have been pegged to the American dollar for 

decades due to the heavy reliance of these countries on oil exports. The exception to this rule 

is Kuwait, which abandoned this policy in 2007 in an attempt to control inflation. Kuwait 

currently pegs its domestic currency (the Dinar) to a basket of currencies. On June 7, 2009, 

the four countries of Saudi Arabia, Kuwait, Qatar and Bahrain signed an agreement to work 
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towards a unified currency similar to the Euro; the U.A.E and Oman are expected to join in at 

a later stage. Panel A shows the exchange rates between each GCC country and the U.S. 

dollar. 

5.2.2 IPO Institutional Arrangements 

The GCC has had a high level of IPO activity during the last decade. In some countries 

such as Saudi Arabia, the number of IPOs in this period is larger than the number of 

originally listed companies (IPOs clustering). Thousands of GCC citizens crossed the border 

from one country to another in order to chase IPOs. Media coverage from news agencies and 

newspapers provided daily information on the subscription outcome through the entire 

subscription period. In some cases, almost the entire nation participated in the offering
9
. 

Panel B of Table 5.1 shows the number of IPOs that took place in each country between 2003 

and 2010. The largest number of IPOs took place in Saudi Arabia with 76, followed by the 

U.A.E, with 24. The gross proceeds of these 139 IPOs amount to US $55.9 billion, a figure 

larger than the amount raised by 2,476 IPOs that occurred in the U.S. (Ritter, 1991).   

 

Two types of IPOs have been offered to the public: established and under-establishment 

IPOs. The former category includes companies that have some length of operating history 

including family firms, State Owned Enterprises (SOEs) and joint stock companies. The latter 

category consists of under-establishment companies that did not exist as independent entities 

prior to the IPO. These under-establishment companies are newly established firms where 

issuers and investors participate in the subscription together to raise the required capital
10

. 

                                                           
9
 For example, the new Bank Alinma that went public in 2007 received applications from over 10 million Saudi 

citizens.  
10

 The subscription for an under-establishment IPO is carried out in two phases. In the first phase, the founders 

of the IPO have to subscribe to their portion of the authorized capital. After successful completion, the general 

public will be invited to subscribe to the remaining portion. 
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GCC authorities adopted a pre-announced fixed-price offerings procedure in which the 

issuer and its investment banker set whatever price they believe is fair, based on the 

company’s financial performance, reputation and potential growth. Therefore, it was a 

common practice in the area for IPOs to be priced at very high levels. In some cases, the 

gross proceeds of only 30% of the offering of the company far exceeded the total revenues, 

authorized capital and even the firm’s total assets. Consequently, the gross proceeds of the 

139 IPOs in the region are larger than the gross proceeds of thousands of IPOs in other 

countries. In early 2008, in an attempt to overcome the IPO pricing problem, the GCC 

authorities converted to the international book-building procedure in which the issuer and 

investment banker set the offering price based on bidding by institutions. 

 

Inspecting the average offer price of these IPOs in each country, IPOs in the U.A.E. 

differ by a factor of 10 compared with Saudi Arabian and Qatari IPOs, even though these 

three countries have comparable exchange rates with the U.S. dollar. The average number of 

offered shares is highest in the U.A.E and the price is lowest. Policies governing IPO 

subscription eligibility and the distribution of shares vary between the six countries. In 

general, IPOs in GCC countries are restricted to the citizens of that country. This is always 

the case in Saudi Arabia due to its large population compared with its neighbouring countries. 

In other GCC countries, some IPOs are restricted to the citizens of that country, and some are 

open to other GCC and international investors, especially when the offering is large in size. 

 

 There are also minimum and maximum limits for subscription, and investors cannot 

apply for an amount of shares outside of these limits. After the subscription period closes, 

shares are distributed on an even-handed basis. Therefore, the allocation of shares is simply 
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calculated by dividing the number of offered shares by the number of subscribers. After 

allocating the conditional minimum number of shares to all subscribers, any remaining 

quantity will be distributed in proportional to subscriber requests, so those who apply for 

larger quantities receive larger allocations. However, given the heavy oversubscription 

observed in the GCC region as shown in Panel B, the majority of IPOs distribute their shares 

by dividing shares equally among subscribers, with the result that the minimum subscription 

limit is not satisfied and investors are strongly rationed.        

  

Subscribers’ excess capital with no allocation must be refunded fully to subscribers 

prior to admission to the stock exchange. On the listing day, IPO shares are open for free 

fluctuation without restrictions. From the second day onward, IPO shares are restricted for 

movement within a certain percentage range up or down similar to all other listed 

companies
11

. The capital market authorities justify this unique policy as an attempt to 

establish a market price for a new company on the first day of trading. This particular unique 

feature of IPOs in the GCC has critical implications for underpricing, as it motivates both 

flipping activities by the general public and severe speculation at the same time. The vast 

majority of shareholders with tiny allocations have the incentive to sell immediately to 

capture quick profits. However, speculators are motivated to exploit the free fluctuation 

feature that will not be available the next day.  

 

Finally, the oversubscription percentages of the GCC IPOs also reveal similar large 

variations, which in large part reflect the differences in openness to foreign investors. The 

Saudi Arabian market is still closed to foreign investors. 

                                                           
11

 For example, in Saudi Arabia, IPO shares from the second day are restricted by 10% up or down. In the Dubai 

financial market, this restriction is 15% and it is determined regularly based on the companies’ trading activities.    
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Table 5.1 

The GCC Stock Exchange Markets and IPO Summary Statistics 

 
This table reports summary statistics for the six countries of the GCC. Panel A shows the official name of each country’s stock exchange, the number of listed 

companies, the market capitalization as of the end of 2010 and the equivalent exchange rate between the currency of each country and the $US. Panel B shows the 

number of IPOs that took place between 2003 and 2010 in each country. Gross proceeds are the aggregated amount of capital raised by the IPOs in each country, 

reported in $US. The number of shares is the average number of shares offered by all IPOs in each country. Over-subscription is the total capital offered from subscribers 

divided by the capital requested by the IPO, expressed as a percentage. 

      

                                              Panel A: Statistics for the GCC stock exchange markets  

  
Country Stock exchange market No. listed firms Market Cap. ($US billion)    Exchange rate ($US1)  

Saudi Arabia Tadawul 146 353.4 3.7 SAR 

Kuwait Kuwait Stock Exchange 230 36.3 0.29 KWD 

Qatar Qatar Stock Exchange 42 122.1 3.6 QAR 

Bahrain Bahrain Stock Exchange 50 20.9 0.37 BHD 

U.A.E (Dubai) Dubai Financial Market 77 54.2 3.6 AED 

U.A.E (Abu Dhabi) Abu Dhabi Securities Exchange 68 78.8 3.6 AED 

Oman Muscat Securities Market 126 20.3 0.38 OMR 

                                                  Panel B: IPO summary statistics in the GCC region categorized by country   
 

Country No. IPOs Gross proceeds ($US million) No. Shares (million) Over-subscription (%)  

Saudi Arabia 76 25,759.2 63 608 

 Kuwait 9 1,587.4 384.8 596 

Qatar 12 4,807.8 130.7 775 

 Bahrain 7 1,592.7 119 1240.7 

U.A.E 24 6,098.3 919 10,566 

Oman 11 16,067.5 714 19,832 

Total 139 55,913 62 1157 
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5.3 Data and Methodology 

5.3.1 Data Sources 

To locate all IPOs in the GCC, the GCC stock exchange markets and the capital market 

authorities for each country were inspected in order to identify newly listed companies. The 

sample is composed of 139 initial public offerings made in the six GCC countries between 

2003 and 2010. Of the 139 offerings, 76 IPOs are listed on the Saudi stock exchange 

(Tadawul), 9 on the Kuwait stock exchange, 12 on the Qatar stock exchange, 7 on the 

Bahrain stock exchange, 10 on the Abu Dhabi stock exchange, 14 on the Dubai financial 

market and 11 on the Omani Muscat stock exchange. The sample is unbalanced, with the 

majority of sampled IPOs coming from Saudi Arabia and the Emirates. Moreover, it was 

necessary to drop 5 IPOs from the sample because no long-run performance data were 

available. Therefore, the analysis of long-run performance relied on data from 134 IPOs.  

 

Each individual stock exchange is used as the benchmark for the corresponding IPOs. 

Therefore, Saudi IPOs were matched with the Saudi Tadawul All Share Index (TASI), Dubai 

IPOs with the Dubai financial general index and so on for all other markets. Where 

applicable, index values were gathered from the stock market itself. When such data were not 

available, such as for Bahrain and Qatar, the data were purchased from the Zawya database, 

which provides information on the GCC and other Middle Eastern market indices.  

 

The Zawya database also contains information on IPO oversubscription percentage, 

issue size, date of issue and retained ownership. Where possible, the data were double-

checked for accuracy with each IPO’s disclosed prospectus. The prospectuses of the Kuwaiti 
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IPOs could not be traced despite several attempts to obtain the data
12

. Thus, the research 

relies on the Zawya database for information on the Kuwaiti IPOs. Figure 5.1 illustrates the 

distribution of the 139 IPOs occurring in the GCC by the year of issuance. The distribution 

shows that the number of IPOs peaked in 2007 (38 IPOs). Therefore, the period between 

2005 and 2008 was classified as the hot issues market; approximately 75% of the sample 

went public during these four years.  

 

Figure 5.1 

Distribution of IPOs in the GCC Region between 2003 and 2010 

 

 
 

5.3.2 Underpricing Measures 

The IPO raw initial return (underpricing) is conventionally calculated by taking the 

difference between the IPO listing day closing price and the IPO subscription offer price as 

follows: 

                                                           
12

 It seems that the difficulty in obtaining data from Kuwait is due to the lack of supervision by an independent 

authority. Unlike other GCC markets, which are supervised by independent regulatory authorities, the Kuwaiti 

stock exchange is managed by itself. 
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(5.1) 

where    is the closing price of the IPO in the listing day and    is the offer price of the IPO. 

 

The initial market-adjusted return is calculated as the difference between the initial raw 

return of the IPO and the return on the corresponding index for the period from the IPO 

subscription closure to the listing day. Therefore, the Saudi IPOs are matched with the Saudi 

general market index and the Emirati IPOs with the Emirati general market index and so on 

for all six countries. The market-adjusted return is computed as follows: 

      =       -         (5.2) 

where      is the raw return on the IPO on the listing day and        is the return on the 

market index for the corresponding period. Hence, the underpricing for a group of IPOs is 

calculated as: 

                          
 

 
∑      

 
      (5.3) 

 

where n is the number of IPOs included in the sample. 

5.3.3 Underpricing Theoretical Framework and Measurements 

Regulators in the GCC exert strong control over all parties involved in IPOs. This thesis 

classifies IPO parties into five categories: 

 The market regulator: the capital market authority that supervises the IPO 

process and the stock market;  

 The issuer: the company offering shares; 
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 The underwriter: the banker marketing and selling the IPO shares; 

 Flippers: the general public shareholders that receive allocation;  

 Speculators: the market participants buying on the listing day.   

 

Different parties have different objectives. The objectives of the regulator can vary 

according to country and governmental policy, and can include enhancing the capital market 

efficiency by increasing the number of listed firms or improving the distribution of wealth. 

The objective of the issuer is to maximize proceeds and establish a market price for its stock 

(see Pagano, Panetta and Zingales, 1998 for a complete discussion of IPO issuers’ 

motivations to go public). The underwriter’s goal is to obtain the service fees or the 

commissions from the issuer by marketing the shares and guaranteeing subscription coverage. 

Flippers are rational public shareholders receiving small allocations that do not encourage 

long-term investment. This study classifies them as rational investors because they buy shares 

only at the offer price and sell them higher on the listing day to capture quick profits. Those 

flippers are then out of the market, perhaps waiting for another IPO. Finally, speculators are 

the irrational investors who join on the listing day to buy shares from flippers, and then start 

selling those shares to each other. The existence of speculators is important from the 

regulatory point of view because flipping activities once the market opens require a demand 

that can hold the excess supply. One way to achieve this objective in the GCC is to give the 

listing day a unique feature of open fluctuation.     

 

In general, most existing theories based on asymmetric information are irrelevant in this 

framework because no single group in the GCC is better informed than the others. IPO shares 

are distributed fairly, where all subscribers have the opportunity to receive an equal quantity. 

The first theory considered in this essay in relation to this study is Rock’s (1989) winner’s 
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curse theory. Rock proposes a model based on the assumption that one group of investors has 

superior knowledge compared with the issuer and other investors. In this sense, this powerful 

group is expected to participate only in hot issues and abstain from other less attractive 

offerings. In contrast, the less informed groups would participate in all offerings both hot and 

cold, with the result that they earn only a nominal return. Koh and Walter (1989) find support 

for the winner’s curse argument, based on available rationing information from Singapore. 

Although this theory is widely cited and used in the literature, especially in markets where 

underwriters guard the information regarding the allocation of shares, this scenario is not 

possible in the GCC because informed and uninformed investors receive the same treatment. 

In the GCC, the general public is the main target for IPOs. Therefore, the only way to obtain 

the desired quantity of shares is to buy them at market. Therefore, the winner’s curse 

assumption is irrelevant in this market-place.  

 

Another theory based on asymmetric information is the signalling theory, which 

suggests that issuers are better informed than the other parties. Thus, high quality issuers 

deliberately underprice their shares to distinguish themselves from the pool of low quality 

issuers. However, these high quality issuers may return to the market at a later stage to 

conduct a follow-on offering to recoup the earlier capital sacrifice. Welch (1989) finds that 

issuers go public with the intention to conduct follow-on offerings.   

 

Despite its plausibility, the signalling theory is also not valid in the GCC region. Most 

issuers have priced their shares far too expensively, and it is hard to believe that such issuers 

have any intention of leaving money on the table. In other words, signalling models cannot 

explain underpricing of above 200%. As Ritter and Welch (2002) ascertain, it is not clear 

why issuers do not signal their quality by donation or another method. Another important 
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point here is that this dataset contains a large number of IPOs that are under-establishment 

companies in which both issuers and investors subscribe together to raise the required capital 

for operation. As these IPOs are not even companies at the time of the offering, signalling 

models cannot explain the underpricing in the GCC. 

  

The Benvensite and Wilhelm (1990) book-building theory suggests asymmetry between 

the underwriter and the issuer, with the underwriter possessing superior knowledge to the 

issuer. This is a logical argument given the information that the underwriter can obtain during 

the IPO pricing negotiation with potential investors. However, all book-building theories 

naturally fail when a fixed-price offering mechanism or another method is used. In this 

present sample, the majority of IPOs are preannounced fixed-price offerings, with very few 

book-built offerings beginning early in 2008. Therefore, the book-building theories are 

disregarded in seeking an explanation for the underpricing in the GCC.  

 

The Ljungqvist (2007) institutional explanation of underpricing appears to fit best. The 

institutional framework in the GCC region is unique compared with that of other countries. 

IPO shares are distributed equally among subscribers, which creates severe herding and 

rationing. Additionally, IPO shares are only open for free fluctuation on the listing day, while 

the movement is restricted from the second day onward to a certain percentage up or down. 

In other countries with restrictions on the fluctuation, such as in Finland some years ago, 

these restrictions also apply to IPOs. This unique policy encourages both speculation and 

flipping activities at the same time. Flippers of IPO shares (the general public) with very 

limited allocations have incentives to sell immediately to capture profits, whereas speculators 

have a golden opportunity of free fluctuation that will not be available at a later time. 
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Additionally, those speculators have a loss limit of 10% per day if they are caught with high 

priced shares on the listing day. Therefore, this limitation percentage acts as price protection. 

 

Theories based on symmetric information such as the insurance (legal liability) theory 

of Tinic (1988) do not apply in the GCC region due to the weak legal framework that 

characterizes the stock markets in most developing countries. In other words, investors 

cannot sue the issuer in case of overpriced IPOs. Therefore, this explanation is rejected in the 

case of the GCC. 

 

Based on the discussion so far, an attempt is made to explain underpricing using four 

major factors. The first factor is the firm’s characteristics, meaning the size and type of the 

IPO firm. IPO characteristics have been always used in the literature to proxy the ex-ante 

uncertainty explanation of underpricing (Beatty and Ritter, 1986). However, these remain 

proxies and not direct measures. Large and old IPOs typically should be underpriced less, 

while small and new IPOs require greater underpricing. In other words, large and old IPOs 

could have a lower degree of underpricing because they have a larger quantity of shares and 

their shares have been priced initially more expensively. In the GCC, established IPOs are 

priced much higher than the new under-establishment IPOs.  

 

The second factor that could explain the underpricing in the GCC is the subscription 

period outcome. This is linked to the degree of demand for the IPO shares and the degree of 

rationing. According to the economic law of supply and demand, it is logical to expect 

greater underpricing for IPOs with stronger demand and rationing. Fishe (2002) states that if 

there is sufficient excess demand at the offer price to absorb the shares of flippers, the after-
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market price is likely to rise. Agarwal, Liu and Rhee (2008) find that the underpricing 

magnitude in Hong-Kong is associated with the level of demand in the pre-listing period.  

 

The third factor is the investors’ behaviour during the listing day, and this factor is 

actually the most important. On the listing day, subscribers (flippers) become the only 

suppliers because other non-offered shares are locked-up for some time (often 6 months). 

Therefore, if those flippers choose to hold onto their shares, no trading will occur at all. 

However, the evidence suggests that an enormous amount of trading occurs on the listing 

day, far more than any other trading day. This strong trading suggests the existence of both 

sellers (flippers) and buyers (speculators). It is expected that both variables will be strongly 

associated with the degree of underpricing. However, it is vital, to note that the sign of the 

relationship is not as important as the association itself, as is examined in the cross sectional 

variation between IPOs. In fact, the expected signs for both variables are negative because 

IPOs that are more frequently flipped and speculated should be underpriced to a lower 

degree. The situation of the strong flipping and speculation reflects the degree of the 

matching between available buyers and sellers on the listing day and liquidity. 

 

The last factor that could explain underpricing is the market conditions, in terms of 

whether the market in general is in a hot or cold year, and the market sentiment during the 

subscription period from the beginning of subscription to the admission day. Therefore, the 

following hypothesis regarding GCC underpricing is made: 

 

Hypothesis 5.1: Underpricing in the GCC can be explained by the four major factors 

of firm characteristics, subscription period outcome, listing day investor behaviour and 

market conditions. 
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Therefore, underpricing becomes a function of four factors as follows: 

              (
                                                 
                                               

) 
(5.4) 

 The impact of firm characteristics through the size (large vs. small) and type of the 

company (established vs. under-established) is measured. Subscription period outcome in the 

GCC is mainly determined by the degree of demand, which leads to the rationing of shares. 

Rationing of shares can be measured by the level of oversubscription (demand for IPO 

shares) and allocation. Listing day investors’ behaviour is measured from both the 

subscribers (flippers) and the speculators. Market conditions are measured by differentiating 

between hot and cold years and by adjusting the raw returns according to the market index. 

Thus, the following cross-sectional regression is proposed: 

 

 

                         +         +              +              

+                +             +        + ε 

(5.5) 

 

Here, the dependent variable ‘underpricing’ represents the returns adjusted by the 

market index. Size is the natural logarithm of either the IPO authorized capital or the number 

of offered shares. The use of gross proceeds is avoided because of the high valuation given to 

some companies. Type is a dummy variable that takes on 1 for under-establishment IPOs and 

0 otherwise. Ownership represents the shares held by the original owners. Rationing of IPO 

shares is measured by either the oversubscription or the allocation of shares to individuals. 

IPO shares are distributed in an even-handed manner in the GCC, so the oversubscription and 
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the number of shares allocated reflect the degree of demand and the subsequent rationing of 

shares. These variables are measured as follows: 

                                         =   
       

     
 (5.6) 

                              
         

       
 

(5.7) 

where COS is the capital offered by subscribers to the IPO, C is the capital requested by the 

IPO (gross proceeds), NOSH is the number of shares offered by the IPO and NOS is the 

number of subscribers that applied to buy IPO shares.  

The measure of speculation on the IPO is constructed as follows: 

                {(
      

         
)   (

∑     
  
   

  
∑    

         
  

)} 

 

(5.8) 

where        is the volume of the IPO on the listing day,           is the total market volume 

on the listing day, 
∑     

  
   

  
 is the average daily volume of the IPO during the first month of 

trading, excluding the listing day volume, and 
∑    

         

  
 is the average daily market volume 

during the first month following IPO admission, excluding the market volume on the listing 

day. Thus, speculation is measured as the difference between the ratio of the IPO volume to 

the total market volume on the listing day and the ratio of the average IPO volume for the 

remaining days of the month to the average total market volume over the same period. The 

flipping degree is measured by the following ratio: 
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(5.9) 

where        is the trading volume of the IPO on the listing day, and 
∑     

  
   

  
 is the average 

IPO volume during the first month of trading, excluding the listing day volume. Thus, 

flipping is expressed as the ratio of the total volume of an IPO on the listing day to the 

average volume of the IPO for the subsequent 21 business days, excluding the listing day. 

Finally, ‘hot’ is a dummy variable that takes on 1 for companies that went public between 

2005 and 2008 and 0 for other years. 

 

5.3.4 Aftermarket Performance Measures 

There is no consensus regarding which measure is best for long-run IPOs performance. 

As Barber and Lyon (1997) document, cumulative abnormal returns (CARs) are biased 

predictors of buy-and-hold abnormal returns (BHARs)
13

. Therefore, this study tends to use 

cumulative abnormal returns, buy-and-hold returns and the wealth relatives. Following Ritter 

(1991) and Levis (1993), this study defines long-run performance as one-, two- and three-

year of IPO performance post-listing, excluding the initial returns. Therefore, the aftermarket 

period includes 12, 24 and 36 months, where a month is defined as 21 business days 

following the IPO listing day. Monthly market-adjusted returns (MARs) are defined as the 

                                                           
13

 Barber and Lyon also find that CARs yield positively biased test statistics, while BHAR yields a negatively 

biased test statistic. They also discuss various issues regarding the new listing bias, rebalancing bias and 

skewness bias. 
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month t return on an IPO minus the monthly return on the matching market index for the 

corresponding 21-business-day period, as follows
14

: 

                                         (5.10) 

where        is the raw return of an IPO for the aftermarket month t and          is the 

raw return on the market index for the corresponding month t. The average market-index-

adjusted return on a portfolio p of n IPOs for the event month is the equally weighted 

arithmetic average of the market-index-adjusted returns: 

                      
 

 
 ∑         

 
      (5.11) 

Hence, the cumulative market-index-adjusted aftermarket performance from event 

month s to event month e is the summation of the average market index-adjusted returns: 

                                 ∑    
 
     (5.12) 

The cumulative average returns (CARs) over one-year, two-year and three-year periods 

are individually computed. As an alternative to the CARs method, which assumes monthly 

portfolio rebalancing, also considered are the one-year, two-year and three-year buy-and-hold 

returns as: 

                     [∏          
       
      ]             (5.13) 

where BHR represents the raw buy-and-hold returns on the IPO in event month t. This 

measures the total returns from a buy and holds strategy, where an IPO is bought at the 

closing price of the second day of listing and held until either the first-year, second-year or 

                                                           
14

 While the use of matching firms would be a better matching strategy, this is not possible in the GCC due to 

the limited number of listed companies. In some extreme situations, IPOs represent the whole industry, such as 

the insurance industry, in Saudi Arabia. 
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third-year anniversary or its last day of trading, whichever comes first. For a group of IPOs, 

Ritter (1991) and Levis (1993) are followed with the wealth relative defined as: 

    

   (
∑         

 
     

 )

        (
∑           

 
         

 ) 

 

 

(5.14) 

If the wealth relative returns a result greater than 1, this indicates that IPOs have 

outperformed the benchmark, while a result less than 1 indicates the opposite (IPOs 

underperformed the market benchmark). 

 

5.3.5 Aftermarket Performance Theoretical Framework      

The aftermarket performance of IPOs is a highly complicated function involving 

several issues. Contrary to the underpricing phenomenon, which has been the subject of a 

considerable amount of research, aftermarket performance has received less attention. Part of 

the reason for this obstacle is the lack of observed variables that can be used to examine 

aftermarket performance. Furthermore, many other issues arise over the long-run such as the 

expiration of the lock-up period and the variability of company operating performance.  

 

In general, two major explanations have been proposed in the literature to explain the 

IPO aftermarket performance. The first explanation is the divergence of opinions explanation 

proposed by Miller (1977). Miller proposes that investors tend to be over-optimistic initially 

regarding the value of the IPO, which drives the price up. Over time, as the difference of 

opinions decreases, the IPOs price declines to the intrinsic value causing poor long-run 

performance.  
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The second explanation for poor-long run performance is offered by Schultz (2001). 

Schultz suggests that the majority of IPOs are those poor IPOs that came late to the market in 

response to the success of a few other IPOs. As these late IPOs compromise the bulk of the 

IPO sample, they make the overall performance of the IPO pool appears to be poor. However, 

the evidence in the literature does not offer much support for this explanation given that the 

poor long-run performance of IPOs is evident, even when some studies measure IPOs over 

different time periods and weight them equally (Ritter and Welch, 2002).   

 

Another set of authors attempt to link the long-run performance with IPO operating 

performance. For example, Jain and Kini (1994) and Mikkelson, Partch and Shah (1997) 

measure the operating performance of a sample of U.S. IPOs and find that the IPOs operating 

performance declines after the IPO compared to the pre-IPO accounting performance. 

 

In this study, the analysis of long-run performance is restricted to the Saudi IPOs for 

consistency with the underpricing data. The aftermarket performance relative to both the 

offering price and the listing day closing price is examined. This is an essential issue in 

understanding long-run IPO performance. Investigating the performance based on the listing 

day closing price takes on the speculators’ point of view and ignores the issuers’ and 

subscribers’ points of view. Therefore, this section tackles two major questions. First, are 

IPOs as underpriced over the long-run as they are on the listing day? Second, can 

underpricing determinants explain long-run returns in the same way as they explain short-run 

returns?  
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Another important element of the GCC is the restrictions on fluctuations imposed on 

the IPOs beginning on the second day. As explained earlier, this acts as a barrier or a 

protection against a price decrease. Therefore, the following hypothesis regarding the 

aftermarket performance relative to the offering price is formulated: 

 

Hypothesis 5.2: IPOs are underpriced in the long-run relative to the offering price as 

much as on the listing day. 

The IPO returns are measured by comparing the offering price to the price on the 

second day, one-week, one-month, six-months and one-year after the IPO. Therefore, the 

return for each period is calculated as follows: 

       
         

  
     

t= 2,5,21,126,252                                     (5.15) 

where     is the IPO share price on day 2, 5, 21, 126 or 252;     is the IPO offer price. 

These returns are all adjusted according to the market index for the corresponding period.  

 

Similarly, the returns from the first day closing price are calculated as follows: 

       
         

  
     

t = 2,5,21,126,252                                    (5.16) 

 where     is the IPO share price on day 2, 5, 21, 126 or 252;    is the IPO listing day 

closing price. These returns are all adjusted with the market index for the corresponding 

period. 
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Following, the same underpricing model proposed earlier is employed in order to 

examine whether the determinants are still capable of explaining the returns beyond day one. 

Thus, the model is as follows:  

                     +    Adj +         +         +              

                                       +               +             +        + ε 

(5.17) 

 

In this model, the dependent variable is the aftermarket performance relative to the 

listing day closing price. This captures the adjusted returns in the second-day, one-month and 

one-year after the IPO. The independent variables are the same as those explained in equation 

5.5. Only the adjusted underpricing (Adj) is added as another explanatory variable. Aggarwal 

and Rivoli (1990) postulate that the IPO market is inefficient in valuing shares and that the 

underpricing is a result of overvaluation in the early stage, which diminishes overtime. 

Consistent with the overvaluation theory, the fads hypothesis of Shiller, 1990 and; DeBondt 

and Thaler, 1985 suggests that the greater the initial returns of IPOs the greater the poor 

performance over the long-run. This careful assessment of the determinants over time could 

help to understand how the association between variables changes over time.  

 

Ritter (1991) finds that large IPOs tend to perform better than small, speculative IPOs. 

Therefore, the offer size is included to control for any variation. Also the type is added to 

control for the variation between companies with operating histories and those without. 

Furthermore, the rationing of IPO shares that occurs during the subscription period is 

included. The investor behaviour of both flippers and speculators are key determinants of 

underpricing and the same impact is expected over the long-term, but it is expected to be 
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rather less powerful. Finally, to distinguish between hot and cold IPOs, the hot dummy 

variable that takes on 1 for the hot years and 0 otherwise is included. 

 

5.4 Empirical Results 

5.4.1 Underpricing in the GCC 

Panel A of Table 5.2 reports the raw and market index adjusted underpricing for the 

139 IPOs in the six countries of the GCC between 2003 and 2010. The results show that the 

underpricing varies from one country to the next, in line with evidence from the rest of the 

world. The U.A.E. has the largest raw and adjusted underpricing at 288.6% and 270.10%, 

respectively. Saudi Arabia has the second largest adjusted underpricing at 265.5%. Kuwait 

and Qatar exhibit similar results, with significant underpricing of over 200%. However, the 

underpricing in these four countries is lower than that observed in China. Ritter (2011) 

documents underpricing in China, with a maximum average of 600% in 1990 and a minimum 

average of 40% in 2010. In contrast, Oman and Bahrain show only moderate degrees of 

underpricing of 50 and 24.4%, respectively. The last row of the table reports the underpricing 

for the whole sample of 139 IPOs in the GCC. GCC IPOs are underpriced by 234.3% (raw) 

and 227.4% (adjusted). Al-Hassan, Delgado and Omran (2010) report 290% underpricing for 

47 IPOs in the GCC. 

 

To investigate the pattern of initial returns over time, Panel B of Table 5.2 reports the 

underpricing for each of the eight years under consideration. The results indicate large year-

to-year variations in average underpricing. The largest underpricing is documented during the 

hot issue years of 2005 and 2007 (347.47% and 303.2%, respectively). In 2006, the 

underpricing declined to 172.3%, which can be attributed to the major corrections that 
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occurred in the region that year. Underpricing is moderate in other years, with 2010 reaching 

a low of only 62.6%. These results are in line with the U.S.-based findings that there is a 

positive relationship between the volume of issues and underpricing. Moreover, Chinese 

IPOs underpricing was highest during the hot issue years as documented by Ritter (2011), 

and has declined to a minimum in recent years. Appendix A5.1 reports the underpricing for 

each country across time. 

 

In Panel C, the GCC IPOs are split into established IPOs with an operating history and 

under-establishment IPOs with no operating history. Consistent with Beatty and Ritter’s 

(1986) concept of ex-ante uncertainty, but with different interpretation the findings show that 

the under-establishment IPOs were underpriced by 345.42%, a figure much larger than the 

104.08% underpricing for the established IPOs. This is interpreted this as meaning that 

under-establishment IPOs have been offered initially at lower prices than established IPOs; 

thus they show larger underpricing.  

 

Finally, Panel D reports detailed statistics for the underpricing of GCC IPOs. The mean 

and median underpricing are clearly skewed. Therefore, the median adjusted underpricing of 

112.42% is more representative of the level of underpricing. The maximum and minimum 

underpricing figures are extreme at 1767.6% and -37.5%, respectively. Approximately 25% 

of the sample has been underpriced by more than 290%, and 25% of the sample was 

underpriced by 35%. Appendix A5.2 reports the raw and adjusted underpricing for the entire 

sample for each company categorized by the country.  
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Table 5.2 

Raw and Market Index Adjusted Initial Returns for 139 Initial Public Offerings  

Made between 2003 and 2010 in the GCC 

 

Raw return is calculated as 
                                                  

                      
      Market-adjusted return is calculated by taking the difference between the raw 

return and the return on the market index for the period from the closure of subscription to the listing day. Panel A shows the unadjusted and adjusted 

underpricing categorized by country and the number of IPOs. The last row reports the results for all GCC IPOs. Panel B categorizes the underpricing by the year 

of issuance. In Panel C, the underpricing results are reported based on the type of IPO, with 68 established IPOs and 71 under-establishment IPOs. Panel D 

shows distributional statistics for the 139 IPOs. 

 

Panel A: Underpricing  of 139 IPOs in the GCC made between 2003 and 2009 categorized by the country of issuance 

Country Number of IPOs Raw underpricing (%) Adjusted underpricing (%) 

Saudi Arabia 76 264.5 265.5 

Kuwait 9 229.9 182.6 

Qatar 12 225.1 215.1 

Bahrain 7 25.5 24.4 

United Arab Emirates 24 288.7 270.1 

Oman 11 53.1 49.6 

GCC 139 234.3 227.4 
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Panel B: Underpricing of 139 IPOs in the GCC made between 2003 and 2010 categorized by the year of issuance 

Year Number of IPOs Raw underpricing (%) Adjusted underpricing (%) 

2003 2 138 125.8 

2004 6 163.9 146.3 

2005 22 379.1 347.5 

2006 19 170.7 172.3 

2007 38 308.7 303.2 

2008 25 201.9 196.5 

2009 13 178 188.1 

2010 14 61.1 62.6 

Total 139 234.3 227.4 

 

         Panel C: Underpricing of 139 IPOs in the GCC made between 2003 and 2010 categorized by the type of IPO 

Type Number of IPOs Raw underpricing (%) Adjusted underpricing (%) 

Under-establishment IPOs 71 353.1 345.3 

Established IPOs 68 110.1 104.1 

Total 139 234.3 227.4 

 

                   Panel D: Underpricing  statistics for 139 GCC IPOs made between 2003 and 2010 

   Statistic measure Mean 25
th

  percentile Median 75
th

  percentile Max Min Std. Dev t-Stat 

Raw underpricing (%) 234.3 33.7 110 324.7 1770 -27.5 307.9 8.97*** 

Adjusted underpricing (%) 227.4 34.7 112.3 293.6 1767.6 -37.4 298.4 8.97*** 
t-Statistic indicates that the mean return equals zero. 

*** Significance at the 1-percent level.
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5.4.2 Underpricing Explanations 

Table 5.3 reports the estimates of equation.5.5. As hypothesized, underpricing is a 

function of four major factors: (1) firm characteristics, (2) subscription period outcome, (3) 

investors’ behaviour and (4) market conditions. Focusing first on firm characteristics, it is 

found that the size of the IPO is negatively associated with the underpricing, in that large 

IPOs generally have lower degrees of underpricing. This is consistent with the ex-ante 

uncertainty explanation of Beatty and Ritter (1986). However, the explanation for this is 

linked to the fact that large IPOs have a greater supply of shares, which of course leads to 

lower underpricing, according to the economic law of supply and demand. Additionally, the 

under-establishment IPOs without operating histories exhibit greater underpricing than the 

established IPOs. These variables are significant at the 1% level as shown by the univariate 

and several multivariate cross-sectional models. On the contrary, shares held by the original 

owners as measured by ownership did not show any explanatory power. 

 

Focus on the impact of the subscription period follows. It is found that both the level of 

subscription (oversubscription) and the distribution of shares (allocation) are significantly 

linked with underpricing. IPOs that received more capital during the subscription (larger 

demand) show greater underpricing. Additionally, IPOs that distributed more shares to 

investors (large supply) show lower underpricing. Actually, both variables reflect the degree 

of rationing of IPO shares. Oversubscription reflects the degree of demand, while the 

allocation reflects the degree of supply. Thus, high demand leads to a high price, while high 

supply leads to a lower price.  
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This is a unique feature of markets in which the allocation of shares is determined in a 

pro-rata even-handed policy. This is different from the discretionary policies applied in some 

industrial economies such as the U.S. where underwriters can allocate shares in a 

discriminatory way to favour their clients. Such methods of allocation are not available in 

most countries (Ljungqvist and Wilhelm, 2002; Ritter and Welch, 2003). 

 

Most importantly, the impact of the investors’ behaviour on underpricing is 

investigated. The results show that both speculators and flippers are key players in 

underpricing. As expected, the sign of the relationship is negative. In fact, the model 

represents a cross-sectional analysis in which IPOs that experienced more flipping and 

speculation activities should provide lower underpricing. Therefore, the observed association 

proves more interesting, regardless of the sign. As hypothesized, both flippers (the sellers on 

the listing day) and speculators (the buyers on the listing day) exert significant impacts on 

underpricing.  

 

Finally, the market conditions variable suggests that IPOs which went public during the 

hot years have greater underpricing than other IPOs. One noteworthy observation is the 

explanatory power of the framework. For example, model 4 exhibits a 55% explanatory 

power with all variables being significant and providing the expected signs. Therefore, the 

overall conclusion is in line with Ritter and Welch (2002), who explain that underpricing is 

not a question of which theory is right or wrong, but rather the relative importance of several 

theories. Thus, underpricing in the GCC is a governmental strategic choice used to achieve 

several goals at the same time. One goal is to distribute wealth among the citizens and 

another is to increase the efficiency of capital markets by increasing the number of listed 

companies. 
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Table 5.3 

Pooled OLS Models Explaining Underpricing  
The sample contains 61 IPOs made between 2003 and 2010. This table presents the underpricing determinants as a function of (1) firm characteristics, (2) subscription period outcomes, (3) investors’ behavior and 

(4) market conditions.               (
                                                  
                                                

). Size is either the natural logarithm of the IPO authorized capital or the number of shares in offer. Type is a 

dummy variable that takes 1 for under-establishment IPOs and 0 otherwise. Ownership represents the shares held by the original owners (%). Oversubscription as a percentage is the total capital offered by 

subscribers divided by the gross IPO proceeds. Allocation is the number of shares distributed to individual subscribers. Speculation is the change between the ratio of IPO volume to market volume on the listing 

day and the ratio of IPO monthly average volume to the monthly average market volume, excluding the first day. Flipping expresses the ratio of IPO volume on the listing day relative to the monthly IPO average 
volume, excluding the listing day. Hot is a dummy variable that takes on 1 for the hot years between 2005 and 2007 and 0 otherwise. In model 4, the speculation variable transforms from a ratio into a difference. 

*, **, *** Significant at the 1, 5 and 10 percent levels, respectively. 

Variable  Univariate Model 1 Model 2 Model 3 Model 4 Model 5 

Intercept 

 

1339.4** 803.4 298.5*** 199.3* 1444.9*** 

Firm characteristics (1) 
     

 Size (Authorized Capital) -151.5*** -145.4*** 

   
-184.2*** 

Size (Offered Shares) -176.1*** 

 

-97.7 

   Type  363.6*** 214.4*** 366.3*** 320.5*** 242.6*** 234.5*** 

Ownership (Held shares %) -3.3 
    

-1.37 

Subscription period outcome 

(2) 
      Oversubscription (%) 14.3** 21.3** 

  

22.2** 15.05 

Allocation -5.1** 

 

-2.2 -6.4*** 

  Investors behaviour (3) 

      Speculation -19.8** -18.6*** 

 

-25.1*** -488.8** 

 Flipping -14.2** 

 

-10.4* 

 

-25.6*** -34.37*** 

Market conditions (4) 

      Hot  175.1** 170.1*** 155.1** 132.7** 143.2** 

 f –Stat 

 

15.1*** 12.4*** 14.3*** 15.3*** 13.5*** 

Adjusted R
2
 

 

0.54 0.43 0.47 0.55 0.51 
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5.4.3 Aftermarket Performance using CARs and BHRs 

Table 5.4 provides monthly average adjusted returns (ARs) and cumulative average 

benchmark adjusted returns (CARs) for 134 IPOs in the GCC between 2003 and 2010, 

excluding the initial returns. The equally weighted CARs at months 12, 24 and 36 are -

1.85%, 11% and 3.14%, respectively. Therefore, an equal investment in each of these IPOs 

would have resulted in a gain of 3.14% over the value of the initial portfolio within a three-

year period. In contrast to IPOs in the U.S., U.K. and Australia, the GCC IPOs outperformed 

their market benchmarks.  

 

The results show significant fluctuation, which can be attributed to the state of financial 

markets all over the world during this decade. In fact, the study period coincides with a major 

financial crisis. The study period begins in 2003 with booming capital markets in the GCC 

which were mainly driven by the rise in oil prices. In 2006, GCC markets experienced major 

corrections, especially the Saudi and Emirati markets. One year later, the global financial 

crisis occurred, putting significant downward pressure on the GCC markets, as it has on their 

counterparts all over the world. Eighteen months (half the time period, 3 years) of the 

monthly average adjusted returns are positive, indicating that GCC IPOs generally perform 

better than their market indices.  
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Table 5.4 

Aftermarket Performance of 134 IPOs made in the GCC between 2003 and 2010 

Monthly average returns (ARs) and market index-adjusted cumulative returns (CARs) are computed over 36 

months. Monthly return is defined as the monthly return on an IPO minus the monthly return on the 

corresponding benchmark. A month is defined as 21 successive business days following the issue, excluding the 

initial returns. The t-statistic is computed for each month as ARt * √ t / SDt, where ARt is the average monthly 

adjusted return for month t, nt is the number of observations in month t and SD is the cross sectional standard 

deviation of the adjusted returns for month t.    

Month  Number of IPOs AR (%) t-stat CAR (%) 

1 134 -1.73 -0.65 -1.73 

2 133 0.94 0.64 -0.78 

3 131 1.48 1.03 0.70 

4 130 0.98 0.49 1.69 

5 127 -0.59 -0.50 1.09 

6 127 -0.90 -0.85 0.19 

7 126 -1.74 -1.93 -1.55 

8 126 -0.857 -0.63 -2.41 

9 123 -0.90 -0.79 -3.31 

10 122 -1.58 -1.56 -4.90 

11 121 2.79 1.68 -2.11 

12 121 0.25 0.18 -1.85 

13 112 -2.68 -3.07 -4.54 

14 112 0.37 0.31 -4.17 

15 112 1.30 0.90 -2.86 

16 111 3.06 1.69 0.19 

17 111 2.34 1.85 2.54 

18 110 3.80 2.36 6.34 

19 110 2.10 1.62 8.45 

20 110 2.06 1.41 10.51 

21 110 -0.27 -0.23 10.23 

22 109 0.39 0.31 10.63 

23 109 0.33 0.30 10.97 

24 109 0.01 0.01 10.99 

25 85 0.67 0.60 11.66 

26 84 0.38 0.24 12.05 

27 84 -0.83 -0.61 11.21 

28 82 0.02 0.01 11.23 

29 81 -0.32 -0.32 10.91 

30 81 0.09 0.07 11 

31 81 -2.55 -2.73 8.45 

32 79 -1.71 -1.45 6.74 

33 78 -1.69 -1.54 5.05 

34 78 -0.03 -0.02 5.02 

35 77 -1.10 -0.99 3.92 

36 77 -0.77 -0.69 3.14 
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Figure 5.2 plots two series of the cumulative raw and cumulative market index adjusted 

returns (CARs) for a portfolio of 134 GCC IPOs, excluding the initial returns. Following the 

average underpricing of 234.27%, the average monthly raw returns vary between -4.5% and 

8.5%. The cumulative average raw return peaks at 6.12% in month 31. This increase can be 

associated with the hot issue market that took place in the GCC region between 2005 and 

2007. When these monthly raw returns are adjusted to the appropriate GCC country index, 

the monthly averages vary between -2.69% and 3.7%. The adjusted CARs peak at 12.1% in 

month 27.  

 

This result reflects the fact that GCC IPOs outperformed their benchmarks using the 

CARs measure. The figure also shows that GCC IPOs outperformed the GCC indices across 

all three years post-listing. The figure clearly shows the high level of volatility, different from 

the patterns observed in other countries such as in the U.S. and Australia. This variation 

appears to result from the volatility in the global financial markets during the GFC.  

Figure 5.2  

Cumulative Average Returns for an Equally-Weighted Portfolio of 134 IPOs made in 

the GCC between 2003 and 2010, with Monthly Rebalancing 

Two series are plotted for the 36 months excluding initial returns: 1) raw returns and 2) market index-adjusted 

returns. 
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Table 5.5 shows distributional statistics over the one-, two- and three-year windows for 

aftermarket performance of all IPOs in the GCC, commencing from the second day of listing. 

The mean and median for all three sets of results are negative and again there is a tendency 

for the decline to increase in magnitude over time. By the third year anniversary, GCC IPOs 

have a mean return of -21.09% and a median return of -63.98%. This is consistent with 

observations from other markets.  

 

Approximately 25% of the sample, however, shows positive returns over the first and 

second year of trading. The maximum return of 257.41% belongs to the Malath insurance 

company of Saudi Arabia, which went public in 2007. The second year maximum return was 

from the Emirati construction company Arkaan, which went public in 2007. The privatized 

Saudi telecommunication company had the largest return during the third year with 289.67%. 

The maximum and minimum returns over three years of trading show extreme values, though 

less extreme than the values typically seen in developed markets. For example, Lee et al. 

(1996a) report a maximum of over 1035% and a minimum of -100%. Levis (1993) reports a 

1780.03% three-year holding period return for the Body Shop, a British company, and a 

minimum of -94.48%. 

 

In fact, the variation between results obtained by using CARs and by using BHRs can 

be explained by the following reasons: First, despite the similarities of GCC economies, these 

countries vary significantly in many ways such as in market regulations and openness to 

foreign investors. Also, because the study period coincides with the GFC, some of GCC 

countries were much affected than others. All these facts contribute to the contradicting 

results observed in the thesis. Another source of problem comes from the problems associated 

with the measurements themselves, CARs and BHRs. The contradiction is not limited to this 
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study and it has been observed and discussed in IPO literature. For example, Kooli et al. 

(2004) stated that “Overall, the underperformance obtained from BHAR analysis are larger 

than those obtained from CAR analysis. This confirms Barber and Lyon’s (1997) findings 

that CAR yields positively biased test statistics, and BHAR yields negatively biased test 

statistics”. Therefore, the findings in this study are consistent with the view of those two 

mentioned authors. The study obtains a positive CARs and negative BHRs. It is worth 

mentioning also that, while most studies show that IPOs underperform in the long-run, this is 

not always the case. For example, in Korea and Malaysia, IPO outperform their market 

benchmark as documented by Kim et al.(1995) and Jelic et al.(2001) . CARs and BHRs are 

very sensitive to the chosen benchmarks. In the next section, results will be reported 

individually for each country of the GCC. 

 

 

 

Table 5.5 

Distribution Statistics of Holding Period Returns for all GCC IPOs 

 
This table provides distributional statistics for the aftermarket performance of GCC IPOs. Buy-and-hold raw 

returns (BH) over one-year, two-years and three-years are used and reported independently. Buy-and -hold 

returns are calculated as in Eq.5.13 and represents the return from buying the IPO at the second-day closing 

price and holding it over each of the three time windows.   

 

 

Buy-and-hold returns (%) 1-year BH 2-year BH 3-year BH 

Average -7.04 -16.36 -21.09 

25
th

  percentile -48.69 -55.78 -63.98 

Median -26.61 -29.89 -38.86 

75
th

  percentile 14.89 1.53 -3.92 

Maximum 257.41 341.81 289.67 

Minimum -77.96 -86.87 -84.05 
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5.4.4 Aftermarket Performance Categorized by the Country of Issuance 

Table 5.6 reports the aftermarket performance of the GCC IPOs categorized by the 

country of issuance. Looking first at each country individually, it is clear that IPOs in Saudi 

Arabia, Kuwait, Qatar and Bahrain perform poorly. Moreover, there is a tendency for this 

poor performance to intensify in magnitude from the first to the third year. IPOs in Oman 

achieved positive returns of 77.73% by the third year. Emirati IPOs offered positive returns in 

the first year at 5.71% and then began to decline to approximately -22% by the third year of 

issuance. These are the raw returns from buying the IPO at the closing price on the second 

day of listing and holding them over one, two and three years.  

 

The wealth relatives point to substantial differences in the long-run performance of 

individual countries. Again, Omani and Emirati IPOs perform better than their market 

benchmarks over all three years. This is consistent with the findings from other countries; 

IPOs in some countries such as Korea and Malaysia perform better than the benchmark, 

while others underperform, for example those of most industrial economies. This is also in 

line with this research argument that GCC markets generally differ from other markets in 

their institutional arrangements, possibly explaining the variation in performance among 

GCC countries.  

 

In the last row, the raw returns and wealth relatives for all IPOs in the GCC region are 

reported. The average returns over the three timeframes were -7.04%, -16.36% and -21.09% 

and the corresponding wealth relatives were 0.94, 0.98 and 0.85. Pooling all IPOs together to 

measure aftermarket performance clearly yields biased results because negative IPOs affect 

positive IPOs and vice versa.  
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Table 5.6 

Holding Period Returns for 120 IPOs with the Corresponding Wealth Relatives 

Classified by Country of Issuance 

 

BH indicates buy-and-hold returns, which is the return from buying the IPO at the second-day closing price and 

holding it over 1, 2 or 3 years, computed as in Eq.5.13. WR represents the corresponding wealth relatives, 

calculated by dividing the average holding period returns on IPOs by the holding period returns on the matching 

market index as in Eq.5.14. Therefore, Saudi IPOs are matched with the Saudi market index, Emirati IPOs 

matched with the Emirati market index and so on. GCC results are reported by pooling all the IPOs from the six 

countries together. A total of 120 IPOs were traded over the 1-year window, 108 IPOs over the 2-year window 

and 76 IPOs over the 3-year window. This number decreased over time primarily because of the IPOs that went 

public close to the cut-off of this study as of the end of 2010.   

   BH (%) 1-year BH 2-year BH 3-year BH 1-year WR 2-year WR 3-year WR 

Saudi  -8.92 -24.17 -28.15 0.92 0.97 0.79 

Kuwait -13.86 -28.15 -25.35 0.83 0.76 0.77 

Qatar -25.36 -18.52 -45.29 0.79 0.71 0.59 

Bahrain -19.14 -1.64 -42.39 0.77 0.88 0.81 

Emirates 5.71 -7.15 -22.15 1.11 1.35 1.08 

Oman 10.34 14.55 77.73 1.02 1.07 1.04 

GCC -7.04 -16.36 -21.09 0.94 0.98 0.85 

 

5.4.5 Aftermarket Performance Categorized by Industry 

Table 5.7 reports the aftermarket performance results for the GCC IPOs categorized by 

industry. The Saudi Arabian industry classifications are used here because they offer the 

broadest classification among GCC countries. Each IPO in the other GCC countries was 

reviewed in order to determine its business nature and then it was placed in the appropriate 

Saudi industrial category. The buy-and-hold returns are reported over the one-, two- and 

three-year periods individually, as well as in terms of the corresponding wealth relative to the 

market benchmarks. Petro-chemical, financial services, and banking industries perform the 

best compared to other industries and relative to the GCC markets as a whole. Purchasing 

petro-chemical IPOs at the closing price on the second day and holding them over three years 

produced a return of 42.44% and outperformed the market by over 60%.  
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In contrast, the energy, agricultural and food, multi-investment, and publications and 

media industries are among the worst performers. For example, agricultural and food IPOs 

provided a return of -6.91%, -24.29% and -47.84% over one, two and three years, 

respectively. The decline in return increases in magnitude over time. By the end of the third-

year anniversary, the agricultural and food industry underperformed the general market index 

by almost 50%, as indicated by the wealth relative. The results vary substantially between 

industries, consistent with Ritter’s (1991) study of the U.S. IPOs. 

 

Table 5.7 

Aftermarket Performance Categorized by Industry for GCC IPOs, Excluding Initial 

Returns, with Associated Wealth Relatives 

Raw buy-and-hold returns (BH) over 1, 2 and 3 years calculated on the basis of buying the IPO at the second day 

closing price and holding the shares over 1-, 2- and 3-years as in Eq.5.13. Wealth relatives (WRs) are calculated 

by dividing the average returns of IPOs by the returns on the market general index for the corresponding period 

as in Eq.5.14. Saudi industrial classifications were used because they provide the broadest classifications by firm 

business nature. For other GCC IPOs, each firm type was reviewed and placed in the appropriate industry 

according to the Saudi classification system.   

Industry IPO 1-year BH 2-year BH 3-year BH WR1 WR2 WR3 

Banking 11 15.16 10.49 -13.74 1.08 1.14 1.15 

Insurance 31 -15.62 -23.39 -39.03 0.82 0.94 0.60 

Telecommunication 6 12.99 6.91 89.92 0.91 0.74 0.80 

Petrochemical 8 28.53 -9.11 42.44 1.28 1.21 1.61 

Real estate 

development 11 -7.69 -20.82 -10.62 0.96 1.03 1.19 

Agricultural and 

food 5 -6.91 -24.92 -47.84 0.84 0.68 0.51 

Retailers 10 -4.26 -7.78 24.29 1.08 0.99 0.85 

Industrial investment 9 -28.66 -34.42 -37.85 0.84 0.92 0.79 

Media and 

publication 2 -38.81 -54.56 -64.14 0.64 0.54 0.51 

Building and 

construction 10 -9.09 16.54 -21.64 0.91 1.37 0.90 

Transportation 6 -9.47 -41.58 -25.99 0.92 0.96 1.03 

Multi-investment 3 -46.43 -45.03 -61.94 0.57 0.58 0.47 

Energy 5 -30.36 -37.88 -24.09 0.94 0.78 0.57 

Financial services 2 93.70 50.14 10.33 1.54 1.51 2.20 
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5.4.6 Aftermarket Performance Explanation 

Table 5.8 compares the IPO aftermarket performance relative to the offer price with the 

aftermarket performance relative to the listing day closing price. Focusing first on Panel A, 

IPOs provide shareholders with the same returns up to six months post-listing. After one year 

post-listing the underpricing is still high with an average of 197%. All statistical distributions 

follow the same pattern except for the maximum and minimum, which show extreme 

underpricing or overpricing for both directions. These findings have several important 

implications. The restrictions on the fluctuation of IPO price from the second-day onwards 

act like price protectors. Speculators participate in the listing day because they are guaranteed 

not to lose more than 10% in the worst-case scenario, with a unique opportunity for unlimited 

potential profit.      

 

Panel B reports the aftermarket performance relative to the listing day closing price. 

This represents the returns for a buyer who purchases shares at the listing day closing price 

and holds them over any of the periods specified in the table. The results indicate that a buyer 

who purchases shares on the listing day and sells them on the second day does not lose much, 

less than 1% or -1.66% as indicated by the mean and median. This supports the argument that 

limiting the fluctuation by 10% up or down acts as price protection. Over one-week, the 

outcome is also a tiny loss or profit of -3.6% or 0.02%. However, approximately 25% of the 

sampled IPOs provide first day buyers with a gain of more than 5%.  

 

Purchasers of IPOs on the listing day who sell after one-year lose 6.7% on average, 

although the median loss is more extreme at 16.33%. There are still 25% of the IPOs in this 

sample which provide investors with a gain of more than 20% over the listing-day closing 
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price. This suggests that while most IPOs tend to perform poorly over long horizons, there 

are some IPOs that are good for long term investment. These results make it clear that the 

selection of an IPO for long-term investment and speculation is an important issue. 

 

Table 5.8 

Comparisons of First-day and Aftermarket Underpricing  

 
The sample is 76 IPOs made between 2003 and 2010. This table compares the IPO return on the listing day with 

the returns on the second-day, one-week, one- month, six-months and one-year after the IPO. All returns are 

calculated as in Eqs.5.15 and 5.16 adjusted according to the market index movement over the corresponding 

periods.  

 

Panel A: Return from offer price 

Return (%) Second-day First-week First-month Six-months One-year 

Average 265.77 275.33 260.09 242.48 196.88 

25
th

 Percentile 38.23 40.52 37.06 49.34 38.94 

Median 125 119.28 124.18 132.67 90.17 

75
th

 Percentile 310.55 322.2 362.44 304.11 185.62 

Max 1699.92 1646.96 1475.94 1348.25 1898.21 

Min -1.67 -3.21 -14.75 1.36 -84.06 

Panel B: Return from closing price 

Return (%) Second-day First-week First-month Six-months One-year 

Average -0.08 0.02 0.43 -2.84 -6.71 

25
th

 Percentile -5.38 -8.91 -14.58 -32.64 -46.36 

Median -1.66 -3.59 -5.51 -7.84 -16.33 

75
th

 Percentile 5.31 5.26 6.1 21.37 20.41 

Max 20.15 43.81 276.67 177.93 198.21 

Min -20.81 -25.68 -39.97 -70.62 -86.22 
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Table 5.9 reports the cross-sectional OLS regression estimates for the aftermarket 

performance relative to the closing price
15

. Consistent with the initial overoptimism, the 

aftermarket performance is negatively associated with initial returns. IPOs with high 

underpricing have the worst performance over long periods. Ritter (1991) finds that small 

speculative IPOs are the worst performers in the long-run. This poor performance can be 

attributed to the level of ex-ante uncertainty. However, this could also be interpreted from the 

supply and demand point of view, given that small IPOs have fewer shares outstanding. 

Therefore, these IPOs are more subject to speculator control than are large IPOs. Also, I 

found the ownership variable is significantly negatively linked with long-run performance. 

This is in fact linked to the expiration of the lock-up period. Lock-up period in the GCC is 

usually six months, so after the expiration of this period, the original owners will be able to 

start selling their shares with the approval of market authorities. When the original owners 

start selling their shares, this increases market liquidity, which puts price pressure on IPO 

shares. 

  

Following is a focus on the impact of investor behaviour on the aftermarket 

performance. Speculative investors’ behaviour that negatively affects the underpricing in the 

listing day has a positive sign here. This suggests that IPOs with heavier speculation on the 

listing day tend to perform better over the long-run. This is not surprising, considering the 

premium that speculators will demand on these shares, which would result in upward price 

pressure. Additionally, flippers continue to have a significant negative impact beyond the 

listing day, up to the first month post-listing. This indicates that IPOs that were aggressively 

flipped perform worse over time. Flipping (selling) puts downward pressure on share price. 

                                                           
15

 Cross-sectional regressions are run by taking the aftermarket performance relative to the offer price as the 

dependent variable, and including the same independent variables. The results indicate that factors that explain 

the underpricing on the listing day also explain the underpricing over the long-run. 
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However, this relationship gets weaker over time because IPOs reach a point where they 

become similar to any other listed company and the impact of the flippers disappears.   

  

All other variables of oversubscription, allocation and market conditions show no link 

with aftermarket performance. This actually suggests that the bad luck theory of Ritter (1991) 

can explain the aftermarket performance in the GCC. There are a few identical IPOs that 

went public during the same time period which performed differently for unknown reasons. 

Future research on long-run IPO performance could address this and other issues by 

conducting a case study analysis, instead of focusing on enlarging the sample. 
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Table 5.9 

Pooled OLS Models of Aftermarket Performance Explanation 

The sample comprises 61 IPOs offered in the GCC between 2003 and 2010. This table presents the aftermarket performance determinants. The dependent variables are (1) the 2nd-day adjusted 

returns, (2) the 1st-month adjusted returns and (3) the one-year adjusted returns. The independent variables are the size as measured by the natural logarithm of either the IPO authorized capital 

or the number of offered shares; type is a dummy variable that takes 1 for under-establishment IPOs or 0 otherwise; ownership represents the shares held by the original owners (%); 

oversubscription (%) is the total capital offered by subscribers divided by the IPO gross proceeds; allocation is the number of shares distributed to individual subscribers; speculation is the 

difference between the IPO volume relative to the market volume on the listing day and the IPO monthly average volume relative to the monthly average market volume, excluding the first day; 

flipping is a ratio of IPO volume on the listing day relative to the monthly IPO average volume, excluding the listing day and hot is a dummy variable that takes 1 for the hot years between 2005 

and 2007 or 0 otherwise. The first column, the univariate test refers to the individual examination of each of the independent variable with the dependent variable (the return). 

Dependent Variable 2
nd

-Day Return   1
st
-Month Return 1

st
-Year Return 

   Univariate Model 1 Model 2 Univariate Model 1 Model 2 Univariate Model 1 Model 2 

Intercept 

 

41.2** 40.5* 

 

14.7* 166** 

 

89 22.6 

Adjusted underpricing 0 -0.01 -0.003 -0.01 -0.09** -0.03*** -0.1** -0.05* -0.04* 

Size (Authorized Capital) -0.21 -4.3* 

 

0.95 

 

-18.7** 17 -11.6 10.69 

Size (Offered Shares) -0.11 

 

-5.3 1.2 

  

22.3** 

  Type  2.6 3.9* 

 

2.9 12.4* 

 

-6.7 

  Ownership (Shares held 

%) 
      

-1.38 

 

-1.61* 

Oversubscription (%) -0.15 -0.2 

 

-0.8 

  

-2.9 

  Allocation 0 

 

-0.01 0.12 

 

0.18 0.5 

  Speculation 5.9 18.2* 28.1** 21.5 7.4 58* 112** 103.5 

 Flipping -0.55** -0.8*** -0.79*** -1.4* -2.6*** -2.2** 3.4 

 

0.53 

Hot 0.93 0.1 -0.13 7.3 

 

9.8* -6.3 

 

15.86 

 
 

2.42** 2.1* 

 

3.4** 3.1** 

 

2.7* 

 f-Stat 

 
  

 
  

 
 2.47** 

Adjusted R
2
   0.14 0.1   0.14 0.17   0.09 0.12 

 
*, **, *** Significantly different from zero at the 1, 5 and 10 % levels, respectively.
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5.5 Summary and Conclusions 

This chapter investigates the short- and long-run performance of 139 IPOs offered in 

the GCC between 2003 and 2010. Differing from other markets, the underpricing in the GCC 

is one of the largest in the world at 227.36%. Theories based on asymmetric information or 

based on symmetric information do not explain this severe underpricing. The evidence shows 

that underpricing in this marketplace is mainly caused by the unique institutional 

arrangements that promote strong demand during the subscription period and heavy 

speculation during the listing day.  

 

The way in which underpricing can be explained is shown by four major factors: firm 

characteristics, subscription period rationing and demand, investors’ behaviour during the 

listing day and the market conditions. These factors have an important implication: the 

widely held belief that issuers deliberately leave money on the table is dubious.  

 

Next, the aftermarket performance of these IPOs is examined. It is found that GCC 

IPOs perform poorly relative to the listing day closing price, over the course of one, two and 

three years of post-listing. These IPOs are classified by the country of issuance and industry, 

documenting different results across each category. While the IPOs underperformed their 

corresponding GCC indices in all countries, the Emirati and Omani IPOs outperformed their 

markets. This result is consistent with international evidence; some IPOs, such as those in 

Korea IPOs, outperform the market, while others, such as in the U.S. underperform. 

Additionally, IPOs listed in the banking, financial services, real estate development and 

petrochemical industries are among the best performers because large IPOs are mainly 

concentrated in these industries.  
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Also investigated is the aftermarket performance relative to the offering price and 

several important findings are documented. Firstly, while most IPOs tend to perform poorly 

relative to the listing day closing price, the performance relative to the offering price is 

completely different. IPOs are under-priced in the long run as much as they are underpriced 

on the listing day. Investors who choose to hold on to their allocation for longer periods of up 

to one year earn the same as those who sell immediately on the listing day. The restrictions 

on the price movement from the second day onward in the GCC act similarly to price 

stabilization or protection. Secondly, in regard to the long-run performance relative to the 

listing day closing price, it is found that approximately 25% of IPOs have returns of more 

than 20%. Therefore, it seems that IPO selection is a key issue for long-term investors.  

 

An attempt has been made to shed light on the aftermarket performance by examining 

the impact of underpricing determinants on the long-run performance. It is found that the 

level of underpricing is the most powerful explanatory variable. The greater the underpricing 

of an IPO, the poorer the long period performance tends to be.  

 

Moreover, two new variables of flipping and speculation are examined. It is found that 

IPOs which are heavily flipped tend to provide lower underpricing and to show poorer 

performance over the long run. The speculation variable however, is negatively associated 

with the underpricing and positively associated with the aftermarket performance. Therefore, 

IPOs that are more heavily speculated provide less underpricing, but they perform better over 

the long run, though the evidence becomes weaker over time. It appears that it is the premium 

speculators require after day one, which pushes the price further upward. The evidence 

suggests that some underpricing determinants could explain part of the aftermarket 

performance.  
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However, it remains a puzzle as to why two IPOs that are exactly identical and go 

public at approximately the same time perform differently. This research suggests that future 

studies are undertaken in order to match IPOs that outperform the benchmark with those that 

underperform. New market trading related issues on underpricing may be developed and then 

used to investigate long run performance. It seems that it is necessary to introduce case study 

analyses into the IPO literature in the future. 
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Chapter Six: IPO Underpricing in a Supply and Demand Model 

 

6.1 Introduction 

 

This chapter answers the third research question regarding how to frame the under-

pricing puzzle in a supply and demand framework. The underpricing of initial public 

offerings (IPOs) has been documented worldwide. The universality of the underpricing 

phenomenon seems at odds with both individual rationality and with the precepts of supply 

and demand equilibrium, which is heavily reliant on the assumption that all economic agents 

are rational in the market. The evidence on IPOs shows that investors purchase IPOs at the 

offer price and sell them on the listing day to gain positive returns. Although these initial 

returns vary among countries, the consensus is that IPOs reward the first day sellers. 

However, explanations for such a global phenomenon remain unconvincing
16

.  

 

Unfortunately, the more the underpricing topic is studied, the more questions arise and 

the more complicated and puzzling it becomes. Ritter and Welch (2002) propose an 

examination of demand, supply, allocation of shares and other trading-related issues to solve 

the underpricing puzzle. The authors state “The solution to the underpricing puzzle has to lie 

in focusing on the setting of the offer price, where the normal interplay of supply and demand 

is suppressed by the underwriters” (p.1803). The lack of sufficient disclosure on IPOs in 

industrial economies restricts empirical research. For example, in a paper on Australian IPOs, 

                                                           
16

 In an extensive review of the IPOs underpricing literature, Ritter and Welch (2002) categorize underpricing 

theories into theories based on either asymmetric information such as the signalling theory, or symmetric 

information such as reducing the legal liability explanation. Although they introduce the modern shares 

allocation and trading-related theories separately, these newer theories can also be classified as theories based 

on asymmetric or symmetric information. Ljungqvist (2007) groups underpricing theories into four broad 

categories of asymmetric information, institutional, control and behaviour. The very multiplicity of theories on 

underpricing implies that we do not actually understand this phenomenon. 
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Lee, Taylor and Walter (1996a) were unable to empirically investigate Rock’s (1986) model 

of the winner’s curse. They state “The unavailability of data on allocation methods used in 

IPOs limits the extent of direct tests” (p.1190). In a study on 69 IPOs from the U.K, Brennan 

and Franks (1997) found that data on the allocation of shares and applications were only 

available for 13 IPOs. Thus far, scholars have recognized that Singapore provides the best 

disclosures of IPOs, which scholars frequently use to conduct their studies (see Koh and 

Walter (1989); Lee, Taylor and Walter, (1996b, 1999)).  

 

This chapter makes a significant contribution to the IPO literature. It is the first attempt 

to model underpricing in a supply and demand framework based on real data. A unique 

dataset, collected from Saudi Arabia is used which allows for the conduct of experimental 

tests on the price movement of IPOs under a supply and demand framework. In fact, Saudi 

IPOs possess unique characteristics. Saudi IPOs are offered exclusively to Saudi citizens 

(retailers) that make some partial identification of potential subscribers (demanders) for a 

particular IPO feasible. In other countries, eligible subscribers are rarely identified or 

disclosed. Prior research overemphasizes the use of over-subscription as the only measure of 

demand, which is not necessarily an accurate measure. Additionally, data on the number of 

subscribers to each IPO in Saudi Arabia are available. Subscribers to an IPO who receive 

shares become the major suppliers on the listing day (Fishe, 2002; Aggarwal, 2003). In the 

Saudi market, 85% of the IPOs are offered solely to individuals (retailers) at a pre-announced 

fixed-price.  

 

Furthermore, in the case under study in this thesis, information about the methods used 

to allocate the shares and the exact number of shares allocated to the subscribers is available. 

In general, the data on the methods of allocation are not available. Many papers discuss the 
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discretionary policies and the obstacles associated with obtaining the data on allocation (see 

for example, Lee, Taylor and Walter, 1996a; Cornelli and Goldreich, 2001; Ritter and Welch, 

2002). Ljungqvist and Wilhelm (2002a) find that the transparency of the distribution of 

shares between retail and institutional investors varies across countries. Some countries, such 

as France, reveal the distribution of shares, whereas others follow the U.S. in not disclosing 

such information. The data presented here referring to the allocation of shares are different in 

that the exact number of shares allocated to the retailers is known. This particular feature of 

the data allows testing the supply and demand.  

 

One might argue that Saudi Arabia is not an ideal case for studying the impact of 

supply and demand on underpricing, given the inefficiency and underdevelopment of its 

capital market. However, in this regard the underpricing of Saudi Arabian IPOs is similar to 

the underpricing of IPOs found around the world. The variation in the magnitude of 

underpricing is not limited to Saudi IPOs and is found even among the industrial economies. 

The IPOs in some countries, for example Japan display underpricing as high as 32.5%, 

whereas other countries such as France display underpricing as low as 4.2%. In the U.S., 

Loughran and Ritter (2004) document that the IPOs were underpriced by 65% during the 

internet bubble and that for decades the IPOs in China were underpriced by over 200% (see 

Loughran, Ritter and Rydqvist, 1994 for a global review on underpricing).  

 

Similar to other markets evidence of clustering IPOs in Saudi Arabia is found, similar 

to those documented in the U.S. by Ritter (1991) and in Italy by Pagano, Panetta and Zingales 

(1998). Additionally, the Saudi Authority restricts the insider management from trading non-

offered shares for 180 days similar to the U.S. lockup period (Field and Hanka, 2002; 

Aggarwal, 2003). Moreover, Saudi IPOs show the same pattern of a large trading volume 



144 

 

during the listing day, which indicates that flipping activities similar to those in other markets 

are occurring (Aggarwal, 2003, Pham, Petko and Steen, 2003).  

 

Some methodological issues must be addressed when studying underpricing. Prior 

authors in the literature repeatedly calculate underpricing as being the adjusted difference 

between the listing day’s closing price and the offer price, while ignoring the opening price. 

In this study it is argued that this method does not allow one to view the IPO’s price 

movement under a supply and demand framework. The IPO’s opening price on its listing day 

has been largely ignored to the extent that not much is known about it, although it is the price 

at which the real battle between buyers (demanders) and sellers (suppliers) of IPO shares 

commences. It is understood that the closing price is the price at which the market settles and 

the equilibrium price is established, as suggested by Ljungqvist (2007). However, the 

opening price is of the same importance and, perhaps more so because it is the first post-

listing adjustment. Moreover, the unusually large volume of trading that occurs on the listing 

day has been ignored or excluded because it is unusually high, even though it could explain 

much of the speculative investors’ behaviour and uncertainty.  

 

The empirical results in this study yield a statistically significant relationship between 

the underpricing of the IPO and the supply and demand for its shares. Two simultaneous 

equations are constructed; one by using the opening price and the other by using the closing 

price. Using the opening price, it is found that the pre-listing excess demand immediately 

converts into excess supply, which stops the price from continuing to rise. The same process 

must occur in all markets. Otherwise, the price has no reason to approach equilibrium. This is 

the shooting-up phenomenon in underpricing literature, which is widely understood but rarely 

mentioned. The phenomenon mainly results from the excess demand for the quantity in the 
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pre-listing period. Although this result is empirically proven in this chapter, from a 

theoretical standpoint the same should occur in all markets if the IPOs are hot. Therefore, 

common questions in the literature such as how the quantity of shares is divided among 

subscribers? How is the IPO market regulated? These problems become different issues and 

their importance is related to their impact on the supply and demand for IPO shares, but not 

on the underpricing itself. Afterward, the closing price with the volume of the listing day is 

used as the equilibrium and it is found that both curves are significantly negatively sloped 

with the supply curve being above the demand curve and steeper. Although, the negative 

supply curve sounds odd, it is understandable if one considers the instability of the IPO 

market. These negatively sloped curves indicate that both supply and demand are decreasing, 

but that the decrease in supply is faster and larger than the decrease in demand. This finding 

is not surprising in a market composed mainly of flippers.  

 

The rest of the chapter is organized as follows. Section 6.2 introduces the background 

of Saudi Arabian institutional settings, IPO issuance procedure, and allocation methods. 

Section 6.3 presents the data. Section 6.4 explains the theoretical framework and discusses 

the supply and demand simultaneous equations. Section 6.5 contains the empirical findings 

and concludes in Section 6.6.  

 

6.2 Background and IPO Institutional Settings  

6.2.1 Saudi Economy and Stock Market Development 

In the wake of the recent terrifying years of the global financial crisis (GFC), Saudi 

Arabia stands as a robust, resilient and stable economy. We are witnessing global financial 

crises, which are consecutively striking the country, high and rising oil prices, the threat of a 
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currency war and, more recently, the “Arab Spring”, which replaced some governments and 

cost the Arab nations more than US$50 billion. Since 2003, taking advantage of the rising oil 

prices, the Saudi economy is booming. Massive new economic cities are under construction, 

and newly-born banks, petrochemical companies and some industries are joining the stock 

market. The need for capital is calling for initial public offerings.  

 

Saudi Arabia remains the major player in the global oil markets of current and potential 

future production because it contains the largest proven conventional reserves (about a 

quarter of the global oil reserves). Thus, the Saudi economy is hydrocarbon-based. On 

average, this country has produced 8.4 million barrels of oil per day in 2010, and has a 

capacity to reach 12 million barrels. As a result, the petroleum sector contributes to 

approximately 75% of the total revenues of the government, 40% of the GDP and 90% of the 

export earnings (Alanazi, Liu and Forster, 2011b). The downside of this heavy reliance on oil 

exports is that the Saudi economy lacks diversifications.  

 

In early 1990, in an attempt to overcome the obstacle of economic diversification, the 

government began encouraging corporations to participate in the economy to reduce its 

reliance on oil, which is one of the most volatile commodities in the world
17

. The flood of 

capital that has come to the country since 2003 because of the high oil prices provides the 

government with the opportunity to move forward with this ambitious plan. Consequently, 

the Capital Market Authority (CMA) was established as an independent, legal entity to 

supervise and develop the Saudi capital market “Tadawul”. The foundation of the market 

authority was necessary to protect investors and the general public from unfair practices, 

                                                           
17

 In only one decade, the oil prices reached a historical low in 1998 at US$8/barrel and a historical high in 2008 

at US$147/barrel.  
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achieve efficiency and transparency in securities transactions, monitor full disclosure of 

information related to shares and their issuers, and monitor shares trading. 

 

Although, the roots of the Saudi stock market can be traced back in history to the 

1930s, when the first joint stock company “Arab Automobile” was launched, the market was 

not officially regulated and the development of the market was very slow. In 2003, the 

number of listed companies was extended to 71, and this number can be compared to the 430 

companies that are listed in the Egyptian stock exchange and the 319 companies that are 

listed in the Istanbul exchange. This small number of listed companies does not reflect the 

actual size of the Saudi economy, which joined the G20 group after the GFC. Saudi Arabia is 

among the top twenty largest economies in the world and is the largest economy in the 

Middle East (Alanazi, Liu and Forster, 2011a).  

 

Following the establishment of the CMA, the Saudi national telecommunication 

company was introduced to the market through public offering. The privatization of this 

company, which was accompanied by a boom in the economy, was seen as the matchstick 

that ignited the capital market. Afterward, many IPOs followed, and the market index, which 

had a value of 3000 points, soared to its historical high above 20,000 points, in only three 

years. By the end of 2005, the capitalization of the Saudi market was over US$650 billion, 

which makes it one of the world’s largest stock markets, following only behind the major 

exchange of Singapore, and far ahead of those of Jakarta and Thailand. However, on the 25
th

 

of February 2006 the bubble exploded, the market index sharply reversed and fell back, and 

more than 60% of the market value was disappeared
18

.  

                                                           
18 Saudi citizens called the day when the market collapsed “black Saturday”, and it has affected nearly the entire nation. Almost every family 

was touched by the tragedy. For example, in February 2006 the Saudi Arabian refineries company stock was traded at a price of 
SAR7600/share. By June of the same year, the stock was worth only SAR760/share, which was a loss of approximately 90%. 
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Despite the collapse of the market, the policymakers’ commitment to increase the 

number of listed companies and developing the market remain strong. Therefore, a major 

restructuring of the market took place in 2007. By 2010, the market was segmented into 15 

industries, and 76 companies had joined it, making it larger than the originally listed 

companies and indicating how hot the IPO market has been over the last 9 years.   

 

6.2.2 IPO Issuance Procedure and Allocation 

Saudi IPOs are offered through a pre-announced fixed-price offering that is exclusively 

available to Saudi citizens
19

. Cornelli and Goldreich (2001) examine a dataset of 39 equity 

issues composed of both SEOs and IPOs from 20 countries and find that investment bankers 

favour local investors. This favourable treatment given to local investors is a wealth 

distribution mechanism implemented by some governments. In this mechanism, investors buy 

low at the offer price and sell immediately at a high price on the listing day. The wealth 

distribution is a well-known feature in the privatization literature (see Megginson, Nash and 

Randenborgh, 1994). Two different types of IPOs are offered in the Saudi market: the 

established IPOs and the under-establishment IPOs. The former consists of companies that 

have operating histories, and include family firms, joint stock companies and a few state 

owned enterprises. The latter are completely under-establishment companies or newly formed 

companies that did not exist as a single economic entity before the offering.  

 

Any company seeking admission to the Saudi Capital Market “Tadawul” has to reveal 

at least three years’ worth of audited accounting information (prospectus) to the public. The 

prospectus includes all details regarding the number of shares to be issued, the offering price, 

                                                           
19

 In 2008, the Saudi regulators adopted the international book-building procedure in pricing IPOs. Therefore, 

the majority of the IPOs sampled in this study are fixed-price offerings. 
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the retained ownership, the original owners of the company, the period and date of the 

subscription, the minimum and maximum quantities of conditional subscriptions and the 

purpose of the issue.   

 

No changes can be made during the subscription period except for the allocation. The 

allocation can be altered accordingly after the subscriptions end in the case of IPOs with high 

public demand, which usually favours individuals over institutions. Most IPOs have been 

offered solely to individuals (retailers), whereas a few have been offered to both individuals 

and institutional investors. If institutional investors are involved in the subscription, they 

receive preferential treatment before the subscription period starts (most companies offer 

institutions 70% of the deal and individuals 30%). However, the company and its investment 

banker retain the rights to alter this division between institutions and individuals if the 

number of individual subscribers exceeds a value that allows the company with the pre-

conditional minimum subscription of shares to cover the whole issue.  

 

With regard to the allocation method, the IPO specifies the minimum allocation of 

shares for individuals, which is guaranteed to fulfil the minimum number of the conditional 

subscription. Any quantity of shares remaining after the guaranteed minimum of shares is 

allocated among the retailers will be divided proportionally based on each individual request 

for the total issue of shares. If the total number of shares requested by the subscribers exceeds 

the total number of offered shares, the company will not guarantee the minimum allocation 

and will divide the shares equally among the individuals. Therefore, the allocation procedure 

becomes the number of offered shares divided by the number of subscribers. In Saudi Arabia, 

most IPOs follow this method because of the excess demand. Finally, if the number of 
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subscribers exceeds the total offered shares, the Capital Market Authority (CMA) will decide 

how to allocate these shares.  

 

This method of allocation is called the “even-handed” allocation of over-subscribed 

issues and guarantees fair treatment for all investors. This policy is similar to the U.K. and 

Singapore regulatory framework (Benveniste and Wilhelm, 1990; Benveniste and Busaba, 

1997; Lee, Taylor and Walter, 1999) and is different from the discretionary policies favoring 

institutions over retailers that are applied in most industrial economies such as the U.S. 

(Hanley and Wilhelm, 1995; Aggarwal, Prabhala and Puri, 2001; Ljungqvist and Wilhelm, 

2002a).  

 

All shares must be sold or taken up by the underwriter before trading starts in the 

market. Formal trading cannot take place before the listing day under any circumstances. 

There can be more than one subscriber in an application as families can apply jointly for a 

subscription (e.g. a couple with two children can submit one application for four subscribers). 

Because of the transaction cost (i.e., the selling fees of the allocated shares), Saudi families 

subscribe together, which increases their potential allocation and reduces transaction cost. 

This feature is linked to the Saudi culture being “collectivist” as opposed to “individualist”. 

Thus, some of the reasons for under-pricing in Saudi Arabia can be linked to cultural factors. 

  

The managing underwriter announces all of the information about the subscription 

results including the allocation of shares after the closure of the subscription period and 

before the listing’s day. This information includes the allocation of shares to individual 

subscribers. Excess capital from subscribers with no shares must be refunded before trading 

commences in the stock market. The first listing day for each IPO is always open to 
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fluctuation of any size, while the fluctuations on the second day onward cannot exceed 10% 

in either direction. Other listed companies in the Saudi market adhere to the same policy. 

This distinguishing feature of the Saudi IPO market motivates both flipping and speculation 

behaviours on the listing day.  

 

Short-selling is prohibited in the Saudi market for any stocks, including the IPOs, 

because doing so is against the “Sharia” Islamic law, which prevents selling un-owned assets. 

Therefore, on the listing day, initial buyers would not re-sell the shares unless they are 

compensated to do so. This feature also contributes to the severe under-pricing that is evident 

in the Saudi market. 

 

6.2.3 IPO Market Participants    

A common feature distinguishing Saudi Arabian IPOs from other markets is that they 

are politically motivated. These includes: (1) favouring the general public small savers over 

institutional investors to insure a wide dispersion of shareholders and excess demand before 

listing; (2) aggressive advertising campaigns through T.V financial programs and newspapers 

designed to overcome the hesitation of the public to invest in stocks; (3) facilitating the 

subscription process using internet  banking, telephone banking and ATMs; and (4) adopting 

a fair allocation procedure in which investors are guaranteed allocation and encouraged to 

pursue an investment strategy IPO after IPO.  

 

It is essential to identify all parties that are involved in the IPO market to understand 

the Saudi IPO environment. IPO parties are classified into five categories: the legal entity that 

supervises the stock market (the capital market authority); the company that is offering the 

shares (the IPO issuer); the investment banker who is taking the company public (the 
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underwriter); the Saudi citizens who are being offered the shares during the subscription 

period (the rational general public investors) and the buyers on the listing day (the post-listing 

irrational participants).  

 

These different groups have different objectives. The objectives of the market authority 

are to facilitate the process of the IPO to increase the efficiency and development of the stock 

market by increasing the number of successful listed companies and perhaps following a 

government agenda for distributing wealth. As stated before, the IPO market in Saudi Arabia 

has political motives. The goal of the IPO issuer is to maximize the proceeds of a secondary 

sale or to raise the required capital to start a business for start-up, under-establishment IPOs. 

The aim of the underwriter is to obtain the service fees from the issuer for marketing the 

company and insuring a full coverage. The managing underwriter and other banks in Saudi 

Arabia also provide brokerage services to investors. Hence, they have incentives to spread 

shares among a large number of investors, which increases transactions during the listing day 

and consequently boosts their profits (the transaction fees are fixed to SAR12 for any 

transaction below SAR10K).  

 

The objective of the general public investors (flippers) is to achieve a quick profit by 

obtaining shares during the subscription period, and to sell them immediately on the listing 

day. These people are classified as rational investors because they buy low during the 

subscription period and sell high on the listing day. Although their decision to subscribe to 

the offered shares was not necessarily a rational decision initially because some IPOs were 

priced too high without fundamental reasons, the flippers were rational not to miss on a quick 

profit opportunity. Finally, the aim of the post-listing participants is to take advantage of the 

free fluctuation feature of the IPO on the listing day by buying shares from flippers and 
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subsequently selling them to each other. These people are classified as irrational because their 

behaviour is characterised by greed, although the winners seem very rational by not missing 

the unique opportunity of free fluctuation, which would not be possible afterward. 

 

6.3 Data 

6.3.1 Data Sources 

To identify Saudi Arabian IPOs, the Saudi Capital Market Authority (CMA) 

prospectuses from 2003 to 2010 were inspected. A total of 76 IPOs was located. The first day 

closing and opening prices were gathered from the Saudi stock exchange market “Tadawul 

database”. Because there was a 5-to-1 stock split in the middle of 2006 for all Saudi 

companies, the unadjusted prices for the companies that went public prior to the stock split 

were reviewed in order to compare their offer price with their actual first-day prices. For 

return adjustment purposes, the performance of the Saudi general stock market index the 

“Tadawul All Share Index, TASI.” was downloaded from the Tadawul website. Data on the 

number of subscribers, the allocation of shares and the percentage of oversubscription for 

each company were collected from domestic and regional press releases. Saudi newspapers 

publish the results of each IPO from the first day that the company is open to subscription 

until the closure of the subscription period. The accuracy of the data was double checked by 

reviewing the Argaam, Gulfbase and Alzawya databases, which contain some of these data. 

  

6.3.2 Descriptive Statistics 

  Table 6.1 shows descriptive statistics of the Saudi Arabian IPOs. Because of the 

variation in the size of the IPO, the number of offered shares by each company is positively 

skewed. Some IPOs have offered as many as a billion shares and some have offered only a 
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one million shares, as shown by the maximum and minimum figures. In general, the median 

shows that the IPOs offered approximately 8 million shares. The maximum and minimum 

numbers of subscribers is 10 million and 0.315 million respectively, although the average 

seems to be less skewed. Approximately 15% (2.2 million people) of the Saudi population 

actively participated in all of the IPOs. The large demand for IPO shares (represented by the 

number of subscribers) and the low supply of shares (represented by the number of shares) 

led to the low allocation. Only 1 share was distributed to subscribers in 5 out of the 76 IPOs. 

The maximum allocation was 100 shares from the IPO of Alinma Bank, which offered 1.050 

billion shares in 2008.  

 

The fourth variable is the time to listing, which is the delay between the closure of the 

subscription period and the exchange listing. It is observed that the under-establishment IPOs 

take longer time in general than the established IPOs because the former requires the 

approval of the ministry of commerce and other legal requirements. Oversubscription as 

measured by the ratio of the capital offered from the subscribers to the IPO gross proceeds 

shows similar results in other markets around the world (i.e. all hot IPOs are heavily 

oversubscribed with an average of 600%). The average size of the 76 IPOs as measured by 

the authorized capital is the median SAR310 million. 

 

The median offer price is SAR10, which is the price of all 40 under-establishment 

IPOs. The variation in the price only exists within the established IPOs group with a 

maximum of SAR512 and a minimum of SAR10. Also reported is the listing day’s opening 

price and closing price. The opening price is higher than the closing price under all of the 

statistical measures. The mean opening price is SAR112, whereas the mean closing price is 
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SAR103. Additionally, the median opening price is SAR57, whereas the median closing price 

is SAR51.  

 

Moreover, the IPO offer price against available listing day’s quotations was compared. 

The average offer price is below all quotations of the listing day. Median and other statistical 

measures show the same pattern. This is a distinguishing feature of hot IPOs where the low 

price on the listing day is higher than the IPO offer price.  

 

Another noteworthy observation is the huge variation between the IPO offer price and 

all listing day’s prices. For example, the difference between the average offer price and the 

average low price is approximately SAR57. Furthermore, it is noted that the opening price, 

which is the first quotation appears on the listing day is the second largest value, just below 

the high of the listing day.  

 

With regard to the fluctuations on the listing day, also observed id the fact that the 

largest fluctuation that occurs on the listing day is the first price jump from the offer price to 

the opening price (the shooting-up phenomenon). The difference in the average between the 

opening price and the offering price is SAR71. This difference is even larger than the 

difference between the high and the low of the listing day (the average difference is only 

SAR24.5). This has an essential implication for the analysis and understanding of the IPO 

price movements’ behaviour. The observation indicates that once the IPO’s opening price 

appears, the fluctuation for the rest of the listing day trading hours decreases in magnitude.
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Table 6.1 

Descriptive Statistics of 76 Saudi Arabian Initial Public Offerings from 2003 to 2010 

This table reports the descriptive statistics for 76 Saudi IPOs from 2003 to 2010. Offered shares are the number of shares offered by the IPO company to the public (in 

millions); subscribers is the number of individuals who apply for IPO shares; subscribers allocation is the number of shares that has been allocated to individuals; delay is the 

number of calendar days between the end of the subscription period and the exchange listing; oversubscription is calculated as the total capital offered by all subscribers 

divided by the capital requested by the IPO (%); size is the IPO’s authorized capital (measured in Saudi Riyal local currency SAR); the offer price is the IPO fixed-price offer 

(price per share) determined before the subscription and reported in the IPO’s prospectus; low price is the lowest quotation of the IPO shares on the listing day; closing price 

is the last quotation of the IPO shares on the listing day when the exchange ends; opening price is the first quotation of the IPO shares on the listing day when the exchange 

starts; high price is the highest quotation of the IPO shares on the listing day.    

                                                                                                         

Variable Mean 75
th
  percentile Median 25

th
  percentile Maximum Minimum 

Offered shares (millions) 63 29.8 8 4.6 1050 1.2 

Subscribers (millions) 2.3 2.6 1.2 0.8 10.2 0.32 

Subscribers allocation 14.1 14.5 7 4 100 1 

Delay 39.4 57.5 37 12 117 5 

Oversubscription (%) 608 743.7 481.8 293.3 5100 74 

Size (SAR millions) 2,702 1,051 310 200 63,000 80 

Offer price (SAR) 41 46.5 10 10 512 10 

Low price (SAR) 97.5 86 46.2 28.9 775 10.2 

Closing price (SAR) 103.2 91.3 51.1 30.5 782 10 

Opening price (SAR) 111.8 109.8 57 35.3 870 10.8 

High price (SAR) 122 109.8 60 38 950 11.1 
                      

       Note: The Saudi Riyal (SAR) currency has been pegged to the $US since 1986 at a rate of $US1 = SAR3.75.    
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6.4 Methodology 

6.4.1 Measures of Underpricing 

Underpricing (the initial return on the listing day)
20

 is measured by using the opening 

and the closing prices as follows: 

             
        

  
     

(6.1) 

where,    is the raw return of the IPO (percentage). To calculate this value, the 

difference between the IPO market price    on the day of the listing and the IPO offering 

price    is calculated, and the resulting value is divided by the offering price. The market 

price in this case is the listing day opening price and closing price consecutively. 

 

Subsequently, the raw return is adjusted with the Saudi stock market index “TASI”. 

Moreover, because other factors such as the transaction costs might influence this return, 

underpricing is adjusted for these costs as well. Following Keloharjo (1993) and Al-Hassan, 

Delgado and Omran (2010) the following formula is employed: 

     [
           

  
 (

                

      
 )]      

(6.2) 

where     is the IPO adjusted return (percentage);    is the IPO market price (the 

opening and closing prices consecutively);    is the IPO offering price; and    is the 

transaction cost of the individual investors (i.e., the selling fees), which is fixed by all banks 

(brokers) in Saudi Arabia by SAR12 for any transaction that is below SAR10K. Thus, the 

transaction cost is calculated as 12/allocation, where the allocation is the number of shares 

                                                           
20

 The terms ‘underpricing’ and ‘initial returns’ have been used interchangeably in the IPO literature.   
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that are allocated to individual investors.        is the value of the Saudi stock market index 

on the day of listing and        is the value of the index at the end of the subscription. The 

cost of capital that is confined in the subscription and not given any allocation is not included 

because most people in Saudi Arabia adhere to the “Sharia” Islamic law, which opposes 

interest earnings. Thus, the cost of waiting is not applicable in the Saudi environment. 

Thus, the average underpricing for a sample of IPOs is: 

                         
∑                   

 
   

 
  

(6.3) 

where n is the number of IPOs that are included in the sample. 

 

6.4.2 Theoretical Framework and Models Setup   

6.4.2.1 Asymmetric and Symmetric Theories    

Underpricing theories are usually divided into those that are based on asymmetric or 

symmetric information. Ritter and Welch (2002) discuss these theories in details and 

introduce the allocation of shares and other trading-related issues. Ljungqvist (2007) divides 

underpricing theories into four broad categories: asymmetric information, institutional, 

control, and behaviour.  

 

No single theory can capture all the elements of IPO underpricing, not explain it on its 

own merits, as it is a complex function consisting of several factors. This complexity could 

explain why this theoretical topic causes a fierce debate among scholars. This is the case with 

a low level of underpricing that does not usually exceed 10% to 20%. Therefore, it is very 

challenging to explain the over 200% underpricing that has occurred in the Saudi market. 

This extreme level rules out many of the existing theories, but it also leaves a bigger and 
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more complicated puzzle. Underpricing literature suggests that countries that adopt fixed-

price offerings have a larger degree of underpricing than those that use book-building 

procedures (Benveniste and Busaba, 1997; Cornelli and Goldreich, 2001). Engelen and Essen 

(2010) find that the level of under-pricing is higher in countries with weak institutional legal 

frameworks.      

 

The first theory to be considered, which is based on asymmetric information, is Rock’s 

(1986) theory of the winner’s curse. Rock assumes that one group of investors (the informed 

investors) has superior knowledge over the other groups (the uninformed investors). Due to 

the information variation of the true value of the company, the disadvantaged, uninformed 

investors receive a full allocation of overpriced IPOs and only a partial allocation of the 

underpriced IPOs. To compensate the uninformed investors for this adverse selection 

dilemma, the issuer discounts the issue to guarantee the participation of the uninformed. Koh 

and Walter (1989) find support for the winner’s curse argument based on rationing 

information from Singapore. They find that the returns of uninformed investors are not 

significantly different from the risk-free rate of returns. Additionally, they find that rationing 

is stronger for underpriced IPOs than for overpriced ones.  

 

Saudi Arabia is different from other countries in some aspects. All IPOs in this country 

are oversubscribed (a minimum of 74%) and the majority (approximately 91%) of this 

research sample is substantially underpriced. Only 7 IPOs are overpriced after the results 

have been adjusted by the market and transaction costs. It appears that rationing, which is 

measured by oversubscription among the overpriced IPOs is as strong as those among 

underpriced IPOs, which indicates that investors in Saudi Arabia blindly subscribe to new 

issues in the hope of a quick profit. This rationing excludes the possibility of information 
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asymmetry at least between general public investors who are usually the major target for 

Saudi IPOs. Contrary to the evidence presented by Koh and Walter (1989), two overpriced 

IPOs in Saudi Arabia have above average rationing, and the least rationed IPO in the sample 

in this study has underpricing of about 59%.  

 

Although, it is found that underpricing varies and positively correlates with the degree 

of rationing, which could indicate that information asymmetry between investors exists, this 

variation is associated with other factors such as market conditions, the expectations of 

allocation and profits of the investors, and preferences. Strong rationing in an even-handed 

policy, such as in the Saudi case, typically leads to lower allocation and increasing 

transaction costs which in turn requires larger underpricing. Thus, large underpricing with 

strong rationing does not necessarily support Rock’s theory.   

  

Furthermore, signalling models suggest that high-quality IPOs deliberately underprice 

their offerings to distinguish themselves from poor-quality IPOs. The former demonstrates 

their quality by throwing money away and by recovering this loss in capital at a later stage 

through follow-on offerings (Welch, 1989). This argument is also not valid in Saudi Arabia 

because of the extreme over-valuation of the IPOs in this market. The aggregated gross 

proceeds for only 76 Saudi IPOs amount to US$26 billion, which is larger than the proceeds 

of thousands of IPOs from around the world. In other words, Saudi IPOs were priced 

excessively high, which rules out any possibility of signalling intentions. Purnanandam and 

Swaminathan (2001) examine a sample of over 2000 U.S IPOs and find that, generally, IPOs 

are priced approximately 50% higher than comparable industry-matched, publicly listed 

firms.  
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Forty IPOs that are under examination in this study are completely under-establishment 

companies, which, by the time of the offering are not yet companies. The offering among 

these companies is used as a mechanism to raise the capital that is required for starting 

operation. Although, the company has potential future growth and promises success, this does 

not justify the jump of the price on the listing day for some of these IPOs from SAR10 to 

SAR110. In other words, signalling models cannot explain a thousand percent underpricing. 

Instead, this severe underpricing can be explained by the fads, speculation, the lack of strong 

legal framework and the irrationality in the Saudi IPO market. A large body of literature 

associates the poor, long-run IPOs stock performance to the fads or the misevaluation of IPOs 

in an early stage (see among others Aggarwal and Rivoli, 1990; Ritter, 1991; and more 

recently, on the GCC region IPOs that include Saudi Arabia by Al-Hassan, Delgado and 

Omran; 2010).   

 

Contrary to the traditional claim in the literature that underpricing is a cost sacrifice by 

the issuer because it is “money being left on the table”, no  convincing reason can be seen 

why the issuer would not be satisfied to see the price rise as much as possible. It does not 

make sense that capital is deliberately being left
21

. Loughran and Ritter (2002) propose a 

“prospect theory” that explains why issuers do not get upset about leaving money on the 

table. They examine the covariance between the issuers’ capital sacrifice and their overall 

wealth after listing. By integrating the loss with the gain, they find that issuers are wealthier 

than they would expect.   

 

Another point that must be raised is the expiration of the lock-up period (usually six 

months), which is when the issuers will have the ability to start selling their retained shares to 

                                                           
21

 Money being left on the table contradicts the old economic saying “there is no such thing as free lunch”.    
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“cash out” without conducting any follow-on offerings. Schultz (2008) investigates the 

collapse of internet stock prices in the United States. He finds that the lock-up expirations and 

the follow on offerings made billions of dollars-worth of internet stocks available to the 

public. The agency theory and the “windows-of-opportunities” theory would be much more 

appealing in explaining the severe underpricing at earlier stages. A few studies on the Saudi 

IPOs operating performance document a sharp decline in the operating performance after the 

IPO and associate the decline to the agency theory and the owners desire to cash out 

(Alanazi; Liu and Forster, 2010, 2011a).   

 

Asymmetric theories also include Welch’s (1992) cascade theory, Benveniste and 

Spindt’s (1989) and Benveniste and Wilhelm’s (1990) book-building theories and Baron’s 

(1982) agency-based explanation. In all of these theories there is information variation among 

the different participants
22

. Most of these theories cannot explain the extreme underpricing in 

the Saudi market, even though some might be compatible with some of the findings in this 

present research.   

    

Conversely, Tinic (1988) applies symmetric information and argues that underpricing is 

necessary to avoid any potential lawsuits in the IPO aftermarket. He argues that overpriced 

IPOs are more likely to be sued than underpriced ones. This argument is also not valid in the 

Saudi environment, which is similar to other emerging nations in that it is characterized by a 

weak legal framework. The IPO issuer clarifies in the distributed prospectus that the firm is 

not liable for any adverse price movement, and the decision of whether to buy the shares is 

the sole responsibility of the investors. Given the strong demand in Saudi Arabia, IPOs are 

offered in a “take it or leave it” manner. 

                                                           
22

 For a complete discussion on the asymmetric and symmetric theories of underpricing, the reader may refer to 

the artistic literature survey conducted by Ritter and Welch (2002). 
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6.4.2.2 IPO Market Supply and Demand 

Without traditional asymmetric and symmetric theories and given the severe 

underpricing in the Saudi market, underpricing is explained within the market microstructure 

and other trading-related issues. These issues are related to the behaviours of the investors 

under a supply and demand framework and how their behaviours are managed, influenced 

and controlled by the regulator.  

 

Examining a finance phenomenon in a supply and demand framework is a challenge. 

Ross (1987) argues that fitting the theory of finance into a supply and demand framework 

does not provide much and that the fit would be awkward and irrelevant at best. In contrast, 

Wurgler and Zhuravskaya (2002) state that a detailed understanding of the practical limits of 

arbitrage will greatly enhance an understanding of how supply and demand forces affect the 

actual determinants of security prices. It appears that gaining understanding of the 

underpricing phenomenon requires a full analysis of how the IPO market operates together 

with identification of the key players that influence the IPO market price.  

  

A large body of literature suggests that the demand curve of stocks is negatively sloped. 

For example, Wurgler and Zhuravskaya (2002) find that stocks show a large price increase 

when added to the S&P 500, which implies that a less elastic demand curve exists. Gao and 

Ritter (2010) examine the role of marketing effort on SEOs and find that marketing flattens 

the demand curve and makes it more elastic than the ex-ante demand curve. Generally, 

securities market demand is not observable because it can originate from any agents in the 

market who are not under authority control such as the general public. Therefore, downward 

sloping demand curve studies measure the impact of events on the demand curve and 

measure the impact through market price movements.  
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On the contrary, supply is observable because it is limited by the number of outstanding 

shares, which the firm cannot increase without legal permission. Thus, most studies examine 

the demand curve by assuming a fixed supply. For example, Miller (1977) analyses a simple 

model by assuming that a vertical supply curve exists, and demonstrates how the security 

price rises or falls based on the diverse opinions of the investors. Gao and Ritter (2010) fixed 

the supply curve for the SEOs by utilizing the total number of offered shares after the 

issuance. However, the assumption of fixed supply is far from a reality, and how it fits within 

the IPO market is unclear.  

 

During the subscription period, the supply is fixed by the number of shares that are 

offered by the IPO, and a vertical, perfectly inelastic supply curve develops. Thus, the price 

should be entirely determined by demand, i.e., higher demand typically leads to higher prices, 

but no increase in the supplied quantity occurs. However, in the IPO market, the price is also 

fixed and does not correspond to the increasing or decreasing demand during the subscription 

period, which creates disequilibrium between supply and demand at the fixed offer price.  

  

On the listing day, the scenario changes dramatically and instantaneously, and the 

supply of shares and the price are no longer fixed. Therefore, the IPO price is simultaneously 

determined by supply and demand forces. Supply can be less than the pre-listing, original 

supply if a holding is present, or it can exceed the original number of offered shares if a re-

buying and/or re-selling occur (speculation). Also, the demand can be more or less than the 

subscription period demand. It is observed that the average liquidity (the volume that is 

scaled by the offered shares) for the entire sample is 1.6, which suggests that the quantity that 

is supplied in the post-listing period is greater than the quantity that was originally supplied 

by the IPO. Yet, the underpricing is still high, which indicates an additional strong demand.  
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The key players on the listing day in the framework in this study are the sellers 

(flippers) and buyers (speculators). In the Saudi market, IPO shares are distributed equally 

among retailers (individuals), with the exception of institutional investors. This distribution 

creates excess demand and pre-listing rationing, which lead to a small allocation
23

. This small 

allocation does not encourage long-term investments, which cause most investors to flip their 

investments and rush to sell their shares by exploiting the sharp increase in price on the 

listing day.  

 

The term ‘flipping’ describes the immediate selling of shares by the subscribers after 

the listing. Aggarwal (2000) documents that 60% to 70% of IPO shares are flipped on the 

listing day. Ritter and Welch (2002) discuss the underwriter’s conflicting views toward 

flipping. On the one hand, flipping establishes a liquid post-listing market and allows 

investors to make quick profit. On the other hand, if the post-listing demand is weak, 

underwriters will discourage flipping by imposing penalty bids or by excluding those flippers 

from future allocations. In the Saudi market, there is no such thing as a penalty bid or 

punishment in the form of altering allocations against flippers.   

 

Fishe (2002) sheds light on how stock flippers affect IPO pricing and stabilization. He 

defines two types of participants: flippers and investors. The former turn quickly into 

suppliers after the listing, whereas the latter hold their shares for a longer period of time. This 

framework differs from Fishe’s study in that this study analyses a market in which all of the 

participants are flippers. As a result, there is a huge supply on the listing day that might 

impose downward pressure on the price.  

                                                           
23

 In the literature, the pre-listing excess demand is called the artificial demand because it cannot predict the real 

post-listing demand or the buy-and-hold demand. 



166 

 

To overcome the huge supply created by the flippers, the market regulator has to create 

a market for the post-listing demand. One method of creating this market is to allow the stock 

price of the IPO on the listing day to freely fluctuate to invite buyers (i.e. greedy speculators). 

Cochrane (2002) finds that much of the demand for internet stocks in the U.S. originated 

from short-term speculators who are willing to buy shares with inflated prices in hopes of 

making a quick profit.  

 

While, the Saudi market regulator justifies the policy of free fluctuation because of the 

need to establish a market price for a newly listed company, this policy actually motivates 

speculation. Miller (1977) explains how the prices of some companies can be driven to 

extreme heights in the absence of short-selling (similar to the institutional framework of the 

Saudi market). He defines the investors who bid the stock up as uninformed or excessively 

optimistic. All of the companies that are listed in the Saudi market are restricted to 10% 

fluctuations in either direction. By allowing the stock price of the IPO on the admission day 

to freely fluctuate, the regulator creates an environment in which the suppliers and demanders 

engage in a battle.  

 

Most of the stabilization practices employed by the underwriters in the U.S, who are 

actively involved in the aftermarket, are not used in the Saudi market. For example, 

Aggarwal (2000) and Ellis, Michaely and O’Hara (2000) point out the role of the 

underwriters in stabilizating prices. If underwriters anticipate weak demand, they allocate up 

to 135% taking a naked short position such that they can have flexibility when responding to 

the post-listing weak demand and price. Price stabilization activities also include imposing 

penalty bids against brokers who flip their shares. In contrast, if the post-listing demand is 

high, such as in hot IPOs, the underwriters exercise the over-allotment option that allows 
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them to sell more shares
24

. In the Saudi market, there is no over-allotment option in which the 

underwriters and issuers cannot sell more shares. This contributes to the extreme jump in 

Saudi IPOs price since no extra shares can be injected into the market to cool down the strong 

demand. Therefore, the number of potential floating shares is limited to the maximum by the 

number of offered shares by the IPO during the subscription.  

 

Another point worth considering is the allocation procedure, and how IPO shares are 

distributed among subscribers. Allocation methods are still not a well-understood topic 

because of the existing obstacles to data disclosure. Ritter and Welch (2002), Ljungqvist and 

Wilhelm (2002a), Koh and Walter (1989) and Lee, Taylor and Walter (1996b, 1999) all point 

out the challenges facing empiricists. To understand the importance of the allocation, 

consider, for example, two IPOs with the same size each offerings 1 million shares. The IPO 

that distributes its shares among 1 million investors, and allocates 1 share to each investor is 

different from the one who distributes its shares only among 100,000 investors with 10 shares 

each. Furthermore, an IPO that allocates a portion of its shares to institutions (block holders) 

is different from the one which distributes all shares to individuals. These methods of 

allocation influence the post-listing market liquidity and trading.  

 

6.4.3 Initial Opening Price Adjustment 

In all oversubscribed IPOs, excess demand occurs during the subscription period, which 

is when the quantity of shares that are demanded by the subscribers is always larger than the 

shares that are offered through the IPO. However, if the offer is undersubscribed, then the 

IPO fails. This excess demand leads to low allocation and the wide dispersion of shares 
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 In the Saudi market, we do not know the roles of the underwriters in the post-listing period. This however, 

cannot completely rule out their possible involvement.   
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among the subscribers. At market, those subscribers become the shareholders (the major 

suppliers) instead of the company’s original stockholders. Obviously, the suppliers have 

different expectations and behave differently. Some might sell immediately to take advantage 

of the sharp increase in the price, whereas others might hold onto their shares for the long 

term. The decisions of the subscribers to sell or hold are the major determinant of the market 

supply, demand and price.  

 

The offering price of the IPO becomes the subscribers’ reserve price. Because there is 

also a transaction cost, which is fixed by SAR12, involved when flippers sell their shares, this 

cost increases the reserve price depending on the quantity of shares that investors receive. A 

larger allocation results in a lower transaction cost. For example, if a subscriber holds only 

one share, that person has a reserve price of the IPO subscription offer price plus the selling 

fees of SAR12. If the subscriber holds 2 shares, the transaction cost is half that of SAR6 and 

so on.  

 

Given the fair split of shares in the Saudi market, all of the subscribers have the same 

reserve price, which they must be compensated for upon selling a share. When trading 

commences, the price usually shoots up from the offer price to the opening price as is 

illustrated by the solid thick line in Figure 6.1. This sudden price increase is the first shock in 

the market, and mainly results from the excess demand in the pre-listing period.  

 

The opening price has been widely ignored in the literature because there is no 

statistical significance difference between the closing price and the opening price when 

calculating the underpricing (Ritter and Welch, 2002). However, one noticeable feature of 

Saudi IPOs is that the opening price (average SAR111.8) is usually higher than the closing 
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price (average SAR103.2), though the same outcome of the previous research is found (i.e. 

there is no statistically significant difference between these two prices). It is vital to 

distinguish between the two prices to identify the shapes of the supply and demand curves. It 

is argued that although the use of the opening or closing price would not yield statistically 

significant results, these prices are economically and substantially different. It appears that 

researchers who focus solely on significant results may miss important patterns, which may 

individually fall under the threshold set for tests of significance. Levis (1990) reports that the 

opening price  return (9.14%) is larger than the closing price return (8.77%) using a sample 

from the UK IPOs. Appendix A6.1 shows the offer, reserve, opening and closing prices for 5 

IPOs. Additionally, bar charts are used to illustrate the cross sectional price movement 

pattern. 

 

This study assumes that the first equilibrium exists at the intersection between the 

opening price and the excess quantity that is demanded during the subscription period. It is 

not known exactly how many shares are exchanged at the opening price because this event is 

instantaneous. However, the difference between the quantity that is demanded during the 

subscription period and the number of offered shares is known, and this can be used with the 

opening price to model the initial supply and demand equations. The excess demand is 

observable by all participants (i.e., buyers and sellers) before admission; therefore, the 

participants hold some price expectations about the future opening price. Investors learn from 

experience, as suggested by Welch (1992) and by Chiang, Hirshleifer, Qian and Sherman 

(2011).  

 

The difference between the quantity that is demanded and the quantity that is offered at 

the fixed offer price represents a disequilibrium that requires a higher price to bring the 
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situation back to normal. This factor is the oversubscription variable that has been used by 

nearly all of the authors in the literature to proxy the informed demand.  

 

Furthermore, that study assumes that the shareholders are flippers who immediately sell 

their shares. In the Saudi market, it is reasonable to make this assumption given the tiny 

allocation that subscribers receive and the severe rationing that is in place. In 5 of the IPOs in 

the sample, the investors receive only 1 share and the average number of shares allocated for 

all of the IPOs is only 14.   

 

An econometric model that explains market price and quantity should consist of two 

equations: one for supply and the other for demand. It will be a simultaneous equations model 

because both equations work together to determine the price and the quantity (Hill, Griffiths 

and Lim, 2007). The following model is proposed: 

Supply: 

                                                                           (6.4) 

Demand:  

                                         +          SPE                         

+   Delay +    

(

(6.5) 

In this model, the two equilibrium values of price (P) and quantity (Q) are determined 

at the same time. These variables are called endogenous variables because their values are 

determined within the system that was created. They are both dependent variables and there 

is feedback between them
25

. Therefore, the dependent variables are the natural logarithm of 
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 It is necessary to realize that in this model no matter which variable of price or quantity goes into the left-hand 

side of the equation, they are both dependent variables. In economics these models are set in this manner.  
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the opening price (P) and the natural logarithm of the difference between the quantities 

demanded during the subscription period and the offered shares (Q). To indicate that the 

subscribers can choose to hold, offered shares are referred to rather than outstanding shares. 

If all subscribers choose to hold onto their shares, there will be no supply at all, and 

consequently no trading will occur. This research posits that the opening price, in this case, is 

more important than the closing price because it is a reflection of the pre-listing demand. It is 

possible for an IPO to open as an underpriced firm and close the same day being overpriced 

firm and vice versa. 

 

A question arises as to whether the quantity (the excess-demand or shortage-supply) 

during the subscription period is a real or artificial demand?  In the Saudi case, it is a real 

demand because the capital has already been offered and paid by investors during the 

subscription period, although the company will not access the capital or issue more shares to 

meet this demand. In support of this, Fishe (2002) states that if there is sufficient excess 

demand at the offer price to absorb the shares of flippers, the after-market price is likely to 

rise. Agarwal, Liu and Rhee (2008) find that the underpricing magnitude in Hong-Kong is 

associated with the level of demand of the pre-listing period. They divide the pre-listing 

demand into three categories: weak, medium and high demand. IPOs with high pre-listing 

demand are significantly under-priced by 58%, while the IPOs with weak demand have 

negative returns of -7%.  

 

The values of the independent variables are determined outside of this system. These 

variables are called exogenous variables. In the supply equation, the first independent 

variable is the natural logarithm of the number of subscribers (NOS). On the listing day, the 

subscribers become the only suppliers (Fishe, 2002; Aggarwal, 2003). Therefore, a negative 
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relationship is expected between the opening price and the number of subscribers. The 

reserve price (RES) composes of two components: the cost incurred by the subscribers to 

purchase the IPO shares during the subscription period and the transaction cost (the selling 

fees) on the listing day. Benveniste and Spindt (1989) were the first to introduce the term 

‘reserve price’ in IPO literature. This price is the conditional estimate of the aftermarket 

price. Thus, the reserve price restricts the supply of shares on the listing day because the 

subscribers require a certain amount of compensation.  

 

The demanders also observe the reserve price, which compels them to bid higher to 

obtain shares. Therefore, the reserve price is expected to affect the opening price positively in 

that the higher the reserve price is, the higher the opening price will be. Finally, the allocation 

(ALLO) is included in the supply equation because allocation represents the quantity of 

shares held by each supplier. Therefore, the larger the allocation is, the lower the opening 

price should be. 

 

In the demand equation the natural logarithm of the excess capital is calculated as the 

first independent variable. This variable represents the capital with no shares refunded fully 

to subscribers before the listing day. It is expected this capital will influence the demand 

positively because the investors might attempt to purchase the quantity that they desired 

during the subscription period of the market. Of course, a larger amount of capital can enter 

during the trading hours. However, such information is not available. It is expected this 

refunded capital will affect the opening price positively.  

 

Also included is the market sentiment (MS), which is a dummy variable that takes a 

value of 1 if the market is a bull market between the closure of the subscription period and 
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the listing day and 0 if it is a bear market. Although, the MS might influence both the supply 

and demand, it is expected that the impact will be stronger on the demand because the 

flippers (the suppliers) are more than likely to behave the same (i.e., continue to flip) under 

any market situation, whereas the demanders’ behaviour might change based on the market 

situation.  The exact association is unknown, but a positive relationship is expected between 

the market sentiment and the opening price due to stronger demand.  

 

Additionally, the speculation (SPE) which measures how speculative the IPO is in the 

demand equation is included
26

. Small IPOs are expected to be more speculative than large 

IPOs and to have a higher opening price as a result. Speculation is measured by scaling the 

IPO total turnover during the listing day by the IPO gross proceeds to control for the variation 

in size among the IPOs as follows: 

             
           

                 
 

(6.6) 

where             is the total capital traded during the listing day, and                   is 

the total amount of capital raised by the IPO. 

 

The last variable included in the demand equation is the delay, which is the time 

(number of calendar days) between the end of the subscription period and the admission date. 

Because under-establishment IPOs in the sample took, on average a longer time (average of 

58 days) to admission than the established IPOs (average of 18 days), this variable is included 

to capture the differences. Thus, this continuous variable acts like a dummy variable that 

                                                           
26

 A perfect measure here would be the number of buyers (speculators) bidding to buy from the flippers and the 

cash capital that they are prepared to use. Unfortunately, these data do not exist. It is known that the speculators 

exist, but it is unknown who they are and what they are doing. In the Saudi market, citizens usually call the 

speculators the ‘big fish’ indicating that “big fish eat little fish”.   
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differentiates between the types of the IPOs. Under-establishment IPOs have distinguishing 

features because they are usually cheaper and the majority are smaller in size. Therefore, a 

positive relationship between the delay and opening price is expected.  

 

Figure 6.1, looks more closely at the shooting-up phenomenon with the opening price. 

It is expected that the supply at the opening price will be above the demand mainly because 

of flipping, which stops the price from continuing to rise. Therefore, in response to the price 

jump, the supply increases and demand decreases in accordance with the economic laws of 

supply and demand. This scenario is an approximation. 

                                                                                

                  P                                                               S 

                                                                              D 

      Opening 

 

 

                

                RP                

                                    TC 

                OP 

                                                                             Excess Demand  

                                                                     

                                                                    

 

                                                           OSH                                           QD                                     Q 

Figure 6.1. A Closer Look at the Admission of an IPO to the Stock Exchange 

P on the y-axis and Q on the x-axis are the price and quantity of shares, respectively. OP is the IPO offer price; 

TC is the transaction cost calculated as (the SAR12 selling fees / IPO individuals’ allocation); RP is the reserve 

price, which is equal to the IPO offering price plus the transaction cost and represents the cost that the 

subscribers must be compensated for upon start selling; Opening is the IPO opening price, which is the first 

quotation of the IPO share when the market opens and exchange begins; OSH is the number of shares offered by 

the IPO; QD is the quantity of shares demanded by the subscribers during the subscription period; Excess 

demand is the difference between the quantity demanded during the subscription period and the total shares 

offered by the IPO; S and D represent the supply and demand curves, respectively. The thick solid line between 

the offer price and the opening price represents the shooting-up phenomenon in the IPO market. 
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6.4.4 The Cross-sectional Supply and Demand of IPOs 

As trading continues towards the end of the listing day, the total quantity exchanged 

(the volume) and the last quotation (the closing price) will be obtained. Figure 6.2 shows the 

movement of the supply and demand curves from the opening price to the closing price. The 

study posits that both curves will have negative slopes that move from the opening price 

down towards the closing price. They both decrease, but the supply decreases at a greater and 

quicker rate than the demand because flippers exit the market and leave it for other interested 

parties.  

 

Of course, there are many other adjustments, hundreds or perhaps thousands might 

occur during trading hours (i.e. the high and the low of the listing day) as is shown by the 

stochastic price movement from the opening price to the closing price in the figure. However, 

no data is available on the price movement during trading hours. Understanding the 

interaction between supply and demand on the first day requires a full analysis of intra-day 

price data, and perhaps a minute-by-minute analysis would be reasonable. For the sake of 

simplicity and the lack of sufficient data, only the opening and closing prices are used in 

order to identify these slopes. Although, a negative supply curve sounds unusual, it is not 

really uncommon in the underpricing topic because of the high instability and uncertainty that 

characterizes the market on the listing day.  

 

It is vital to realize that Figure 6.2 is an approximation of the hot IPOs in Saudi Arabia, 

where most IPOs are substantially underpriced. Additionally, it is essential to understand that 

this analysis is a cross-sectional examination of supply and demand, and not one of time 

series movements from the opening to closing prices. The following model to test the supply 

and demand using the volume equilibrium is proposed: 
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Supply: 

                                                                          (6.7) 

Demand:  

                                        +          SPE   

+   Delay +    

(6.8) 

 

This is the same model that was used to test the first equilibrium of the opening price 

and the excess demand in the pre-listing period. In the current model, only the volume of the 

listing day and the closing price are used. Thus, the dependent variables here are the 

following: 1) the natural logarithm of the difference between the closing price and the offer 

price (P) and 2) the natural logarithm of the volume of trade on the listing day. Ritter and 

Welch (2002) suggest that it is important to incorporate the IPO trading volume in the 

empirical work of the market microstructure because of its large magnitude on the listing day. 

Table 6.2 shows the expected negative feedback between the endogenous variables and the 

expected association between the exogenous and endogenous variables. 
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Table 6.2 

The Expected Association between the Endogenous and Exogenous Variables 

This table shows the expected sign of the relationship between the endogenous and the exogenous variables. 

First, the table shows the expected negative feedback between the endogenous variables of the underpricing and 

the volume. Underpricing represents the difference between the listing day’s closing price and the IPO offering 

price; volume represents the total number of shares exchanged between the market participants during the listing 

day. A negative association is expected between the underpricing and the volume in that large volume lowers 

the underpricing and high price lowers the volume. The exogenous variables are: the number of subscribers 

(flippers), which affects the underpricing negatively and the volume positively in accordance with the economic 

laws of supply and demand; the allocation (the number of shares allocated to flippers), which affects the 

underpricing negatively and the volume positively; the reserve price (the price incurred by flippers to purchase 

the IPO shares pre-listing plus the transaction cost of the selling fees on the listing day), which affects the 

underpricing positively and the volume negatively; the excess capital (the amount of capital fully refunded to 

investors pre-listing), which affects both the underpricing and the volume positively; the market sentiment (a 

dummy variable that takes on a value of 1 if the market is a bull market between the end of subscription period 

and the listing day and 0 if it is a bear market), which affects the underpricing negatively and the volume 

positively because it is expected that when the market is doing well generally, the exchange between 

participants becomes larger, which in turns lower the underpricing; speculation (measures the speculative degree 

of the IPO by scaling the turnover of the IPO on the listing day by the IPO’s gross proceeds), which affects both 

the underpricing and the volume positively and the delay (the number of calendar days between the end of the 

subscription and the listing day), which affects the under-pricing positively and the volume negatively because 

this variable captures the difference between the two types of IPOs: the under-establishment and the established 

ones. Because under-establishment IPOs are cheaper and generally smaller in size, it is expected that the delay 

variable will be positively associated with price and negatively with volume.      

 

       Endogenous variables Underpricing (Closing Price) Quantity (Volume) 

Exogenous variables (-) (-) 

   Number of Subscribers (-) (+) 

Allocation (-) (+) 

Reserve price (+) (-) 

Excess capital (+) (+) 

Market sentiment (-) (+) 

Speculation (+) (+) 

Delay (+) (-) 
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          Subscription period supply and demand                                                  Market Listing day supply and demand                                                                                     

Figure 6.2. An Illustration of the IPOs in Equilibrium at the Closing Price and the Volume on the Listing Day 

P on the y-axis and Q on the x-axis are the price and quantity of shares, respectively. O is the pre-announced IPO fixed-price offer. OSH is the number of shares offered by the IPO. QD is the 

quantity of shares demanded during the subscription period. TC is the transaction cost calculated as the selling fees of SAR12 divided by the individuals’ allocation. Reserve price is equal to the 

IPO offering price plus the transaction cost. Excess demand is the difference between the quantity of shares demanded during the subscription period and the total shares offered by the IPO. 

Delay is the number of calendar days between the end of subscription and the listing day. Re-selling area is the area where the number of shares exchanged during the listing day exceeds the 

original number of shares offered by the IPO. OP is the opening price, which is the first quotation of the IPO share when the exchange begins. The thick solid line between the offer price and the 

opening price represents the shooting-up phenomenon in the IPO market. HP and LP represent the highest and lowest quotations, respectively that appear during the listing day. CP is the closing 

price, which is the last quotation of the IPO shares on the listing day. Volume represents the total number of shares exchanged between the buyers and sellers during the listing day. The 

stochastic price movement illustrates the price movements of the IPO stock during the listing day. 

   O 
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6.5 Empirical Evidence 

6.5.1 Underpricing 

Panel A of Table 6.3 reports the underpricing for 76 Saudi IPOs using the market 

listing day opening price. The raw and adjusted returns are reported separately. Consistent 

with the global evidence on underpricing, Saudi IPOs are significantly underpriced, but at a 

much larger magnitude than other markets. The average IPO’s first-day raw and adjusted 

returns are 297% and 285%, respectively. Additionally, the median reveals the same 

observations of large raw and adjusted underpricing of 134% and 123%, respectively, which 

is very large for IPOs that were originally offered at high prices. My overall result on large 

magnitude under-pricing is consistent with that of Al-Hassan, Delgado and Omran (2010), 

who report 290% underpricing for 47 IPOs in the GCC region.  

 

The aggregated amount of capital that was left on the table in the Saudi market is 

approximately US$43 billion. Loughran and Ritter (2001, 2004) report that the underpricing 

of IPOs in the U.S. was the highest during the internet bubble, which was on average of 65% 

with an aggregate amount of US$66 billion left on the table. Nineteen IPOs in their sample 

were underpriced by more than 300%. Ritter (2011) reports that IPOs in the Chinese market 

were extremely underpriced by more than 200%, on average. Engelen and Essen (2010) find 

that the level of underpricing is higher in countries with weak institutional legal frameworks. 

Evidence from Saudi IPOs is consistent with this view.  

 

In Panel B, underpricing is reported by using the market listing day closing price. The 

results are slightly different and lower, and they show an adjusted underpricing of 253%. It is 

clear that the underpricing that results from using the opening price is higher than from using 
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the closing price. Although the difference is not statistically significant, the variations under 

all statistical measures are economically and substantially large. Fifty-one IPOs of the 76 

(approximately 67%) follow this pattern, and 8 IPOs close at the same price with which they 

opened.  

 

The study also differentiates between the underpricing of large and small IPOs and of 

old and new IPOs, finding that, on average, established, older IPOs are underpriced by 63%, 

whereas new IPOs are underpriced by 423.5%. Similarly, large IPOs have an adjusted return 

of 149%, whereas small IPOs have a return of 357%. Although the measures of size and age 

are consistent with Beatty and Ritter’s (1986) explanation of the ex-ante uncertainty, 

interpretation in the present study of this finding is different. It appears that because large 

IPOs have a potential for a greater supply of shares and liquidity in the post listing market, 

these IPOs tend to be less underpriced. In other words, the number of floating shares for large 

IPOs is larger than for small IPOs. Likewise, old IPOs were initially offered at higher prices 

than new IPOs, and thus, it was anticipated that any variation observed in this study would 

follow the laws of supply and demand. Appendix A6.2 lists all IPOs by their dates of 

issuance, and the gross proceeds are reported for each IPO with their raw and adjusted-

underpricing by using the closing price. 
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Table 6.3 

 Underpricing for 76 Saudi Initial Public Offerings from 2003 to 2010 

The sample is 76 Saudi IPOs which went public between 2003 and 2010. The raw underpricing is calculated by taking the difference between the IPO market price on the 

listing day and the IPO offer price and divided by the offer price as in Eq.6.1. The adjusted return is the IPO raw return adjusted with the Saudi market “TASI” return and for 

the transaction cost as in Eq.6.2. Panel A shows various statistics for the full sample of 76 Saudi IPOs using the market listing day opening price. Panel B shows various 

statistics using the market listing day closing price. t-Statistic that the mean return equals zero. 

 

                                                                                                       Panel A: Underpricing using Opening Price 

Underpricing Mean 25
th
  percentile Median 75

th
  percentile Maximum Minimum Std.dev t-Statistic 

Raw return %   296.8 42 133.6 395.6 1400 -7.3 347 7.5*** 

Adjusted return %  284.96 33.1 122.7 378.44 1374.39 -101.46 343 7.1*** 

 

                                                                                            Panel B: Underpricing using Closing Price 

 

  Underpricing Mean 25
th 

percentile Median 75
th
 percentile Maximum Minimum Std.dev t-Statistic 

Raw return %   264.5 35.2 118 336 1770 -17.6 347 6.5*** 

Adjusted return % 252.64 33.26 116.46 328.53 1737.56 -80.63 343.3 6.3*** 

*** Significant at the 1 % level. 
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6.5.2 Initial Supply and Demand Curves 

 

Table 6.4 reports the 2SLS estimates of the initial supply and demand for IPO shares. 

At the opening price, the supply curve is above the demand curve and positively sloped. This 

finding indicates that the pre-IPO excess demand converts immediately into excess supply 

mainly because of the flippers who rush to sell their shares. Consequently, the demand will 

decrease in response to the sharp price increase. Previous scholars have always assumed that 

the demand curve is negatively sloped in response to the IPO price jump (Ritter and Welch, 

2002; Fishe, 2002), and in this chapter, this assumption is empirically proven.  

 

Examining the supply side of the system, it is found that all of the variables are giving 

the expected signs to a significant degree. The number of subscribers (flippers) and the 

quantity of shares that each subscriber holds before the exchange begins (the allocation) are 

both negatively associated with the opening price. This result is expected according to the 

economic laws of supply and demand (i.e., large supply leads to a low price and low supply 

leads to a high price). If an IPO has a large number of flippers and those flippers hold large 

quantities of shares, the expected opening price should be low. In contrast, the reserve price is 

positively associated with the opening price. As hypothesized, the reserve price of Benveniste 

and Spindt (1989) restricts the supply side because of the compensation that the shareholders 

require. Therefore, the higher the reserve price, the higher the expected opening price should 

be.  

 

With respect to the demand side of the system, it is found that the capital refunded to 

the disappointed shareholders with no allocation in the pre-listing period is positively linked 

with the opening price. The larger this pool of capital was, the higher the opening price would 
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be. Market sentiment is unexpectedly negatively associated with the opening price. This 

indicates that if the market was a bull market between the closure of the subscription period 

and the admission day, the opening price would be lower. As suggested previously, sellers 

are expected to behave in the same manner (continue to flip), regardless of the market 

situation, whereas the buyers might be influenced by the market sentiment. The result of this 

study suggests that those IPOs went public during a bull market have achieved a lower 

opening price than those went public during a bear market. It is also observed that the 

opening price is positively associated with the speculation variable, which indicates as 

anticipated that the speculative IPOs showed higher opening prices than other IPOs.  

 

Finally, the delay to listing variable suggests that the IPOs that had a longer waiting 

period prior to admission showed higher opening prices. As indicated before, while this result 

is in line with Beatty and Ritter’s (1986) ex-anti uncertainty explanation, the interpretation of 

this study is different. This is linked to the fact that under-establishment IPOs were priced 

initially lower than old IPOs. Consequently they show larger underpricing. Thus, the delay 

variable reflects the variation between the two types of IPOs in that new IPOs have higher 

opening price than old IPOs. The system has strong explanatory power for both equations of 

supply and demand at 52% and 72%, respectively.  
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Table 6.4 

2SLS Simultaneous Equations of IPO Supply and Demand 

 

The sample consists of 76 Saudi IPOs issued from 2003 to 2010. The table reports the estimates of the supply 

and demand for the IPO using the opening price adjustment. The following simultaneous equations are utilized: 

 

Supply: 

                                                                

 

Demand: 

                                       +          SPE +          +    

 

The dependent variables are the natural logarithm of the opening price and the quantity of excess demand in the 

pre-listing period. The supply side of the system has three independent variables: the natural logarithm of the 

number of subscribers, the number of shares held by each subscriber (allocation) and the reserve price, which is 

the IPO offering price plus the transaction cost. In the demand side of the system, the independent variables are 

the natural logarithm of the excess capital, which is the capital with no allocation that has been fully refunded to 

the subscribers in the pre-listing period; the market sentiment dummy variable, which takes on a value of 1 if the 

market is a bull market from the end of the subscription period to the listing day and 0 if it is a bear market; 

speculation, which measures how speculative the IPO is by scaling the total turnover of the IPO shares on the 

listing day by the IPO gross proceeds; and the delay to listing, which is the number of calendar days between the 

closure of the subscription period and the admission to the stock exchange.   

 

 

                                     2SLS estimates for the supply of IPO shares 

 

Variable Coefficient t-Stat p-Value 

Intercept 1.44** 2.07 0.04 

Quantity 0.14 1.45 0.15 

Number of Subscribers -0.26** -2.37 0.01 

Allocation -0.01** -2.59 0.01 

Reserve Price 0.78*** 8.26 0.00 

f-Stat 21.43*** 
  Adjusted R

2 
52% 

   

                                   2SLS estimates for the demand of IPO shares 

 
 Variable Coefficient t-Stat p-Value 

Intercept -0.29 -0.53 0.59 

Quantity -1.01*** -12.12 0.00 

Excess capital 1.05*** 11.67 0.00 

Market sentiment -0.25*** -4.49 0.00 

Speculation 0.01*** 3.09 0.00 

Delay 0.01*** 5.52 0.00 

f-Stat 38*** 
  Adjusted R

2 
72% 

   

*,**,*** Significant at the 10, 5 and 1 % levels, respectively. 
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6.5.3 Supply and Demand Curves using the Closing Price 

 

Table 6.5 reports the 2SLS estimates of the supply and demand equations using the 

closing price adjustment with the IPO volume on the listing day. The intercept of the supply 

equation in model 1 is 5.4 (significant at the 1% level), which is higher than the demand 

equation intercept of 0.76. This finding suggests that the supply curve is above the demand 

curve. The intercepts for both equations are different from the ones observed while using the 

opening price, which indicates that both curves shift during the trading hours. All of the other 

models from 1 to 5 suggest the same observation; the supply curve is above the demand 

curve. Furthermore, when the price and quantity in models 4 and 5 are swapped by moving 

the volume to the left-hand side of the equations, similar results are obtained. In model 5, the 

supply curve is above the demand curve (6.3 > 2).   

 

The slopes of both the supply and demand curves are significantly negative, with the 

supply curve being steeper than the demand curve. For example, in the first model, the slope 

of the supply is -0.56, whereas the slope of the demand is -0.72. The variation is much larger 

in the other models, except for model 2 which shows a positive but insignificant supply 

curve. This finding is consistent with the conjecture of this study that the supply decreases at 

a quicker and greater rate than the demand. This result is interpreted by conjecturing that the 

flippers are exiting the market, but that other interested parties are entering (perhaps 

speculators exploiting the freely fluctuating price of the listing day). Moreover, this finding 

suggests that, although the demand is decreasing, it is still strong enough to resist the price 

pressure caused by the sellers. If this is not true, then a sharp decrease in the price is 

expected, as the IPOs may become overpriced and the IPO’s market price should fall below 
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the offer price. This is not the case in the hot IPOs in which the average low price of the 

listing day is higher than the average initial IPO offer price.  

 

Following is an investigation of the exogenous variables and their individual impacts 

on and interactions with the supply and demand. It is noticed that the number of subscribers 

and the allocation are both insignificant. However, as expected, they both have negative 

impacts on the closing price. In models 4 and 5, when the left-hand side of the system is 

replaced with the volume, it is found that the allocation is significantly positive, which 

suggests that when the allocation is large, the quantity supplied in the market (volume) is 

large. In turn, the large quantity supplied would negatively affect the price. It is important to 

keep in mind, that this is a simultaneous reaction, in which both the price and quantity 

variables affect each other. Therefore, an understanding can be gained of one part by using 

the other part. The reserve price is positive, which suggests that a higher (offering price and 

transaction cost) require a higher closing price. When their impact on the volume in models 4 

and 5 is examined, the signs became negative as expected because of the compensation 

required on these expensive IPOs.  

 

On the demand side of the system, the excess capital returned to investors is positively 

linked to both the closing price and volume variables. A large amount of capital refunded to 

subscribers increases the demand for IPO shares at market. Hence, the closing price should be 

higher. Additionally, the volume and the power of exchange will be larger when the refunded 

capital is large. In the same vein, the speculation variable suggests that those speculative 

IPOs have achieved higher closing prices and have enjoyed larger volumes. The market 

sentiment provides negative, but shows insignificant signs in all of the models. Finally, the 

delay to listing is positive, which indicates that under-establishment IPOs have higher closing 
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prices. The system can be confusing when examining the supply and the demand and how 

they interact with each other. To better understand this structural system, the reduced form 

estimates are explored in the next section. 
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Table 6.5 

2SLS Simultaneous Equations of IPO Supply and Demand 

 
The sample is composed of 76 Saudi IPOs issued from 2003 to 2010. The table reports the estimates of the supply and demand for the IPO using the last adjustment of the 

closing price and the volume of the listing day. The dependent variables are the natural logarithm of the difference between the closing price and the offer price and the IPO 

volume on the listing day. The supply side of the system has three independent variables:  the natural logarithm of the number of subscribers; the allocation, which is the 

number of shares held by each subscriber; and the reserve price, which is the IPO offer price plus the transaction cost. In the demand side of the system, the independent 

variables are the natural logarithm of the excess capital, which is the capital with no allocation that has been fully refunded to the subscribers in the pre-listing period; the 

market sentiment; which is a dummy variable that takes on a value of 1 if the market is a bull market from the closure of the subscription period to the listing day and 0 if it is 

a bear market; the speculation, which measures how speculative the IPO is by scaling the total turnover of the IPO shares on the listing day by the IPO gross proceeds; and 

the delay, which is the number of calendar days between the end of the subscription period and the listing day. Models 1, 2 and 3 are estimated as in Eq. 6.7 and 6.8. In 

models 4 and 5, the volume for the same system transformed into the left-hand side and the price transformed into the right-hand side. Numbers under the coefficients 

between brackets represent t-Stat.  

 

 

 

2SLS Estimates for Supply of IPO Shares 
 

Model 1 2 3 

 

4 5 

Variable 

   

Variable 

  Intercept 5.35 2.06 3.46 Intercept 6.27 6.27 

 

(2.9***) (0.06) (2.15**) t-Stat (4.93***) (4.93***) 

Quantity -0.56 0.06 -0.38 Price -0.43 -0.43 

 

(-2.23***) (0.21) (-1.89*) t-Stat (-2.18**) (-2.18**) 

Number of Subscribers -0.09 -0.33 

 

Number of Subscribers 0.23 0.23 

 

(-0.42) (-1.24) 

 

t-Stat (1.15) (1.15) 

Allocation 0.01 -0.01 

 

Allocation 0.02 0.02 

 

(0.75) (-0.96) 

 

t-Stat (4.67***) (4.67***) 

Reserve Price 0.41 0.70 0.46 Reserve Price -0.17 -0.17 

 

(1.88*) (2.70***) (2.22**) t-Stat (-0.79) (-0.79) 

f-Stat 6.31*** 4.34*** 9.07*** f-Stat 15.5*** 15.52*** 

Adjusted-R
2 

25% 13% 29% Adjusted-R
2 

47% 47% 
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2SLS Estimates for Demand of IPO Shares 

Model 1 2 3 

 

4 5 

Variable 

   

Variable 

  Intercept 0.76 1.11 3.26 Intercept 1.66 2 

 

(0.49) (0.80) (2.6**) t-Stat (0.95) (1.14) 

Quantity -0.72 -0.63 -0.81 Price -1.08 -1.3 

 

(-4.92***) (-4.10***) (-3.34***) t-Stat (-5.12***) (-4.38***) 

Excess capital 0.60 0.51 0.32 Excess capital 0.73 0.72 

 

(3.81***) (3.35***) (2.21**) t-Stat (3.78***) (3.67***) 

Market sentiment -0.04 -0.08 0.02 Market sentiment 0.05 -0.02 

 

(-0.25) (-0.49) (0.12) t-Stat (0.26) (-0.11) 

Speculation 0.04 0.03 

 

Speculation 0.04 0.05 

 

(2.96***) (2.98***) 

 

t-Stat (3.16***) (3.07***) 

Delay 0.00 

  

Delay 0 

 

 

(1.05) 

  

t-Stat (0.71) 

 f-Stat 7.52*** 6.57*** 5.36*** f-Stat 8.26*** 7.52*** 

Adjusted-R
2 

31% 33% 15% Adjusted-R
2 

26% -6% 
 

*,**,*** Significant at the 10, 5 and 1% respectively. 
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6.5.4 Reduced Form Estimates  

Table 6.6 reports the impacts of the exogenous variables on the quantity exchanged 

during the listing day (volume) and the closing price (P). Looking first at the volume in Panel 

A, it can be seen that all of the coefficients provide the expected signs of the relationship, 

with the exception of the refunded capital, which is insignificant. The market sentiment is 

positively significant, indicating that the quantity exchanged is larger during a bull market. 

Of course, when the market is doing well, the match between buyers and sellers becomes 

stronger, which increase the volume. Additionally, speculative IPOs have stronger trading 

volumes than the other IPOs. The shares of some IPOs in the sample have been exchanged 

six times more than the original number of shares offered by the IPO, suggesting that the 

stock is highly liquid. The average liquidity for the entire sample (the volume scaled by the 

outstanding shares) is 1.6. This result confirms the conjecture that new-comers participate in 

the post-listing period.  

 

The number of subscribers (flippers) and the quantity of shares that they hold 

(allocation) both positively affect the trading volume, as one would expect according to the 

economic laws of supply and demand. An IPO with 100 potential suppliers in the post-listing 

period is different from one with 1000 potential suppliers.  

 

Moreover, the reserve price is negatively associated with the trading volume. It is 

proposed that the shares of expensive IPOs are more difficult to trade because of the higher 

compensation that their shareholders require. The last variable is the delay, which indicates 

that IPOs that took a longer time to be admitted (the under-establishment IPOs) have 

experienced a lower trading volume because they are usually smaller in size. The model has a 

strong explanatory power of 53%.  
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Next is an examine of the impact of the same exogenous variables on the closing price. 

Excess capital is insignificant, but provides a positive sign, as expected. Thus, the larger the 

amount of refunded capital, the higher the expected closing price will be on the listing day. 

The market sentiment is significant and switches from positive (with the volume (Panel A)) 

to negative (with the closing price (Panel B)). Recall that the market sentiment positively 

affects the volume. In turn, this effect should lower the closing price. Now, after the study 

started looking at the reduced forms, sense can be made of the association between the 

variables in the simultaneous system.  

 

Furthermore, it is observed that the number of subscribers and the allocation both 

switch signs. These two variables positively affect the quantity exchanged (the volume) 

because of the existence of a larger number of suppliers and the quantity to be supplied. Thus, 

the expectation is that their impact on the price will be negative. The larger the number of 

market participants and the quantity of shares held by each supplier, the lower the market 

price should be.  

 

Moreover, the reserve price is significantly positive and switches sign, which indicates 

that the higher the IPO offer price and the transaction cost are, the higher the required market 

price will be. This implication is related to the premium that the subscribers must be paid for 

their shares to start selling in the post-listing period. This finding suggests that no matter what 

the offering price is, as long as there is excess demand in the pre-listing period and there are 

interested parties on the listing day, the post-listing price will be higher. Additionally, 

speculative IPOs and IPOs with longer times to listing (the under-establishment IPOs) have 

significantly higher closing prices. The model has a strong explanatory power of 39%. 
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Table 6.6 

Cross-Sectional OLS Reduced Form Estimates of the  

Supply and Demand System 

The sample is composed of 76 Saudi IPOs issued from 2003 to 2010. The table reports the reduced form 

estimates of the supply and demand system using the closing price adjustment. The reduced form equations 

express the endogenous variables price and quantity, in terms of the exogenous variables, the intercept and the 

error term as follows: 

  

                                            SPE+             

+               +                         

                                            SPE+             

+               +                           

                                  

                                  Panel A: Reduced form for quantity of shares 

 
 Variable Coefficient t-Stat p-Value 

Intercept 5.53*** 3.95 0.00 

Excess Capital -0.01 -0.04 0.88 

Market Sentiment 0.31** 2.61 0.01 

Speculation 0.2** 2.46 0.01 

Number of Subscribers 0.34* 1.72 0.08 

Reserve -0.51** -2.39 0.01 

Allocation 0.02*** 5.34 0.00 

Delay -0.01*** -2.91 0.00 

f-Stat 13.23*** 

  Adj- R
2
 53% 

   

                                   Panel B: Reduced form for price of shares 

 
 Variable Coefficient t-Stat p-Value 

Intercept -2.18 -1.34 0.19 

Excess Capital 0.28 1.42 0.16 

Market Sentiment -0.23* -1.73 0.08 

Speculation 0.02** 1.87 0.06 

Number of Subscribers -1.17 -0.65 0.51 

Reserve 1.11*** 4.15 0.00 

Allocation -0.00 -0.86 0.39 

Delay 0.01*** 4.15 0.00 

f-Stat 7.15*** 
  Adj-R

2
 39% 

   
*,**,*** Significant at the 10, 5 and 1% levels, respectively. 
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6.6 Conclusion and Future Research 

This chapter examines the underpricing phenomenon under a supply and demand 

framework using 76 Saudi IPOs issued from 2003 to 2010. The IPOs in this sample are 

significantly underpriced, with an adjusted-underpricing of 253%. This large figure mainly 

results from the unique institutional framework adopted by the market regulators. The 

institutional framework drives severe demand during the subscription period and aggressive 

speculation during the listing day.  

 

Given this background, overwhelmingly the main thrust of the chapter was to 

demonstrate that it is feasible to model first-day trading of IPO shares in a demand and 

supply model, and given current data availability to estimate those equations. The focus, 

therefore, is not so much on the results of the estimation but to demonstrate the feasibility of 

such estimation. In this context it is important to temper any conclusions that can be drawn 

from the estimation of the model with the realisation that the modelling is made possible 

because of the special nature of the Saudi Arabian data.  In interpreting the estimates it is 

assumed that the special nature of the data allows the estimation but does not create results 

that are entirely specific to the Saudi Arabian market. The major characteristic of the data that 

allows the modelling and estimation is argued to be relatively innocuous in this respect – that 

all subscribers have to receive shares and in equal proportions. This yields enormous 

information about demand (especially before market trading) and supply (during first day 

market trading).  

 

Nonetheless, the results of the first system indicate that the first adjustment in the IPO 

market occurs at the opening price, where the pre-IPO excess demand converts 

instantaneously into excess supply. The implications of this are not restricted to Saudi Arabia 
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but are relevant to an understanding of the underpricing phenomenon worldwide. Quite 

possibly this immediate conversion always occur if the IPOs are ‘hot’ and show extreme 

price jumps. Otherwise, the price would continue to rise and never approach equilibrium. As 

the market absorbs the opening price information, the price rises, falls or fluctuates under the 

forces of supply and demand, moving between the high and the low of the listing day. The 

results indicate that the demand curve is negatively sloped, as expected but that the supply 

curve is also negatively sloped. The supply remains above the demand curve and is much 

steeper as well. This finding suggests that the supply decreases at a greater and at a faster rate 

than the demand mainly because the flippers are exiting the market.  

 

The findings in this paper have other implications, including underpricing being 

primarily related to the supply and demand. This implication suggests that everything 

proposed in the literature has a direct or indirect link to supply and demand. Therefore, 

underpricing is not a question of the variation in the magnitude of underpricing among or the 

explanatory power of particular theories regarding the underpricing observed in particular 

markets. Rather, the question is how the under-pricing phenomenon is managed and governed 

in a particular market. Given that underpricing is a global phenomenon, the reasons causing it 

must be common as well, regardless of the magnitude. Underpricing primarily depends on 

how regulatory body controls the supply and demand of IPO shares. This process begins in 

the subscription period, continues until the listing day, and may even last afterwards for a 

longer period of time.  

 

In the post-listing market, regulators also greatly influence the supply and demand.  In 

the Saudi market given the huge supply expected on the listing day, the regulator successfully 

creates market demand on the listing day by giving the IPOs the ability to freely fluctuate 
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their prices. This unique feature attracts speculation. Therefore, the variations in the 

magnitude of underpricing are related to the variations in regulations among countries. 

Moreover, as the underpricing of IPOs changes over time (even within the same country), this 

variation will be linked to the change in the regulations and the change in the investors’ 

behaviour over time. In turn, these changes will affect the supply and demand, and as a 

consequence the underpricing. Thus, underpricing is higher during the hot years and 

decreases in other periods.   

 

Future research will see demand and supply models of a more sophisticated form than 

is currently possible. One reason will almost certainly be that more useful data will become 

available but, more importantly there will be new ways of using the data that are currently 

available. Such models also contain the possibility of employing data across several 

jurisdictions, the principles of demand and supply being universal. 
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Chapter Seven: Summary and Conclusion 

7.1 Summary 

The objective of this thesis was to investigate IPOs in the GCC region. The research 

consisted of three essays which examined three major questions. The first essay dealt with the 

financial and operating performance of a sample of 52 IPOs, which went public between 

2003 and 2010 in the GCC. Factors that explain performance change between the pre- and 

post-IPO periods were also explored. The second essay measured the short- and long-run 

stock returns of 139 IPOs that went public between 2003 and 2010 in the GCC, and also 

explained the stock returns of these IPOs. In the last essay, using 76 Saudi IPOs, the study 

modelled the phenomenon of underpricing in a new framework of simultaneous equations of 

supply and demand.  

 

The rationale for the thesis was motivated by the large increase in the number of 

publicly traded firms (the hot issues market) in the GCC and by the ability to access data that 

was previously unavailable. Empirically and theoretically, the thesis makes significant 

contributions to the IPO literature. From an empirical perspective, the thesis is the first to 

report the performance of GCC IPOs using accounting-based measures and stock-price based 

measures. From the theoretical perspective, the thesis is the first to undertake research into 

the supply and demand curves of IPOs.  

 

Section 7.2 of this chapter summarizes the major findings from each essay. Section 7.3 

discusses the limitations of the thesis and the challenges faced during the study. Finally, 

Section 7.4 considers some directions for future research based on what has been discovered 

by this research. 
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7.2 Major Findings 

A summary of the major findings in the thesis from each essay is provided below.    

7.2.1 The Financial and Operating Performance of IPOs in the GCC 

This essay addressed the first research question in the thesis. It examined the financial 

and operating performance of 52 companies that were floated on the stock market between 

2003 and 2010 in the GCC region. Consistent with the general evidence into the operating 

performance of IPOs, it is found that the operating performance of IPOs in the GCC declines 

after companies are listed on the stock exchange.  

 

This essay used a matched pairs method, comparing the ROA, ROS and S/A between 

the pre-IPO (Y-) period and the post-IPO (Y+) period, and the results produced found that by 

all measures, profitability declined in the post-IPO period. In comparison to the year prior to 

the offering, the ROA had declined by 23%, ROS had declined by 5% and the S/A ratio had 

declined by 20% one year after the IPO. In the second year post-listing, the decline in the 

performance of the IPOs had intensified in magnitude, the ROA by 36%, the ROS by 15% 

and the S/A by 18%. Similar results were also discovered when a comparison was made 

between the average performance during the pre-IPO period and the average performance 

during the post-IPO period. The median change between the two periods for the ROA, ROS 

and S/A was -0.04, -0.05 and -0.14, which is a decline of approximately 36.4%, 26% and 

21%, respectively. All performance measures display significant declines.  

 

Next, the performance of all the GCC IPOs, comprising 393 observations, across all the 

years from before the IPO to after the IPO was pooled and tested against several factors 
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relating to the IPO event, the global financial crisis and others. It is found that the IPO event 

is the most explanatory variable and that the performance decline is associated with the 

company conversion from private ownership to public ownership. 

  

After this examination, the study attempted to explain the performance decline of GCC 

IPOs by examining various theories and documenting several findings. Firstly, consistent 

with previous literature, it is found that IPOs in the GCC maintained a reasonable level of 

growth in sales and capital expenditure from the year prior to issue to the years following the 

issue. This finding lends support to Jain and Kini’s (1994) theory of lack of opportunities in 

that performance decline is not due to the absence of opportunities. However, one difference 

in this study is that it examined the growth rates of sales and capital expenditure for the two 

periods (pre- and post-IPO) separately. It is found that even though the GCC IPOs achieved 

reasonable levels of growth, growth is actually much stronger in the pre-IPO period than in 

the post-IPO period. This can be interpreted to mean that, if the IPO accounting numbers are 

correct, there is a lack of opportunities for the IPOs, and this can explain the performance 

decline in part. Another interpretation could be that, the accounting numbers in the 

prospectuses (pre-IPO period) may be overstated to make the issue look good to potential 

investors. This in turn lends support to the “window-dressing” explanation for the IPO 

performance decline.  

 

To research further into the decline in performance of GCC IPOs, the study made use 

of the established models in the literature by taking the change in the performance between 

the pre- and post-IPO periods as the dependent variable and examining this against several 

control variables. It is found that the change in ownership structure is significantly associated 

with the change in performance. For each increase in the owners’ retention, the IPOs show 
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inferior performance, due to increasing agency costs and conflict. This also supports the 

earlier interpretation that there is “window-dressing” behaviour by the original owners. 

Furthermore, comparable to other authors in the literature, it is found that the size of the IPO 

is positively linked to the change in performance, as large IPOs tend to show superior 

performance to small IPOs.     

  

7.2.2 The Short- and Long-Run Stock Returns of IPOs in the GCC 

This essay answered the second research question. It examined the stock returns (short- 

and long-run) of 139 IPOs that went public between 2003 and 2010 in the GCC. IPOs in the 

GCC were significantly underpriced by 227.4%. This is similar to the worldwide evidence on 

underpricing, but is much larger in magnitude. The largest underpricing is found in the UAE 

with 270%, followed by Saudi Arabia with 265.5%. The study also documented the fact that 

underpricing was the greatest during the hot years between 2005 and 2007, with a sharp 

decline during the major corrections that swept the region in 2006 and the global financial 

crisis in 2008. Furthermore, it is found that the under-establishment type of IPOs that have no 

operating history that is new companies, are underpriced by 345% in comparison with 

established IPOs with underpricing of only 104%.  

 

Following this examination of the stock return factors, this essay showed how 

underpricing in the GCC can be explained by four major factors in the institutional 

framework. The study divided this framework into four broad areas: 

 the subscription period outcome,  

 firm characteristics,  

 investors’ behaviour,  
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 market conditions.  

Using this framework, the study obtained a strong explanatory power for the 

underpricing of over 50%.  

 

To follow, the research documented the long-run performance of IPOs in the GCC and 

found that, as in other markets, IPOs in the GCC display long term poor performance. In the 

GCC, it is very risky to buy the IPOs on the market and hold them for a term of one, two or 

three years. With the exception of Omani IPOs, other GCC IPOs provided negative returns 

and these negative returns intensified when shares were held for longer periods. Adjusting 

these raw returns with the GCC market indices revealed the same outcome of poor long-run 

performance. The three-year wealth relatives as classified by country are:  

 Saudi Arabia is 0.79;  

 Kuwait is 0.77;  

 Qatar is 0.59;  

 Bahrain is 0.81;  

 UAE is 1.08;  

 Oman is 1.04.  

For the entire GCC region the wealth relative is 0.85. Although the UAE provided 

negative returns, IPOs in general in this particular market performed better than the Emirati 

index. Again, the results are consistent with the global evidence which shows that some IPOs, 

for example in Korea, outperform the market, whereas others underperform, for example in 

the United States of America.  

Furthermore, the study classified the GCC IPOs by industry using the Saudi Arabian 

classification system and found that due to the continuing expansion in the GCC region in the 
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these industries, the banking, petro-chemical, real estate development and financial services 

industries perform better than the market indices with three-year wealth relatives of 1.15, 

1.61, 1.19 and 2.2, respectively. In contrast, the insurance, telecommunications, agriculture 

and food, and media and publication industries are among the worst performers, with the 

three-year wealth relatives for these industries being insurance 0.61, telecommunication 0.8, 

agricultural and food 0.51 and media and publication 0.51.  

   

An examining of the causes of this poor long-run performance reveals that the initial 

returns (underpricing) remain the strongest explanatory power, in that those IPOs that 

initially reward investors with the highest returns tend to show the weakest long run 

performance. This supports the over-optimism theory of IPOs, which suggests that investors 

tend to be over-optimistic about the value of IPOs at the time of the initial issue but lose this 

optimism with the passing of time. Also, Ritter’s (1991) bad luck interpretation could explain 

the poor long term performance, given that some IPOs are listed on the stock market at about 

the same time and share similar characteristics, yet their performance varies dramatically 

over the long term. 

 

7.2.3 IPO Underpricing in a Supply and Demand Model 

This essay answered the third research question. The study exploited a unique dataset 

of 76 Saudi IPOs and modelled the underpricing phenomenon in a simultaneous equations 

model of supply and demand. The results indicated that when there is sufficient disclosure 

and when necessary data are obtainable, it is quite possible to frame underpricing in a supply 

and demand model. This essay constructed the following two systems:  
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 the use of the first adjustment in the IPO market, the opening price with the pre-

listing quantity demanded;  

 the use of the listing day volume (quantity traded during the listing day) with 

the closing price. 

  

The first model indicates that the excess demand that occurs during the subscription 

period converts immediately into excess supply once the shares are floated on the market. For 

the most part, this excess supply is caused by sellers, or flippers, who hurriedly sell their 

shares in order to make a quick profit. Therefore, the results from analysis in the first model 

indicate a sharp increase in supply and a sharp decrease in demand in response to the quick 

price jump (the shooting-up phenomenon in the IPO market). Following this rapid 

adjustment, the evidence from all available quotations during the listing day indicates that the 

price starts to fluctuate between the high and the low quotations of the listing day until it 

reaches the closing price (the last adjustment). It was observed that the fluctuation (the 

difference between the high and the low) decreases once the opening price appears.  

 

The second system used the volume of shares traded during the listing day with the 

closing price in order to create a model of the supply and demand equations. The evidence 

shows that the supply curve remains above the demand curve and that both curves are 

negatively sloped, but the supply slope is much steeper. This shows a decrease in both the 

supply and demand, however the supply decreases more rapidly and to a greater extent than 

demand. This is mainly because the flippers who are the vast majority of shareholders, are 

leaving the market. In spite of the huge supply created by these flippers, the evidence 

indicates that there is a strong demand for the shares and that this strong demand is capable of 

holding this excess supply. 
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7.3 Limitations 

There is little doubt that dealing with data from emerging markets is more difficult than 

handling data from industrial economies, as data from emerging markets do not always 

conform to the desired standards. Thus, one of the major obstacles to this research was the 

examination of a highly constrained dataset from the emerging market of the GCC. In this 

case, it was necessary for the data to be collected by hand, filtered carefully and sometimes 

cleaned. Unlike data from industrial economies, which can be imported directly into a 

spreadsheet and analyzed, in this study all the calculations had to be done manually. For 

example, the monthly returns on IPOs (cumulative returns and buy-and-hold returns) were 

calculated over a three-year window for each IPO individually before being pooled. The 

process of data collection, filtering and undertaking calculations was a time consuming and 

complex aspect of the research.  

 

There is also variation in regulations between the GCC countries, and this variation 

posed another challenge for the research. Although the GCC represents a union that links the 

Arab states of the Gulf, all sharing the same cultural background, language and religious 

beliefs, there is much variation in their regulations. Therefore, at the time this research was 

conducted, the GCC countries still had a long way to go before reaching a union. Al-Hassan, 

Delgado and Omran (2010) in their smaller study of 47 IPOs in the GCC failed to explain 

underpricing, simply employing some traditional regressions which were available from 

previous research, and examining some determinants. In this study, the large variations in 

regulations between the GCC countries were noticed, and these posed a serious threat to the 

regression analysis of this present study and make the failure of any model predictable.  For 

example, some IPOs in the GCC countries are totally open to both foreign and local 
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investors, while others are restricted only to citizens, and this can cause a large difference in 

the over-subscription. Also, despite the fact that the GCC countries have comparable 

exchange rate, the pricing of IPO shares is different in each county, so that the price of a 

share in Saudi Arabia, for instance, is different from the price of a share in the UAE. 

Therefore, it was impossible to examine the GCC region as a single unit. Given this situation, 

the results for the whole GCC region and for each country individually are reported and 

regression models are employed only on the data from Saudi Arabia because this is the 

country which provides the largest sample size and has the best disclosure in the region.  

 

Furthermore, the timing of the study proved to be another impediment, as 

unfortunately, it coincided with the global financial crisis which changed the shape of 

economies throughout the world. This has posed considerable challenges in terms of possible 

biases in the results. For example, it is difficult to isolate the negative impacts of the global 

financial crisis from the impacts of the IPO. As a result, this is best controlled for by 

measuring the performance of IPOs against available benchmarks such as the GCC market 

indices.  

   

7.4 Policy Implications of the Findings 

A related question that needs to be answered is regarding the generalization of this 

study and the policy implications of it. In fact, the findings of the thesis can be generalized to 

other emerging markets. Even though, the thesis documents some extreme observations that 

differ from developed and developing nations such as the underpricing level, the thesis 

general outcome is in line with previous studies. Therefore, this thesis adds to our knowledge 

and the IPO literature. 
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This thesis has important implications for both the GCC and other countries. Firstly, 

regarding the operating performance of IPOs, this study found that IPO prospectuses may not 

be necessarily accurate and accounting numbers are inflated to attract potential investors. 

This means that policy makers need to apply more robust standards in evaluating the 

companies’ financial statements. Also, investors need to be aware that the financial 

performance of IPOs in the prospectuses cannot be by itself the only indicator to make the 

decision to invest in the IPO. Secondly, regarding the market response to IPO listing in the 

short- and long-run, the study found that allocating IPO shares to the public encourages 

flipping and speculation. The policy makers in this case could adapt a different method to 

stabilize the market by encouraging the participation of institutional and long-term investors. 

Moreover, because most IPOs in the GCC perform poorly in the long-run, it is important to 

eliminate the first day free fluctuation, which was observed as the biggest driver for the first 

day price jump. 

      

7.5 Future Research 

This research into IPOs in emerging markets in the GCC region, has identified several 

important directions for future research. Although this study makes significant contributions 

to the IPO literature, there are still many areas worth investigation. In this section, some 

pathways are recommended. Firstly, when examining the operating performance of IPOs, it is 

essential to differentiate between different types of IPOs, and to date, research that has 

examined IPOs as different groups is unknown. This extends beyond differentiating simply 

between IPOs and privatization. It is noted that IPOs could in themselves belong to different 

groups. For example, these groups include limited liability firms converting to joint stock 

(secondary sale by the owners), private joint stock companies converting to public ownership 
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(secondary sale by the owners), or private joint stock companies converting to public 

companies by issuing new shares to expand the business, to name just a few. Even privatized 

government enterprises can fall under different types of offer, such as a secondary sale by the 

government or the raising of the authorized capital by issuing new shares. Due to the time 

constraints and sample size in this study, this issue has not been researched in depth.  

 

Secondly, the debate on the decline in the operating performance of IPOs is expected to 

continue in the future with more emphasis on agency explanations and the type of 

relationships. Jain and Kini (1994) and Mikkelson, Partch and Shah (1997) both examined 

American IPOs and came up with different results. Kim, et al. (2004) attribute the failure of 

Mikkelson et al.’s (1997) study which attempted to find a relationship between the change in 

the ownership structure and change in the operating performance to the type of the 

relationship (linear or non-linear). The results in this study indicate that this could be true, but 

analysis in much greater depth is required, perhaps using American data.  

 

Thirdly, a large part of this study sample (over 70 IPOs from the GCC) comprised 

under-establishment IPOs (start-ups) which had no operating history. Some of these IPOs 

were huge in size, worth many billions of dollars, for example, issues by new banks and 

petro-chemical corporations. Because a long time period is required in order to properly 

assess the performance of these large corporations, it was not possible to investigate their 

performance and other related issues. However, as some of these IPOs are approaching their 

10
th

 anniversary, especially those that went public in 2004, 2005 and 2006, future research is 

recommended. Worthy of mention is the fact that as these corporations are unique in nature 

and different from other IPOs around the world, a new methodology and tools for testing 

them need to be developed, as no pre-IPO accounting data are available. Also, some of the 
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IPOs were small in size. To take insurance companies as an example, they compromise 

almost the entire insurance industry in Saudi Arabia. It would be worthwhile focusing on this 

particular group and examining its performance, especially as some of them appear to be 

failing.  

 

Fourthly, the long-run stock-returns of IPOs remain puzzling, as does the question of 

why some IPOs perform well and others with similar characteristics do not. Ritter’s (1991) 

bad-luck theory is worth further investigation. Perhaps it is vital to develop new market 

determinants, and focus on the role of the change in the ownership structure.  

 

Finally, with regard to the supply and demand simultaneous equations model that was 

employed in this research, a more sophisticated model, or models, of testing the IPO curves 

needs to be considered. It is essential to reiterate that the current study was an attempt to 

uncover and touch on this issue, however, ideally this requires much more data than were 

available for this study. High frequency types of data, if they exist, would be ideal for testing 

the IPO curves on the listing day.  
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Appendices 

 

Appendix A5.1Distribution of IPOs across the Six Countries of the GCC  

 
This table shows the number of IPOs occurred in each country of the GCC between 2003 and 2010. It presents each country individually with the corresponding number of IPOs and 

the raw and market-index adjusted returns. Raw returns and market-index-adjusted returns are computed as in Eq.1 and Eq.2 respectively.  

  

Country Saudi 

  

Kuwait 

  

Qatar 

  

Bahrain 

  

U.A.E 

  

Oman 

  Year IPO IR AIR IPO IR AIR IPO IR AIR IPO IR AIR IPO IR AIR IPO IR AIR 

2003 1 39.4 33.8 0 NA NA 1 236.7 217.7 0 NA NA 0 NA NA 0 NA NA 

2004 1 500 486.0 1 180 112.4 1 92.0 81.9 0 NA NA 1 151 151 2 30.1 23.1 

2005 4 414.6 404.1 0 NA NA 2 754.4 729.0 2 15.4 14.7 10 492.0 432.7 4 55.5 53.5 

2006 9 190.9 202.7 3 283.6 228.1 3 183.3 202.7 3 46.0 -3.4 3 109.3 119.2 0 NA NA 

2007 26 394.3 393.8 1 273.8 184.0 2 122.8 100.5 1 8.8 -9.7 4 64.5 59.1 2 48.0 38.9 

2008 15 184.1 185.8 3 257.6 207.2 1 67.5 52.9 0 NA NA 4 310.5 312.7 2 100.9 101.9 

2009 9 256.8 254.8 1 -8.6 40.7 1 11.2 -8.8 0 NA NA 2 0.4 60.8 0 NA NA 

2010 11 78.1 81.5 0 NA NA 1 -9.0 -28.1 1 1.7 4.6 0 NA NA 1 5.4 5.3 
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 Appendix A5.2 IPOs Sample in each Country of the GCC  

 
This table contains the sample of 139 IPOs occurred in the GCC between 2003 and 2010. It lists the date of 

issuance, the name of the company, the gross proceeds in domestic currency, the raw underpricing (percentage) 

and the adjusted underpricing (percentage).  

                                                              Saudi Arabia 

Number Date IPO Proceeds (Saudi Riyal) Un-adjusted underpricing  
Adjusted 

underpricing  

1 25/01/2003 Saudi Telecom 15,300,000,000 39.41 33.82 

2 20/12/2004 Etihad Telecom 1,000,000,000 500.00 485.99 

3 17/01/2005 

Cooperative 

Insurance 1,435,000,000 81.22 83.52 

4 30/04/2005 Bank Albilad 1,500,000,000 1430.00 1410.39 

5 23/05/2005 Sadafco 507,000,000 94.42 82.51 

6 17/08/2005 Almarraie 2,304,000,000 52.73 40.07 

7 20/02/2006 Yansab 1,968,750,000 1120.00 1101.05 

8 14/03/2006 Aldrees 222,000,000 87.57 108.25 

9 15/05/2006 Marketing 1,104,000,000 106.52 123.02 

10 14/06/2006 Paper 446,400,000 130.24 137.96 

11 7/10/2006 Emaar 2,550,000,000 205.00 202.72 

12 4/11/2006 Red sea 522,000,000 48.28 70.18 

13 11/11/2006 Sipchem 2,475,000,000 -17.73 11.35 

14 12/12/2006 Albabtain 324,000,000 47.50 54.57 

15 23/12/2006 Alhokair 1,320,000,000 -9.55 15.35 

16 20/01/2007 Almutagedemah 663,750,000 77.50 77.61 

17 3/02/2007 Alabdulateef 819,000,000 33.33 45.55 

18 5/05/2007 Malath 142,444,650 342.50 343.65 

19 7/05/2007 Med-Gulf 200,000,000 167.50 179.82 

20 26/05/2007 Alfakarieah 202,500,000 315.56 313.05 

21 16/06/2007 Sabb Takaful 35,000,000 135.50 152.06 

22 18/06/2007 Salamah 40,000,000 500.00 516.33 

23 23/06/2007 Kyan 6,750,000,000 30.00 35.41 

24 26/06/2007 Aldera Alarabi 80,000,000 537.50 551.45 

25 15/07/2007 Printing 396,000,000 126.14 122.23 

26 17/07/2007 Walaa 80,000,000 370.00 380.49 

27 21/07/2007 Sanad 80,000,000 410.00 412.50 

28 23/07/2007 Alianz 31,000,000 540.00 550.98 

29 29/07/2007 Kingdom 3,228,750,000 19.51 17.74 

30 18/08/2007 Astra 933,882,348 11.90 12.59 

31 25/08/2007 Saudi Indian 40,000,000 997.50 992.54 

32 27/08/2007 ACIG 40,000,000 997.50 991.98 

33 1/09/2007 Budget 285,480,000 223.08 208.69 

34 3/09/2007 Saico 40,000,000 997.50 993.03 

35 11/09/2007 

Etihad 

Alkhaleej 88,000,000 662.50 660.59 

36 6/10/2007 Alahli Takaful 26,450,000 1770.00 1767.56 
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37 6/10/2007 Alahliah 40,000,000 607.50 607.50 

38 1/12/2007 Jabal Omar 2,014,000,000 70.00 33.54 

39 8/12/2007 Mesc 441,600,000 95.65 85.17 

40 10/12/2007 Gulf training 156,000,000 178.46 165.87 

41 29/12/2007 Dar Alarkan 3,329,420,000 34.82 21.58 

42 27/01/2008 Petro Rabeg 4,599,000,000 148.81 166.56 

43 4/02/2008 Altameen 80,000,000 680.00 668.77 

44 9/02/2008 Etihad Tejary 105,000,000 380.00 375.72 

45 10/02/2008 Alsagr 84,000,000 332.50 330.30 

46 17/05/2008 Booba 160,000,000 257.50 256.28 

47 22/05/2008 Zain 7,000,000,000 110.00 114.04 

48 24/05/2008 Eaadah 400,000,000 105.00 103.77 

49 26/05/2008 Almeajel 2,100,000,000 17.14 17.79 

50 3/06/2008 Bank Alinma 10,500,000,000 60.00 61.33 

51 16/06/2008 Basic Chemical 198,000,000 283.33 280.54 

52 21/06/2008 Almutahedah 80,000,000 192.50 190.19 

53 14/07/2008 Alothaim 270,000,000 72.50 75.21 

54 16/07/2008 Halawani 171,428,600 53.75 59.00 

55 28/07/2008 Maaden 9,250,000,000 52.50 55.73 

56 16/09/2008 Chemanol 723,600,000 16.67 31.40 

57 21/03/2009 Atheeb 300,000,000 55.00 60.49 

58 20/06/2009 Wekaiah 80,000,000 288.00 278.11 

59 13/07/2009 Alrajhi 60,000,000 670.00 669.50 

60 27/07/2009 AXA 80,000,000 267.00 259.28 

61 29/07/2009 Ace 40,000,000 662.50 655.91 

62 4/08/2009 Saudi Pipe 400,000,000 34.00 28.30 

63 8/08/2009 Petrochem 2,400,000,000 30.50 31.38 

64 2/09/2009 Almoasah 330,000,000 18.75 21.09 

65 8/12/2009 Alalamieah 60,000,000 285.00 289.21 

66 2/02/2010 Herfy 413,100,000 15.69 17.83 

67 8/02/2010 Alkalejeah 80,000,000 165.00 167.33 

68 15/02/2010 Buruj 52,000,000 257.00 257.60 

69 22/02/2010 Alsorea 243,000,000 22.59 18.23 

70 17/05/2010 Shaker 514,500,000 4.59 10.57 

71 6/06/2010 Alwatanieah 30,000,000 334.00 346.82 

72 8/06/2010 Soliderty 222,000,000 0.00 11.71 

73 13/06/2010 Amanah 128,000,000 35.50 43.35 

74 9/08/2010 Knowledge 1,020,000,000 3.00 -0.78 

75 11/08/2010 Jouf cement 650,000,000 24.50 24.29 

76 23/10/2010 Alkodary 612,000,000 -2.50 -0.42 
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Kuwait 

Number Date IPO Proceeds (Kuwaiti Dinar) Un-adjusted underpricing 
Adjusted 

underpricing 

1 12/12/2004 First Takaful 55,000,000 180 112.42 

2 3/01/2006 IFAHR 152,000,000 30.43 30.43 

3 15/05/2006 Bank Bobyan 103,000,000 463.11 385.49 

4 18/12/2006 Fuel 23,940,000 357.14 268.53 

5 9/07/2007 Alqurain 101,970,000 273.79 184.02 

6 24/11/2009 China 42,000,000 -8.57 40.72 

7 14/01/2008 Aljazeera 7,000,000 385.00 245.56 

8 30/06/2008 Alsour 23,940,000 328.57 293.60 

9 15/12/2008 Alwataniya 36,050,000 59.22 82.53 

 

Qatar 

Number Date IPO Proceeds (Qatari Riyal) Un-adjusted underpricing 

Adjusted 

underpricing 

1 3/08/2003 Industrial 1,237,500,000 236.67 217.70 

2 21/01/2004 Qatar meet 14,814,820 92.00 81.92 

3 7/04/2005 Qatar gaz 2,800,000,000 500.00 485.26 

4 4/09/2005 Dalal 148,920,000 1008.82 972.70 

5 9/02/2006 Barwah 1,100,000,000 222.57 233.67 

6 19/06/2006 Bank A;ryan 4,130,000,000 74.88 104.70 

7 21/08/2006 Alkaleej holding 663,600,000 252.38 269.64 

8 1/08/2007 Alkaleej bank 1,230,000,000 100.00 83.17 

9 12/12/2007 Qatar Oman 185,400,000 145.63 117.77 

10 22/09/2007 Vodafone 3,466,140,000 11.22 -8.84 

11 26/05/2008 Gulf international 1,857,710,000 67.50 52.93 

12 17/10/2010 Mazaya 525,000,000 -9.05 -28.14 

Bahrain 

Number Date IPO Proceeds (Bahraini Derham) Un-adjusted underpricing 

Adjusted 

underpricing 

1 21/11/2005 Banader 6,000,000 40.00 41.12 

2 22/11/2005 Naas 30,600,000 -9.15 -11.82 

3 27/04/2006 Alsalam bank 44,100,000 138.10 146.65 

4 4/06/2006 Ethmar bank 337,500,000 0.00 8.94 

5 4/09/2006 Albarakah 581,812,000 0.00 -9.31 

6 29/07/2007 Alseef 22,425,000 8.80 -9.68 

7 5/12/2010 Aluminium 146,970,000 1.67 4.63 
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United Arab Emirates (Abo Dhabi) 

Number Date IPO Proceeds (Emirati Derham) Un-adjusted underpricing 

Adjusted 

underpricing 

1 5/04/2005 Aldaar 833,250,000 553.47 434.04 

2 6/05/2005 Danah gas 2,060,000,000 271.29 268.96 

3 10/05/2005 Agthieah 301,350,000 619.42 537.73 

4 27/06/2005 Finance house 115,500,000 1285.71 1078.68 

5 10/09/2005 National energy 600,000,000 684.16 669.63 

6 30/10/2005 RAK 1,111,000,000 320.79 317.73 

7 20/12/2005 Soroh 1,375,000,000 533.66 542.05 

8 8/01/2007 Arkaan 857,500,000 61.95 71.60 

9 11/05/2008 Methaq 82,500,000 136.89 131.20 

10 26/03/2009 Green 137,500,000 28.16 77.88 

United Arab Emirates (Dubai) 

Number Date IPO Proceeds (Emirati Derham) Un-adjusted underpricing 
Adjusted 

underpricing 

1 21/03/2004 Amlak 412,500,000 151 151 

2 4/01/2005 Arabtic 220,000,000 32.67 -37.50 

3 13/07/2005 Aramex 550,000,000 170.59 97.26 

4 17/09/2005 Salamah 200,000,000 448.04 418.09 

5 22/04/2006 Du 2,424,000,000 116.50 117.36 

6 10/07/2006 Tamweel 550,000,000 185.29 215.73 

7 24/07/2006 Gulf navigation 910,000,000 26.47 24.92 

8 7/03/2007 DFM 1,648,000,000 128.16 128.80 

9 17/07/2007 Arabiya air 2,618,034,000 8.82 -10.94 

10 5/09/2007 Dyar 3,241,560,000 87.25 84.78 

11 22/06/2008 Bank Ajman 550,000,000 288.24 293.84 

12 20/07/2008 Takaful 82,500,000 376.70 381.06 

13 4/08/2008 Dar Takaful 55,000,000 440.10 444.78 

14 16/03/2009 Dark & Skul 1,197,777,778 -27.45 43.64 

Oman 

Number Date IPO Proceeds (Omani Riyal) Un-adjusted underpricing 

Adjusted 

underpricing 

1 15/06/2004 Almaha 9,072,000 57.94 45.12 

2 13/09/2004 Alkamel 5,760,000 2.34 1.10 

3 12/01/2005 ACWA 11,088,000 87.88 82.29 

4 8/05/2005 Dohfar 9,790,000 32.39 29.39 

5 28/07/2005 Omantel 288,000,000 90.63 91.22 

6 23/10/2005 Tajeer 4,260,000 11.27 11.05 

7 5/03/2007 Bank Sahar 20,000,000 34.23 34.21 

8 17/06/2008 Voltamb 13,550,000 163.28 162.84 

9 18/08/2008 Sohar energy 13,330,000 38.47 40.97 

10 1/11/2010 Alnareas 182,000,000 5.41 5.33 
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Appendix A6.1 IPO Price Movement Pattern 

 

The table shows the price movement pattern from the opening price to closing price for 5 IPOs in the sample. Offer price is the pre-announced fixed price offer; the reserve 

price is the IPO offer price plus the individual investors’ transaction cost; the opening price is the IPO first quotation in the post-listing period and the closing price is the last 

quotation.  

Observation Offer price Reserve price Opening price Closing price 

IPO 1 10 10.3 18.5 17 

IPO 2 10 11 46 44.3 

IPO 3 10 10.9 42 26.8 

IPO 4 62 63.5 191 142.8 

IPO 5 58 64 115 86 

 

IPO Price Cross Sectional Pattern 

 
The bar graph plots the price movement pattern among 5 IPOs in the sample with the associated quotations. From left to right, we draw the IPO offer, reserve, opening, and 

closing prices. The variation between the opening price and closing price is economically and substantially large. 

10 10 10 

62 58 

10.3 11 10.9 

63.5 64 

18.5 

46 42 

191 

115 

17 

44.3 

26.8 

142.8 

86 

0

50

100

150

200

250

IPO 1 IPO 2 IPO 3 IPO 4 IPO 5

Offer

Reserve

Opening

Closing



223 

 

 Appendix A6.2 IPO Sample in Saudi Arabia 

 
This table contains the sample of 76 IPOs occurred in Saudi Arabia between 2003 and 2010. It lists the IPO date 

of issuance, the name of the company, the gross proceeds in the Saudi Riyal domestic currency (SAR), the raw 

and the adjusted-underpricing using the closing price (percentage).  

Date IPO Proceeds  Un-adjusted underpricing  Adjusted underpricing  

25/01/2003 Saudi Telecom 15,300,000,000 39.41 33.12 

20/12/2004 Etihad Telecom 1,000,000,000 500.00 479.99 

17/01/2005 Cooperative Ins 1,435,000,000 81.22 82.87 

30/04/2005 Bank Albilad 1,500,000,000 1430.00 1404.39 

23/05/2005 Sadafco 507,000,000 94.42 80.20 

17/08/2005 Almarraie 2,304,000,000 52.73 39.28 

20/02/2006 Yansab 1,968,750,000 1120.00 1096.25 

14/03/2006 Aldrees 222,000,000 87.57 101.76 

15/05/2006 Marketing 1,104,000,000 106.52 121.28 

14/06/2006 Paper 446,400,000 130.24 135.54 

7/10/2006 Emaar 2,550,000,000 205.00 197.92 

4/11/2006 Red sea 522,000,000 48.28 59.84 

11/11/2006 Sipchem 2,475,000,000 -17.73 8.24 

12/12/2006 Albabtain 324,000,000 47.50 47.07 

23/12/2006 Alhokair 1,320,000,000 -9.55 13.53 

20/01/2007 Almutagedemah 663,750,000 77.50 72.15 

3/02/2007 Alabdulateef 819,000,000 33.33 44.53 

5/05/2007 Malath 142,444,650 342.50 333.65 

7/05/2007 Med-Gulf 200,000,000 167.50 171.25 

26/05/2007 Alfakarieah 202,500,000 315.56 307.72 

16/06/2007 Sabb Takaful 35,000,000 135.50 134.92 

18/06/2007 Salamah 40,000,000 500.00 504.33 

23/06/2007 Kyan 6,750,000,000 30.00 33.01 

26/06/2007 Aldera Alarabi 80,000,000 537.50 541.45 

15/07/2007 Printing 396,000,000 126.14 114.44 

17/07/2007 Walaa 80,000,000 370.00 372.49 

21/07/2007 Sanad 80,000,000 410.00 403.27 

23/07/2007 Alianz 31,000,000 540.00 538.98 

29/07/2007 Kingdom 3,228,750,000 19.51 15.39 

18/08/2007 Astra 933,882,348 11.90 5.45 

25/08/2007 Saudi Indian 40,000,000 997.50 975.40 

27/08/2007 ACIG 40,000,000 997.50 971.98 

1/09/2007 Budget 285,480,000 223.08 197.15 

3/09/2007 Saico 40,000,000 997.50 969.03 

11/09/2007 Etihad Alkhaleej 88,000,000 662.50 650.59 

6/10/2007 Alahli Takaful 26,450,000 1770.00 1737.56 

6/10/2007 Alahliah 40,000,000 607.50 587.50 
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1/12/2007 Jabal Omar 2,014,000,000 70.00 30.54 

8/12/2007 Mesc 441,600,000 95.65 76.48 

10/12/2007 Gulf training 156,000,000 178.46 147.41 

29/12/2007 Dar Alarkan 3,329,420,000 34.82 19.44 

27/01/2008 Petro Rabeg 4,599,000,000 148.81 165.16 

4/02/2008 Altameen 80,000,000 680.00 648.77 

9/02/2008 Etihad Tejary 105,000,000 380.00 358.57 

10/02/2008 Alsagr 84,000,000 332.50 320.30 

17/05/2008 Booba 160,000,000 257.50 236.28 

22/05/2008 Zain 7,000,000,000 110.00 111.64 

24/05/2008 Eaadah 400,000,000 105.00 96.27 

26/05/2008 Almeajel 2,100,000,000 17.14 15.34 

3/06/2008 Bank Alinma 10,500,000,000 60.00 60.13 

16/06/2008 Basic Chemical 198,000,000 283.33 240.54 

21/06/2008 Almutahedah 80,000,000 192.50 160.19 

14/07/2008 Alothaim 270,000,000 72.50 45.21 

16/07/2008 Halawani 171,428,600 53.75 -1 

28/07/2008 Maaden 9,250,000,000 52.50 54.93 

16/09/2008 Chemanol 723,600,000 16.67 21.40 

21/03/2009 Atheeb 300,000,000 55.00 55.04 

20/06/2009 Wekaiah 80,000,000 288.00 271.05 

13/07/2009 Alrajhi 60,000,000 670.00 649.50 

27/07/2009 AXA 80,000,000 267.00 245.94 

29/07/2009 Ace 40,000,000 662.50 625.91 

4/08/2009 Saudi Pipe 400,000,000 34.00 18.70 

8/08/2009 Petrochem 2,400,000,000 30.50 27.85 

2/09/2009 Almoasah 330,000,000 18.75 12.00 

8/12/2009 Alalamieah 60,000,000 285.00 272.07 

2/02/2010 Herfy 413,100,000 15.69 13.13 

8/02/2010 Alkalejeah 80,000,000 165.00 143.33 

15/02/2010 Buruj 52,000,000 257.00 227.60 

22/02/2010 Alsorea 243,000,000 22.59 3.42 

17/05/2010 Shaker 514,500,000 4.59 7.08 

6/06/2010 Alwatanieah 30,000,000 334.00 286.82 

8/06/2010 Soliderty 222,000,000 0.00 4.65 

13/06/2010 Amanah 128,000,000 35.50 33.35 

9/08/2010 Knowledge 1,020,000,000 3.00 -3.18 

11/08/2010 Jouf cement 650,000,000 24.50 21.21 

23/10/2010 Alkodary 612,000,000 -2.50 -1.09 

 

 

 


