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ABSTRACT

Going public benefits a firm, the investing public and the entire economy. However, many
firms have not accessed the market for investment funds They opt to remain private and the
sharesaretightly hed. Our work isaimed at finding out the motivesthat underlie a decision
to go public.

Our gudy examines extensively ex-ante and ex-post characterigtics of some firms that
are liged on the Nigerian stock exchange. It examines for instance, the operating
performance of firms pre and post initial public offerings (IPOs). It also examines the
financial gructures of IPO firms pre and post initial public offering. Variables examined
include gearing, financial leverage, return on assets (ROA), operating leverage, operating
margin (ROYS), earnings per share, dividends per share, pay- out ratios pre and post IPO. We
also made a survey of fourteen firmsthat are yet to go public. We sought therr opinion on
initial public offering under-pricing, issuance cost, tax on dividend income, corporate tax,
creditrating, disclosure, lossof control and ther reationship with cusomers.

Management of mogt of the firms making primary offerings often state in ther
prospectuses a need for funds to take advantage of growth in marke prospects. Some other
firms cite a need to reduce debt-equity ratios in order to make investment less risky.
Therefore, the gudy examines the level and changes in operating performance and financial
gructurepre and post PO for selected quoted firms

Our analyss shows a high and risng trend in operating performance pre 1PO, an
indication of increasng need for funds to take advantage of marke growth prospects. Post
initial public offerings performance also has a risng trend though the increase in efficiency
and profitability is dightly inggnificant. Firms seeking for initial public offering are highly

geared and the trend is upward pre IPO. There is an observed downward trend in gearing
post 1 PO, though thisisnot statistically sgnificant. A highly geared firm faces high financial

rik, low credit rating and scarcity of funds for new projects. Therefore, the need to change
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the structure of corporate governance to reduce a firm's contractual obligations. The study
shows that magjority of the chief executives of unquoted firms are of the opinion that initia
public offerings underpricing deters them from going public; that issuance costs are currently
on the high side. Dividend, corporate and withhold taxes are currently not a motivation to go
public. Disclosure does not pose serious threat to an average entrepreneur in Nigeria.
Majority of them agreed that they need external funds and that they do not believe that they
have high credit rating.

Some of our recommendations for increasing the number of listed firms include, (i)
Prober macro-economic management to reduce the level of inflation and the relative
attractiveness of debt market funding, (ii) Removal of barriers to capital inflow, (iii)
Reduction in issuance cost, (iv) Protection of firms from the effect of disclosing sensitive
information to rivals, (v) Establishment of Nigerian funds, (vi) Dividends tax holiday for

newly quoted firm, (vii) Integration of corporate and persona income tax.

Growth in IPO will boost capitalisation liquidity, stock market integration and

securities market development in Nigeria.
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CHAPTER ONE

AN EMPIRICAL ANALYSIS OF WHY FIRMS GO PUBLIC: THE NIGERIAN

EXPERIENCE

1.0 Introduction

The stock market performs a number of useful economic services. It mobilises long-
term funds for firms; it allocates economic resources to alternative uses; it 1nstils
corporate discipline; it provides the entrepreneur with liquidity; it provides investors
and the entrepreneurs with opportunity to diversify their portfolios; and it transmits
information about quoted firms to investors and creditors.

Stock exchange services are useful economic services. How well does this
economic rationale cxplain the motives of a firm sceking to go public? In other
words, what motives underlie Initial Public Offerings (IPOs)? No doubt, firms have
reasons for seeking listing. Ex-ante characteristics of firms either deter or motivate
firms to go public.  Moreover, ex-post characteristics of firms that go public also
account for the desire or lack of incentive to go or stay public. A study of ex-ante and
ex-post characteristics could serve to explain the true motives for, and deterrence to
initiai public offerings. Such a line of exposition will capture the costs and benefits of
firms seeking IPO in the Nigerian Stock Exchange (NSE). Substantial cost of IPO
will likely deter going public. Except where firms have the wherewithal to overcome
the cost of IPQ, Costs may be limiting factors to IPOs. In the same vein, where

anticipated benefits of initial public offerings are not met, IPOs by firms may not be



enough to meet the demands of portfolio investors, It will adversely affect the
economy.

Going public involves a number of interwoven variables. In Nigeria, it is
observed that many firms remain unlisted despite meeting listing requirements. Firms
that cannot meet listing requirements on the first-tier securities market are given the
opportunity to list on the second-tier where the listing requirements are less stringent.
Many firms have not altered their financing decision. What then are the incentives

and deterrence to going public in Nigeria?

1.1  Statement of the Problem

Stock market provides alternatives for funding firms growth. Therefore, investment
growth meant to take advantage of market growth prospects is often a mamn motive
cited for 1POs (Mikkelson, Partch and Shah, 1995). On a priori grounds, therefore,
firms are expected to invest more after IPOs. We want to know if there are significant
empirical justifications for the self-reported motive for segking 1PO on the Nigerian
Stock Exchange. In other words, 1s a desire to go public in Nigeria predicated on the
need for funds? Moreover, operating performance variables of increased sales and
prbﬁtability are often very high in a firm’s scale of preference. Improved operating
performance is often a stated goal of firms seeking 1POs. Are there empirical
evidences to validate the stated motives? In addition to looking at the ex-post
performance of firms seeking IPOs, we will observe the ex-post behaviour of [PO
firms. TPOs may affect a firm’s response to other important financial variables. For
example, IPO may affect the cost of borrowing, line of credit and its supply. A fast

growing firm has a need for substantial amount of capital. Thus, high leverage ratio



becomes inevitable. The need to reduce the leverage risk becomes nevitable if a firm
must remain solvent n the long run. The need to become conservative in the capital
structure is ofien a stated motive in 1PQ prospectuses. {t ts necessary (o examinc the
truth of the stated motivation by looking at the state of gearing pre and post IPOs. 1t
may cqually be necessary to obscrve the attitudes of the controlling sharcholders
during and immediately after inttial public offerings. For example what is the attitude
of the entrepreneur towards divestment, portfolio re-balancing and diversification.
Answers to such questions and many others will give insight into the true but hidden
motives for IPOs. Going public is an important management decision that affects the
entreprencurs, the investors, the firm and the entire business environment.
Entrepreneurs can cash in on {POs to increase consumption, rebalance portfolio,
diversify or escape from unprofitable risk instruments thereby diluting ownership and
control. 1PO may increase the financial benefits of owners at the expense of investing
public. To the firm, going public may make investment funds more available with a
reduced leverage ratio, it may increase their bargaiming power with main creditors
through increased credit lines. lInvestors have opportunity to diversify portfolio.
Going public by and large increases risk instruments; increases market capitalisation
Iratio; and it may affect market liguidity and the financial asset base of the economy.
The research will focus on some of these assumptions.

The probiem of the research, therefore, centres on the following tripod stand:

i The ex-ante characteristics of firms Pre and post IPOs
ii. The ex-post accounting performance of firms pre and post IPOs.
i The atiitudes of firms that chose to remain private.



1.2 Rescarch Questions
The following questions therefore need attention:
- Are IPOs undertaken to increase investment?
- Does operating performance of IPO firms improve after going public?
- Does issuance cost of [PO affect the decision to go public?
- Do firms increase their investment pre and post [PO?

- Does a firm’s leverage affect the deciston to go public?

1.3  Research Proposition

Going public invariably determines the fortune of owners of IPQ firms. Reasons for
going public in advanced industrial economies of U.S.A., Italy, Sweden and Britain
may not necessarily fit the conditions of firms in other economies.

Therefore, there may be other reasons other than improved operating
performance and investment growth for seeking initial public offerings in Nigeria.
Consequently, the study is proposing that the incentive to harm other members of the
firm coalition rank high in the utility function of owners/management of 1PO firms.
Therefore, the character of corporate governance is a crucial determinant of the

deciston to go public.

1.4  Objectives of the Study
The study will focus on the following areas:

i. Examine the operating performance of quoted firms’ pre and post IPO



i1 Examine the ex-post behaviour of firms’® pre and post initial public

offerings
iv. Examine ex-ante characteristics of firms’ pre and post IPOs.
v. Examine the attitude of firms that chose to remain private.

In other words, the objective 1s to examine the ex-ante e¢xpectations on
performance and leverage against ex-post realised values on performance and

feverage with the hope of making objective inferences on IPOs in Nigeria.

1.5  Significance of the study

A study of the decision to go public or stay private will consider the costs and benefits
of IPOs to investors, firms and the economy. Firstly, accurate characterisation of IPQ
firms may open up the possibility of boosting the stock market in Nigeria through
stimulating policy options which are relevant to the growth of 1POs thereby increasing
markel capitalisation, liquidity and possibly greater international intcgration of
Nigerian domestic capital markets with international capital markets.

Secondly, the study is capable of replication. The gencralisations are
transferable to other countries with similar characteristics as that of Nigeria.
Therefore, the study has the potential of stimulating research in other sub Saharan
Aftican nations. A study of the motive for going public has the effect of stimulating
research in other economies in order to deterimine if conclusions are sustainable across
céuntries of similar indices of development. Replicated studies have been carried out
in USA, Italy, Spain and Sweden. Evidence 1s similar, to a large extent, across

developed industrial economies.



1.6  Research Methodology

Descriptive and analytical methods arc applied in our study of the motive behind
initial public offerings. Ex-anie and ex-post characteristics and behaviour of firms in
our study are examined in order to have an exhaustive study of the advantages and
disadvantages of going public. Morcover, supportive evidences were obtained from
firms, which chose to remain private even after meeting listing requirements.

Sources of data: Primary and secondary data are employcd. Data on assets,
liabilities and net worth as well as operating performance are extracted from the
balance sheets and operating statements of selected quoted firms. Initial public
offerings prospectuses and NSE Facts book are examined. The aim 15 to make a
comparative study of important performance variables and also their characteristics
before and after IPO. This was made for time =1, 2, 3 post IPO and t=-1, -2, -3 pre
1PO. Questionnaires were also administered to firms, which chose to remain
private. A five point Likert scale rating was administered to the chief executives of
sclected firms. The tnformation in the questionnaire is meant to study the attitude and
strength of opinions of the Chief executives of unquoted firms.

Ratios, frequencies, mean attitudes, opinions and characteristics and graphical
methods are employed to summarise and analyse the data. Global F ratios are
employed to test the coefticients. More over post HOC Scheffe and Turkey tests are

employed to determine the sources of the differences if any. Our alpha level is .05.

Variables
Dy = Value of debts for firm i
E; = Value of equity for firm i



Si = Net sales value for firmi

EBlTbA = Eamings Before Interest, Tax and Depreciafion
A, = Net assets for period ¢

Ato = Operating leverage (asset turnover)
ROA = Return on Assets

ROS = Operating margin

Go = Gearing

FL = Financial leverage

PEM = | Price Earning Multiple.

PO = Pay ~ out ratio

EPS = Earnings Per Share

DY = Dividend yield.

DC = Dividend cover

ICD = Issuance Cost of Debt

ICE = Issuance cost of equity

Our model is specified as

3 .
E(h=B, + EB/PO}. v
=1

IPQO; = a dummy {or indicator) variable for level i
PO, ={ 1if yis observedasj=1
{ Oif otherwiseie. jg 1
E(y) = mean response

b, = mean value ofy at [PQ year



B; =Mean Value of y at period j=+1,+2, +3 post IPO and j = -3 -2 -1 pre IPO
g = Error term

The hypotheses below are investigated:

1. Firms go public because of the desire to reduce their debt exposure

2. Firms go public to improve their operating performance.

Expected Results:

1. We expect a declining debt-equity ratio post IPO.

2 We expect the risk exposure to reduce after [PO.

3. We expect increasing value for operating leverage, operating margin, return on

assets pre and post initial public offerings

1.7  Scope and Limitation of the Study

We do know that limitation in data exist since not all-industrial groupings are
included. Moreover the criteria for selecting firms (both quoted and unquoted) are not
randomised. Therefore, the conclusions may be subject to slight maedification in order

for us to generalise completely,

1.8 Organisation of the Study

The study contains six chapters: Chapter one contains Introduction of the study,
Statement of Problem, Research Questions, Research proposition Objective of the
study, Significance of the study, Methodology and Scope and Limitation. Chapter
two is a Theoretical Framework and Literature review; chapter three 1s a highlight on

the Nigerian Stock Exchange. Chapter four contains Model Specification and



Discussion, chapter five is Data Analysis and Discussion. Finally, chapter six

preseants the Summary, Conclusion and Recommendations.



CHAPTER TWO

LITERATURE REVIEW

2.0  Theoretical Framework

A firm seeks quotation on the stock exchange because quotation offers a number of
advantages to firms that go public. Other firms remain private even when they have
met listing requirements possibly because of some perceived disadvantages of getting
quoted. We will review theorieS on the motives of firms that seek listing. At the

same time, we will look out for factors acting as deterrence to going public.

2.1 Adverse Selection Cost and Moral Hazard Theory

IPO underpricing is a cost to initial owner of enterprise. Therefore entreprencur try to
avoid going public. When investors have imperfect information, it 15 low quality
firms that benefit from IPO. This adversely affects the price of IPO (Rock 1986).
Many researchers also note that information asymmetries create adverse sclection
problem in securitics market (Akerlof 1970; Greenwald, Stiglitz, and Weiss 1984; and
Miyérs and Majiuf 1984). The problem may be illustrated thus: when there is
information asymumetries, outside purchasers of securities will only pay a price that
reflects the average value of firms issuing securities. This price may be attractive to
low quality firms but unattractive to high quality firms. Therefore high quality firms
will not want to issue securities at the going prices. They see [PO as good for only
poor quality firms whose profits are about to decline permanently. Brennan and

Franks {1995) explain that a new issue is said to be underpriced if the price at which

16



the security trade in initial dealings exceeds the offer price at which it was sold to
investors. Other theoretical explanations have been offered to explain why prices
may be less than apparent maximum price achievable (Laughran, Ritter and Rydquist,
1994). Brennan and Franks (1995) argue that IPO underpricing is contrived by
directors to ensure over-subscription, and rationing in share allocation process so as to
allow owners to discriminate among applicants for shares and reduce the block size of
new share- holding. This is done to retain control. To avoid adverse selection, small
or young firms with little or no proven track record of performance and low visibility
has less likelihood of seeking TPO than large firms with proven track record of
performance and high reputation capital. By and large, size and age of a firm have
obvious relationship with visibility, proven performance and resilience. Thus young
and small firms will negatively impact on listing. Chemmanur and Fulghieri (1994)
further explained that public issue of equity, though it entails efficient risk sharing,
has large information collection cost due to duplication of investors’ efforts. Due to
the large cost of information production, small firms will seek venture capitalists for
their financial needs though this implies inefficient risk sharing and therefore larger
risk premium. Therefore, private financing from venture capitalists is efficient for
young little known firms while older firms with more reputational capital will seck
public offering of shares. Diamond (1991) also predicts that because of moral
hazards, younger firms will prefer to borrow from banks and even older ones will
issue debt securities in public market in order to monitor the opportunistic behaviour

-

of controlling shareholders who will want to extract private benefit at the expense of
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Because many people see 1PO firms as low quality firms whose .proﬁts are
about to decline permanently Leland and Pyle (1977) predict that divestment by
controlling shareholders who have inside information about a firm could be
interpreted by the market as a symptom of unprofitability. To refute the claims of
unprofitability, the initial owners who have private information about the firm must
be seen to retain a large stake and the stake must be larée enough to incur a cost in
terms of foregone diversification. Any other behaviour on the part of the controlling
shareholder will be seen as non- profitability and therefore will lower the company’s
value to external shareholders.

We therefore can draw a number of testable implications from adverse
selection cost and moral hazard theories:

i Because of the presence of adverse selection costs, a small firm is {ess likely
to po public  because of IPO underpricing,

it. In the presence of moral hazards, smaller firms will prefer to borrow from
banks than going to the market.

iii, Because of high cost of information production and its effect on IPO under-
pricing, small and young firms will source for funds from venture capitalists
rather than 1PO through initial public offerings.

v Controiling shareholders divestment and profitability of firms are inversely
related.

Therefore sales volume and net profit of firms affect the likelihood of IPO.
Operating margin (ROS) and return on asset (ROA) capture the size of a firm and will

therefore affect the decision to go public.

J.fﬁ
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ROS =EBITD
TR

EBITD = Earnings before interest, tax and depreciation.

TA = Total asset

TR = Total revenue
ROA = Return on asset
ROS = Operating margin

Some empirical works in other countries provide a clue to some of the
assertions made in the adverse selection and moral hazard theories. Jain and Kini
(1994) documented in the United States that afier IPO, a firm experiences a
significant decline in operating performance. Moreover, the observed decline in
performance is smaller for a firm whose original entrepreneurs retain more equity.
Amount divested is inversely associated with the ex-post accounting performance in
agreement with the prediction of Leland and Pyle (1977), Jesen and Meckling (1976)
and Pagano et al (1996). Inferences from these findings are many:

1. The decline in operating performance post IPO may be an expression of the
quality of the firms. Because of the low quality of these firms, profits may be
declining permanently and owners may want to re-balance portfolios.

ii. When initial owners retain more equity post IPO, it is an indication that the
firm is of a high quality.

iii. Divestment of majority share is an obvious indication of poor quality and lack

of performance of a firm. Two patterns of share ownership and divestment

13



are therefore discernible among initial owners of firms making initial public

offcrings.

(aj

)

Firms wn which the controlling group keeps a strong financial
commitment and demands finance from outside investors. Initial
owners sees such firms as having the ability to retain or improve
performance post IPO.  The entrepreneurs see their firms as high
quality firms.

Firms where controlling group divests and does not raise new equity.
Since the controlling group is assumed to possess information about
the firm, this may be classified as low quality ternmnal 1avestment.
The objective s to divest and diversify to other areas of comparative

advantage

Pagano, Panetta and Zingales {1996) draw attention to the Italian experience

where they observe that median PO is twice as big as median potential PO 1n terms
of sales, employment and total assets. This is an attestation of the fact that size has a

likely effect on the decision to go public as predicted by Ritter {1987),

This again implies that smaller firms prefer alternative sources of capital tc

Mikkelson, Partch and Shah (1995) and Jain and Kini (1994).

set;,king public quotation while bigger firms with greater sales volume, employee ar:
assets with probably greater profits and better reputation prefer to seek for 1IPC
However it may also be noted that when existing stockholders are unwilling -
relinquish ownership and retain the largest stake, the possibility of innovati~.
capacity building may be diminished when compared to a new managemeo-.

progressive ideas. This may explain the contradiction betwe~- the finding:

4734

54



Jain and Kini (1994) observed that the lowest post [PO profitability are firms
where existing stockholders and directors retain the largest stake. This observaticn is
however not statistically significant. Taiwo (1992} observes that small firms are
discriminated against in the market for funds due to imperfection associated with size
of firms requesting for funds According to him, imperfections which have a
differential impact on small firms are those associated with information, transaction
cost and risk assessment. He observes that most indigenous firms are young; they do
not possess sophusticated trading records over time. A track record of sustainable
profitability could not be established over-time. Taiwo {1992) set forth-other reasons
deterring initial public offering in Nigeria as including the fear of losing control, Alile
and Anao (1986) draw attention to the aversion of indigenous entrepreneurs to going
public for fear of losing control. Second-tier securities market was created 1o cater for
firms, which could not meet listing requirements on the main exchange list. Emenuga
(1993) observes a rise in the pumber of listed firms without a commensurate growth
n capitalisation. This may imply that neither divestment nor the need for capital

informs IPOs in Nigeria.

2.2 ‘ Administrative Expenses

Costs of IPOs are both implicit and explicit. For example, 1PQ underpricing is an

implicit cost associated to the decision to go public. Registration fees,underwriting

fees, cost of advertising, administration and other professional fees are explicit outlay.
[PO. firms will have to consider the yearly outlay on auditing, certification and

dissemination of accounting information. Some of the costs are vartable and others

are fixed costs, which do not increase proportionately with the size of IPO but weigh
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more on small firms {Ritter 1987). The likelihood for PO is higher then for bigger
firms than for small firms because of the presence of large fixed cost.  Pagan et al
(1996) observes that though listing costs in Italy is limited, the other often ignored
cost of listing include implicit cost associated with higher visibility to tax and legal
authorities. Moreover, listing forces a firm to have its account certified externally. It
increases the cost of keeping a parallel account whose cost is prohibitive and therefore

acts as a deterrent to tapping public market for equity financing.

2.3  Loss of Confidentiality:

Some firms have sensitive information. Such ﬁrms are less willing to expose such
information to the public for fear of spill over to competitors. Disclosure rule of stock
exchange may force a firm to expose its information on R & D and marketing
strategy. This may reduce firm’s competitive advantages. Campbell (1979) sees
confidentiality as deterrence to getting funded in the market. It also reduces the scope
for tax evasion and avoidance. Yasha (1995) also showed that sensitive R&D might
force a firm into a bilateral and exclﬁsive relationship with lenders in order to avoid
information a spill over to competitors. A testabie implication is that sensitive R&D
may force a firm into bilateral and exclusive relationship with lenders. In other words
high technology firms with sensitive R&D are less likely to go public. In their
analysis of British evidence Mayer and Alexander (1991) note that public firms are
concentrated in scctors with comparatively advanced technology contrary to what

campbell (1979) and Yosha (1997) predicted.

16



2.4 Overcoming Borrowing Constrainis:

A growing firm in 2 growing market has a need for more funds, which can be soured
either through the banks or the securities market. Securities markets are alternative or
supplementary sources of funds for firms with substantial investment outlay. Banks
are unable or unwilling to provide the needed funds without a substantial increase in
interest rates in the presence of information asymmetries. Moregver the leverage
ratios for such firms are substantial.

A testable implication is that firms with high leverage will seek for funds in
the market either to supplement or as alternative to bank lending. Secondly, firms
will 1avest more post IPO and will expectedly reduce leverage and pay out less post
1PO. Pagano et at (1996) used CAPEX as a proxy for demand for funds. CAPEX 1s
lagged level of investment measured as capital expenditures over end of year net

property plant and equipment.

CAPEX = Ec .
Np + Ng
Ee = Capital expenditures
Np = End of year net property
Nq = End of year net equipment

Increasing CAPEX will indicate a growing need for funds for capital investment. The

degree of leverage 1s measured thus:

LD = DT
DT + EQ
Lo = degree of leverage

DT

i

Total Debt



EQ = Equity.

CAPEX and the degree of leverage are expected fo have positive impact on
the likelihood of PO, since highly levered firms with growing capital expenditures
will most likely face borrowing constraints. Mayer and Alexander (1991) compared
the characteristics and performance of 544 British quoted firms with 36 large firms
that stayed private from 1980 to 1987. The study revealed that IPO firms invest more,
grow more rapidly and pay out more dividends than private firms. Moreover, they
raise more equity finance, but use it to purchase stakes in other firms rather than for
direct investment. Rydquist and Hogholm (1994) studied the change in ownership,
leverage and size in 164 family owned firms that went public in Sweden in the period
1970 - 1991. In their report, most firms have not used [PO as opportunity to reduce
leverage or finance growth. The report contradicts the self-reported motive in IPO
prospective. In the Swedish data, 97% of cases in which a motivation was stated, IPO
was presented as awmung at firm financing whereas only 14% of the prospectuses
stated the aim of re-balancing portfolio of initial owners. The need to finance
investment and growth is the most commonly quoted self-reported information in
Italy. Pagano et al (1996) show that IPO firms did raise new equity but it was not

mainly directed at financing investment growth.

2.5  Greater bargaining power with banks:

A bank charges moaopoly rent if it has access to privileges information about credit
worthiness of a firm. Rajan (1992) highlighted that when such a firm gains access to
stock market and disseminate information to the generality of investors, the firm elicit

outside competition to its lender, reduce or eliminate such monopoly rent and ensures
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a lower cost of capital and a larger supply of external funds. We therefore conclude
that 1PO should appeal more to firms facing high cost of bank borrowing and high

concentration of credit sources. Pagano et al (1996) measured relative cost of capital

(RCC) thus:
RCC=({1 + 1)
(1+0)

RCC = relative cost of capital
(1 + ry) = interest factor charge to firms
(1 + ) =the average interest factor

Herfindahl index is used to measures concentration of firm credit sources. We
expect both variables (RCC and Herfindah Index) to have a positive impact on the
likelihood of IPO. In other words the higher the RCC and Herfindahl index, the
greater the likelihood of 1PO. Empirical result shows that the improved relationship
with bank resulted from greater transparency of accounting information and greater

flexibility in financing choices (Pagano et al 1996).

2.6 Risk Diversification

A prix;ate firm goes public to increase the scope of diversification by the entrepreneur.
Obstafeld (1994} sees quotation in a stock exchange as a vehicle for diversifying risk.
An entrepreneur is able to diversity into higher return project. Diversification is
achieved directly by divesting from the firm and reinvesting in other assets or
indirectly by having the PO firm raise fresh equity capital and acquiring stakes 1n
other firm where he does not posses comparative advantage. One testable implication

is that lower cost of diversification will attract entrepreneur to stock market. An
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illiquid market will lower the benefits an entrepreneur expects from giving up
ownership of a stake in a firm for a portfolio of financial assets (Pagano,1993).
Pagano(1996) confirms that portfolio diversification is a primary motive for IPO. It

was observed that divestment of large shareholder is mostly concentrated at 1PO.

2.7  Stock Market Discipline

Agency problem is reduced when shares are quoted on the stock exchange. Jenson
and Murphy (1990) show that efficient stock market helps to mitigate the principal
agent problem as it makes it easier to tie managers’ compensation to stock
performance. This link helps to align the interest of managers and owners. The
market imposes discipline on corporate managers as share prices react to right and
wrong judgements in firms” investment decision. One source of market discipline is
the fear of raiders. Takeover threat induces managers to maximise a firm’s equity.
Shleifer and Vishny (1986) argue that for discipline to take place, it is required that
potential raider has sufficiently large state in the firm. In addition, Homston and
Tirola (1993) point out that shareholders of a public company can use information
reflected in stock prices to design more efficient compensation scheme for their
managers by indexing salaries to stack prices or by offering stock options.

One testable implication is that ex-post operating performance post IPO
should increase since information provided by the stock market can be used to
discipline managers. Moreover, it is expected that salaries and benefits of
management staff should be higher post IPO. Rydquist and Hogholm (1994) state
that 38 percent of the IPO prospectus mentioned incentives to employees as the main
motive for IPO. 4 7 3 !
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2.8  Liquidity

When shares of quoted firms are traded on an organised exchange, transaction cost is
cheaper for small shareholders that want to trade on short notice. Shares of unquoted
firms can be traded oanly through informal searching for a counterpart at a
considerable cost to the initiating party. If initial owners of a firm want to sell to
dispersed shareholders, they have an inducement to go public. If a firm stays
unquoted, to minimise liquidity cost, it must sell stakes to a few large shareholders
that will by and large demand for monitorihg role in the firm. Paganc and Roell
(1995) show that as a result the initial owners may have to accept over monitoring if
they stay private. The model predicts a positive correldtion between the likelihood of

IPO and the scale of subsequent mvestment.

2.9  Investors Recognition

Investors prefer a portfolio mix that contains securities of existing firms that have
acquired reputation overttme. Listing on a major exchange can act as an
advertisement for firms. Merton (1987) captures this in capttal asset pricing model
with incomplete information showing that prices are higher the greater the number of
investors who are aware of a firms securities. Kadlec and McConnel (1994) observed
that when firms already listed elsewhere announce their decision to list also in New
York, their stock yield five (5) percent abnormal returns on the average. One
prediction here is that the likelihood of IPQ is affected by corporate image. Secondly;

corporate image through advertisement will boost stock prices. Diamond (1991) and
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chemmanur and Fulghieri (1994) also observe that small firms find it difficult to

establish reputation and sell equity without facing large adverse selection cost.

2.10  Change of control

Zingales (1995a) points out that going public could be viewed as an optimum first
step in the process of selling a firm. According to him, selling off a minority stake to
dispersed shareholders may increase the amount of surpius the initial owner can
extract from future buyers of the majority stake thereby increasing the total proceeds
the imtial entrepreneur can fetch selling the firm. If this is an important motivation
behind PO, we expect a high incidence of control transfer after IPO as controlling
shareholders have incentive to extract private benefit at the expense of minority
shareholders. According to Rydquist ad Hogholm (1994) IPOs In Sweden are more
likely for older firms; ofien by owners who want to divest. This is consistent with
Zingales (1995a) where in 59 companies the initial entrepreneurs sold out all their
shares within five years post [PO.

47344

2,11  Windows of opportunity

Stocks are often mispriced (Delong et al 1990} Dunng period of overvaluation in an
industry firms within the industry, which realise this have incentive to go public.
Windows of Opportunity hypothesis model and tested by Rajan and Servaes {(1995) is
consistent with international time series evidence in the 1980s (Langhram, Ritter and
Rydquist 1994). A testable implication is that when the market for comparable firms
is bullish, firms in the same industries are more likely to go public. It is also

consistent with low long-run returns (Ritter, 1991, Loughran and Ritter 1995).
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Pagano et al (1996) measured the price of IPO on the market by median ratio of the
market to Book value (MTB) of firms in the same industries and found a strong
correlation between the median ratio of market to book and the probability of 1PQ.
Public offerings tend to be higher at period of high market to book ratio of any
particular industry. Lerner (1994) found that biotechnology firms go public near the
peak of Biotech equity valuation. This means that IPO is strictly time to ¢oincide
with industrial boom in stock valuation. The dismal post IPO profitability is
consistent with this claim since such boom may not be sustained permanently. For
exampte Ritter (1995) documented a strong under performance of IPO firms three
years and five years post IPO.

Pagano, Panetta and Zingales (1996) employed the probit model to investigate
factors that affect the likelihood of IPO. They employed the model

Pr (IPOy = 1) = F (a1 SIZEy + o2 CAPEX; + &3 GROWTHy + ad ROA; +

o5 LEVERAGE; + a6 MTB; + a7 RCC;; + a8 HERFINOAHLIt + v, YEAR|)

[PO; is a variable that equals 0 if company 1 stays private in period t and equal
1if it goes public. F() is the commutative distribution function of a standard normal
variable, and YEAR, is a calendar year dummy. In their conclusions, size 15 an
imporfant determinant of IPO. A one standard deviation In the logarithm of sales
increases the probability of an TPO by one third of a percent age point. The two
variables that measure a firms financing need — investment and growth — increase the
probability of listing. The coefficients of both variables are not statistically
significant at 0.05 but growth is only significant at the 10% level

Proxies of cost and availability of credit do not have much explanatory power.

Cost of bank credit and a firms leverage have a negative impact on the likelihood of
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an IPO. But neither is statistically significant at 10% level. Concentration of bank credit
appeared to increase the likelthood of TPO, but also this effect is not statistically
" significant. Finally, the industrial market-to-book ratio appears to be the most significant
determinant of the probability of IPO.

In the same study Pagano, Panectta and Zingales (1996} investigated the
determinant of the decision to go public by estimating fixed-effects regressions in which
the effect of the decision to go public s captﬁred by dummy variables for the year of the
IPO and the three subsequent years.

For each of the variable use, the specification is:

3 3
Y, =a +21: ﬁ_pi."«o,_I + BPO,, + EYJQUOTr—j v+ 8 e,
i .

1

wherey; and 8, are respectively a firm specific and calendar year specific effect. IPO,;are

dummy vanables equal to 1 if year t;j .was iPO year, IPQ,, is a dummy variable equal to

1 f the IPQ took place more than 3 years before. QUOT,; are dummy variables equal to

1 if company i satisfies the listing requirements in year t —j. Using the fixed effect

regression model, they reported that:

i Profitability declines after IPO. This according to Degeory and Zechiauser (1993)
is not surprising since entrepreneur may time their issues to coincide with
unusualty high profitability or they may engage in window dressing of their
corporate account at the time of IPO. In other words, an explanation for the
permanent drop in profitability has to do with the accounting changes brought
about by the decision te go public because at these time firms usually present

inflated pictures of the value of their assets.
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i The decision to go public has a negative impact on capital expenditure.

il Investment in financial assets rises temporarily at the time of IPO, as new IPO
temporarily invest the abnormal inflow of liquidity from IPO in financial
assets.

iv. © A report of the drop in the relative cost of credit post IPO.

2:12 Corporate Governance

Corporate governance impacts on financing choices of a firm. Obligations of a firm
depend on the structure of its gox'ernancé, The obligations are discharged in
pecuniary terms through money payments. Pecuniary discharge by a firm constitutes
a cost to management/owners. The entrepreneur will therefore act to change their
investment. behaviour in order to minimise such payments. They do this by altering
the stmét.ure of governance,

Corporate governance according to Elmeskore (1995) comprises the
relationships between all institutions and individuals directly or indirectly involved in
decision making in a firm. Management theories see a firm as a coalition of
shareholders/owners, managers, lenders, suppliers, customers, employees and tax
collectors. The conflicting interests of the different stakeholders in a firm must be
resolved if the firm must survive, The resolution of conflicts 1s often done to the
disadvantage of weaker members of the coalition. Management of a firm acting on
behalf of owners constitute the most important member of the coalition because
management takes decisions on investment, expansion, promotion, appointment and

has access to information (Koutsoyiannis, 1982). Demirngue-Kunt and Macksimovic

(1996) observed conflict of interests between the firm and its customers and suppliers
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and between various ciasses of investors i a firm. Because of the conflicting interest,
owners/managers of a firm may be induced to harm the interest of other members of
the coalition. Such opportunistic behaviour can be anticipated. It makes it difficult
for a firm to obtain funding. One possible prediction in the modeiling of conflict of
interest in Barnerar, Haugen and Senbet (1985) Jensen and Meekling {1976) is that
debt financing increases the incentive of initial owners of a firm to act
opportunistically or to otherwise harm creditors, customers and suppliers. By and
farge, the conflict is between owners of fixed rate debt capital who have contractual
claims on the firm and those who have équity share ownership. Because of the
opportunistic behaviour of owners and their incentive to harm contractually fixed
income owners, a firms ability to get funding is inhibited and the alternative is

obtaining fund through equity issues in the market.

2.13  Debt- Equity Mix
Many have argued 1n corporate finance hterature over the existence or non-existence
of optimal level of debt- equity mix in a firm. Modigliani and Miller (1958) (M-M
here after) argued that there is no such thing as optimal debt-equity ratio for a rational
investor. It is argued that firms being rational, will push investment to the point
where marginal yields on physical assets equals market rate of interest. The model is
specified as:

§=Pk+Pk-rD;
S
where: S = expected rate of return or yield

Pk = Capitalisation rate

r = interest charged
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D; = market value of debt

Si = Market valve of common share in a company
It is argued that stockholders will exploit investment opportunity if and only if the rate
of return on investment say ‘P’, is as large as or larger than Pk and will be completely
unaltered by the type of securities use to finance the investment (Modigliani, 1988,
Miller 1988).

M-M theory describes the circumstances under whick the composition of
firms’ habilities 1s completely irrelevant to the cost of obtaining external funding. In
other words, Hagin (1979) observed M-M hypothesis as stating that market pricing
mechanism will adjust a firms cost of capital so as to minimise the importance of the
firms internal decision regarding capital structure.

Many theoretical works were formulated to explain the determination of debt-
equity ratio for a firm (Bhattacharya 1988, Lyon 1992; Jaramillo et al, 1993) Hite
(1977) shows that an increase in the financial leverage of a firm will reduce users cost
of capital  Sundararajan (1987) argued that _debt-equity ratio is important because 1t
affects overall cost of capital to the firm. The cost of capital influences fixed
investment. Overali cost of capital expressed as a weighted aggregate of the
oppdnunity cost of bank debt and of equity. The weights depend on debt-equity ratio.
Moreover, a firm may invest to reduce the cost of production thereby imcreasing its
profit. Sundararajan (1987) postulates that a firm strives to obtain debt-equity mix that
minimises cost of capital. His specification for the desired level of average debt-
equity ratio is:

DE* = d* (iu - i, 11}

where DE* = desired debt-equity ratio
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d* = non linear function of the interest rate subsidy and inflation

iu = nominal interest rate in the unregulated market

1 = weighted average of domestic and foreign interest rates

ii = rate of inflation

The basic proposition is that the desired debt-equity ratio will be positively
related to the implicit interest rate subsidy from the regulated market and the level of
inflation. This is because higher rate of inflation act to reduce the real rate of return
on real balances or on any other savings instruments bearing a fixed nominal return,
An increase in interest subsidy will reduce the cost of debt relative to the cost of
equity. Omole and Falokun (1999) observed that there are other factors affecting
leverage other than interest rate subsidy and rate of inflation. For example corporate
income tax assessments differ for debt, retained earnings and dividends. Other market
imperfections in LDCS also impact on the desired debt-equity profile. Such
distortations as agency cost, information a symmetries, differential tax, bankruptcy,
moral hazards and transaction cost.

Boyd and Smith (1996) argued that an entrepreneur would raise external
funding in the lowest cost way. The cost of external funding depends on a number of
factors including the level of market interest rates and the existence of various
subsidies implicit m things like government credit, interest subsidy or loan guarantee.
Boyd and Smith (1996) suggest that through these channels government policy can be
made to affect the level of activities in equity market. Govemnment macro-economic
activities can influence the total cost of capital. Monetary and fiscal policies and

management can affect the cost of debt relative to equity financing.
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Cost of capital is the mintmum vield of an investment acceptable to the
shareholders. The minimum yield will depend on interest payment and return to
equity. Annual interest payment and timing of principal repayment 15 crucial to
overall cost of debt. Therefore the rate of interest on debt financing is positively
associated to growth of equity market. Higher rate of interest makes equity financing
relatively more attractive. On the other hand the cost of equity financing — return on
equity ~ depends on capital gains and dividends payments, Therefore, tax treatment
of interest cost, capital gains and dividends will affect the relative attractiveness of
debt and equity financing. Differential tax code for debt and equity is tmportant
since interest is tax deductible while dividend is not. Increase in the rate of dividends
and capital gains tax therefore will retard the growth of equity market. The use of tax
instruments in promoting the growth of emerging capital market assumes more
importance as investment capital becomes more internationally mobile and more
sensitive to the investment climate in the most country. Removal of high level of
taxation stimulates financial intermediction and investment particularly when the
measures are conceived to be a permanent policy charge (Chamley, 1991). High tax
rate negatively affects investment and acts, as investment retardant to the instrument
for which the tax burdens is discriminatory and heavier. An increase in dividend and
capital gains tax will shift preference to debt funding. Multiple taxation-corporate
income and dividend — will amount to retarding the growth of equity relative to debt.
An integration of corporate income tax and personal income tax as well as a reduction
on withholding tax on dividend will shift preference to equity finance. The tax
burden becomes more when it is levied on normal rather than rence on real income

(Inanga and Emenuga 1996). Moreover, the level of debt-equity ratio determines the
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level of risk exposure. The financial leverage risk will affect the solvency and risk of
bankruptcy and therefore the ability to obtain debt finance. Bankruptcy costs are
incurred when entrepreneur cannot make contractual payment to creditors.
* Contractual payments called for by debt financing are not contingent on a firm’s
performance unlike dividend payments which are subject to declaration by board of
directors. Therefore the composition of a firms debt and equity affect the probability
of bankruptcy. Moreover, highly livered firms have low credit rating and therefore
high credit risk. This reduces their chances of getting financed by institutional
investors. Demirguc-Kunt and maksimovic (1996) noted that many investment funds
and mutual funds are prohibited from investing in companies whose stock do not
trade on a recogmised exchange. Moreover, corporate debt 1ssuers are often required
in many countries to show their credit rating before getting funded. Low credit rating
due mainly to lgh leverage ratio deters debt financing except where such debt are
guaranteed from either the government or other more credit worthy institutions.

The problem of maintaining control is also very crucial to determinant of
whetﬁer to go for debt or equity financing. Debt issue may be preferred to equity
market funding in order to retain control. Firms may also issue shares with non vating
righf such as preference shares or different grades of equity shares with progressively
reduced rights to vote.

Cost of equity depends on the price of equity and return to equity. The higher
the price- earning multiple (P-E ratio) the greater the supply of equity. Therefore the
supply of equity tends to the greater during period of over-valuation.

Other factor that may affect the size of debt relative to equity financing in an

economy is the differences in transaction cost of debt and equity. This includes fees
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for investment banking services, reporting requirements, payment o various
professionals and regulatory bodies. However issuance cost may be tax deductible.
Therefore, issuance cost may be investment retardant for either debt or equity
depending on which is discriminate against.

Finally, when entrepreneur can finance project in equity market, the result is a
decline in debt equity ratio; larger size {irms; many risky projects become attractive to
an entrepreneur, projects that are unprofitable when financed through debts become
profitable; better information aggregation; investors and creditors are attracted
because of lower monitoring: and lower cost of funds for the firms.

Koutsoyianiss {1983) observed that managers desire job securities He attaches
a disutility to the risk of being dismissed. Managers become risk avoiders as they
adopt prudential financial policy. Therefore, three ratios are critical to a prudential
financial policy:

L. The leverage or debt ratto, 1. Liquidity ratio, and 1ii. Retention ratio.

The leverage or debt ratio is defined as the ratio of debt to gross value of total

assets.

Leverage = value of debt = D
Total asset A

The manager minimises leverage for fear of insolvency and bankruptey which

my arise from interest and loan repayment. A high leverage ratio is a disutility

to managers.

i, Liquidity ratio defined as the ratio of liquid asset to total asset:

Liquidity = Liquid asset = L
Total asset A
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Optimal liquidity ratio is adopted by management to avoid bankruptcy
and raiders. High level of liquidity may attract raiders
Hi. Retention ration defined as the ratio of retained profits (net of interest on debt)
to total profits |

RR = Profit retained = Pr
Total profit Pt

Retention ratio, a major source of capital growth is affected by interest on
debt. However, a too high level of undistributed profit may lead to shareholiders
dissatisfaction and loss of share valve and possibly take over by raiders.

Non availability of efficient functioning equity market means a firm will
depend on inside equity, trade credit and bank borrowing and possibly retain earns.
The likelihood 15 a suboptimally high debt — equity ratio. Incentive to renege on
promises becomes high. Therefore tnvestment funds will be scarce and the way out

will be to go to the market to source for funds.
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CHAPTER THREE

HIGHLIGHT ON NIGERIAN CAPITAL MARKET

3.0  Intreduction

The Nigerian financial system is made up of the banks, non-bank financial
intermediaries and securities market. The system is characterised as either money
market or capital market. Money market deals in short-term funds and securities.
Short-term securities are usually redeemable in less than one year. Money market
securities include treasury bills, treasury certificates, negotiable certificates of
deposits and commercial papers.

Capital markets deals in intermediate and long-term funds and securities. The
gestation period for long-term securities is usually more than one year. Capital market
securities include longer-term loans, mortgage bonds, preference stocks, industrial
loans, ordinary shares, Federal Government stock and bonds.

In Nigeria, the capital market is made up of both the new issues (primary)
market and market for the sale of old issues (secondary market). By and large,
securities in the Nigerian capital market are of two types: debt securities and equity
securities. The debt securities are Federal government development stock, industrial
loans, preference stock and bonds. Equity securities are ordinary shares that give
residual claim to holders. Ordinary shares impose higher liabilities on holders. The
transfer of funds from savers to fund users is facilitated in the capital market through
an institutional arrangement involving Securities and Exchange Commission (NSEC),

the Nigerian Stock Exchange (NSE), operators and investors.
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Capital market serves a number of useful economic functions. It facilitates
financial intermediation and mobilisation of investible funds; it is a mechanism for
exchanging securities at mutually satisfactory prices; it creates liquidity for investors;
it is a mechanism for ascertaining security prices; a means of efficiently trading in
securities; allocates and rations a nations real and financial resources; it is an
important economic barometer; a means of determining current cost of capital; and a
mechanism for broadening ownership base.

In Nigeria, capital market has been used to promote small and medium scale
industries through the creation of Second-tier Securities market (SSM); it provide
facilities for securitisation by making domestic debt negotiable and discountable
through the Central Bank of Nigeria (CBN) thereby providing liquidity to owners of
government bonds; it is a platform for commercialisation and privatisation of
government enterprises; and a means of internationalising the capital market. The
names, share prices and other information on all quoted firms are linked to Reuters
International information system in order to disseminate relevant market information

to subscribers.

3.1  The Nigerian Securities and Exchange Commission

The Nigerian Securities and Exchange Commission was set up under NSEC decree

1979 as a regulatory body in the capital market for orderly transaction in securities. It

is primarily meant to protect investors. NSEC does valuation; allotment; surveillance;

and registration of securities and institutions involved in securities dealings.
Principally its role is promoting professionalism in securities dealings. NSEC

has promoted programmes to educate Nigerians on the intricacies of securities
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dealings. It also provides informational services. NSEC appraises the operational
performance of both quoted and unquoted firms mn Nigeria annually and makes the

information available to the investing public.

3.2  The Nigerian Stock Exchange

The Nigenan Stock Exchange i1s a non-profit making orgamisation limited by
guaraﬁtee and owned by 135 shareholders. Owners of the NSE include financial
institutions, stockbrokers and individuals. NSE has a Council and a President,
Chairman and Board of Directors who are‘ elected at each annual general meeting by
members of the exchange. The council 15 responsible for policy making. The
Director General and his management team administer the day-to-day running of the
affairs of the exchange General discipline in the market and its orderly conduct is the
responsibility of the NSE. It is also responsible for listing and delisting companies
under its control.

Currently the NSE has six trading floors and a new one has been opened at
Abuja. The exchange floors are in Lagos, Ibadan, Kaduna, Kano, Onitsha,and Port-
Harcourt. The Lagos Stock Exchange, which is the first trading floor was opened 1n
1961 with only 19 securities. There are 60 issuing houses, over 75 stock broking
houses, over 100 floor dealers, several registrars and a computerised commanication

system.

3.3  Membership of the Nigerian Stock Exchange
NSE has ordinary and dealing members. Ordinary members are individuals and

institutions that have acquired at least five (5) shares of ™20 each of the issued-shared

35



capital of the exchange and have been admitted to the register of members. A dealing
member is an individual or institution admitted to ordinary membership of the
exchange and also licensed by the council of the exchange to transact business in
stocks, shares, debentures, bonds and other specified securities on the floor of the
exchange. He must undertake to be subject to the rules and regulations of the

exchange. Dealing clerks represent dealing members on the floor of the exchange.

34 Objectives of the Nigerian Stock Exchange

The objectives of the Nigerian Stock Exchange as stated in its memorandum of

association inctude:

a. Creating appropriate mechanism for capital formation and efficient allocation
of resources,

b. Providing strategies for financing projects with long-term gestation period

c. Maintaining discipline in capital market

d. Broadening share-ownership practice

e. Maintaining fair prices for securities

The stock exchange market is said to be the only perfect type of organised
market for many reasons. The commodities traded on it have little or no carrying
costs; they are imperishable and entirely standardised; trading is organised in the
sense that only the dealing members are allowed to trade on its floor on behalf of their
numerous clients; there are rules and regulations to guide the conduct of all the
operators; it enables owners of securities to convert them inio cash guickly and

without inconveniences and also at a comparatively moderate cost.
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By evaluating the securities, it acts as a barometer of the state of health of the
individual firms. Market index or average serves as an important tool for measuring
the overall health of the stock market. By and large stock market indices are important
economic indicators. NSE ensures that quoted firms disclose the fullest information 1n
their annual reports and accounts, submit quarterly returns and keep within the status
and requirements of the exchange 1 the publication of the their annual reports and

payment of benefits in the form of dividends to shareholders (NSE 1980}.

All dealing members of the NSE must deposit the sum of 3100, 000 or its
equivalent in an acceptable security before being issued 2 licence to deal. Thereafter

he must make an annual subscription of N5, 600,

3.5  The Evolution of the Nigerian Stock Exchange

The Nigerian Stock Market has evolved overtime. However, stock market
development indices show that the Nigerian market development is rather slow. Dike
(1998) observed that the Nigerian stock market remains presently unusually small

when compared to the stock markets in other LDCs.

Appraisal of the evolution of a nation’s stock market involves looking at stock
market development variables described in Demirgic-Kunt and Levine (1996). Data
for developing countries was picked from the International Finance Corpeorations
emerging market data base while for the industrialised countries, the data was sourc.

from Morgan Stanley Capital Internaticnal and International Monetary Fund



publications (various issues). The data covered the period 1986 to 1993 for forty-four
countries.

Market size, market liguidity, market concentration, volatility, institutional
development and international market integration are found to be positively associated
to stock market development. Insufficient stock market development means that
investors and entrepreneur face sufficient opportunities for the diversification of risk
portfolios. Insufficient opportunities for diversification impacts negatively on savings
agglomeration. The Nigerian stock market is classified among the emerging stock
markets of the world. Others in this category include the Republic of Korea, South
Africa, Zimbabwe, Turkey, and Singapore among other markets in the LDCs. In
terms of stock market development indices, emerging stock markets lag considerably
behind stock markets in industrialised countries including the United States, Japan
and United Kingdom.

Stock market size — capitalisation and number of listed firms — shows that
between 1986 — 1993, not much capital formation was done through the NSE. Market
capitalisation measures the value of listed stock in an exchange relative to GDP.
Capitalisation can increase through increased primary issues or secondary issues by
existi.ng firms for the purpose of expansion or modernisation. Capitalisation also
increases when stock prices appreciate in value.

Between 1986-"93 capitalisation of the NSE averaged 4%. During the same
period, other emerging stock markets such as Zimbabwe, South Africa and Turkey
had capitalisation of 18%, 154% and 8% respectively. Market capitalisation for the
same period for U.S A, Japan, United Kingdom were 54%, 108%, and%2%

respectively. In terms of ranking of market capitalisation ratio, the 1986-°93 data
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shows that Nigeria stock Exchange ran.kcd the least out of 41 countries. The Nigeria
stock market capitalisation for 1990, 1991, 2992, 1993 and 1994 are 4.2%, 5.8%,
3.8%, 3.2%, and 6.2% respectively. The dollar value for NSE capitalisation for 1990,
1991, 1992, 1993, 1994 and 1995 are $1.4b, $1.9b, $1.2b, $1.0b, $2.7b and $2.0b
respectively. For the same period, India had $38.6b, $47.7b, $65.1b, $98.0b, $127.5b,
127.2b respectively while South Africa had (for the same period} $137.5b $168.5b,
$103.5b, $171.9b, $225.0b, and $280.5b respectively.

Between 1986 — 93, the average number of listed firms in the Nigerian stock
exchange was 127. With an annual growth rate of 8%, Nigeria ranked 33" out of 43
economics in terms of listing. For the same period, South Africa, Zimbabwe and the
Republic of Korea listed 700, 57, and 576 companies, respectively. Qur comparative
analysis shows that the financial base of the NSE was insignificant when compared to
the GDP and other emerging stock markets. The World Bank held a similar opinion
in 1983 when it stated that out of approximately 5,000 private companies employing
more than 10 people in Nigeria, less than 100 were listed on the Nigerian stock
exchange.

The number of listed Nigerian firms for 1990, 1991, 1992, 1993, 1994 and
1995 were 131, 142, 153, 174, 177 and 181 respectively. These figures are for both
the first and second-tier markets. Low market capitalisation means that the market is
narrow;, not much capital formation is done through the exchange; and low risk
diversification ability. Ability to diversify risk is positively associated to savings
mobilisation (Pagano, 1993).

Adeyemi (1998) listed a number of factors that account for lack of interest by

Nigerian companies to seek quotation on the Nigenian stock exchange. It include high
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cost of public quotation; reluctance of Nigerian companies to dilute ownership and
control; the interest rate structure in the past which favoured debt financing over
equity financing; and stringent requirement for listing

Owners of risk portfolios need fexibility in investment decisions. Flexibility
in investment decision enables investors to alter the sizes and composition of their
financial assets in line with their risk preferences. Thus, liquidity of the stock market
enables an investor to maximise his investment yield. Stock market liquidity is an
important measure of stock market development. Liquidity measures the ability to
buy or sell securities at prices fairly well known in advance. A comprehensive
liquidity assessment will include the cost of transaction ~ both pecuniary and non-
pecuniary. Therefore, payments tc agents, ability to find counter part in trade;
watting time for settlement; various taxes; and other surcharges(official and
unofficial) are integral part of the cost investors and agents in the capital market must
pay. Transaction cost impacts on market lquidity. Hliquidity makes market tnactive.
In a Iiquid market, quoted firms have morc access to debt and cquity {(new issues). It
also means that markets are able to allocate resources to high return long-term
projects thereby contributing to economic growth; it impacts positively on savings
agglonﬁeration‘, shares traded on liquid market are easily accepted as collateral for
bank lending. When a market is illiquid, it affects its allocative efficiency; financial
asset holders find it difficult moving in and out of the market at prices reasonably well
known in advance; it become unatiractive 1o dispose of the few financial assets at the
disposal of investors; and investment in financial assets become risky.

The two empirical measures of stock market liquidity are:
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I Total value traded relative to GDP. A highly capitalised stock market with
small total value traded relative to GDP indicates low financial assct trading
refative to the size of the economy.

. Market turnover compares total value traded to market capitalisation. High
market turnover ralio is an expression of high market activity relative to the
size of the market.

Measures of liquidity have low values in the Nigerian stock market. The total
value traded relative to GDP for the Nigerian stock market averaged less than 1% for
1986 to 1993. The ratio ranks the lcast among 41 econmomies n advanced and
developing countnies. For African countries, South Africa had 8% with a rank of 21
out of 41 countries; and Zimbabwe had average liquidity of 1% with a rank of 31. The
1986 to 1993 data also show an average tursover ratio of 1% with a rank of 41, The
turnover {or the stock markets for the year 1996 were 2.4%, for Nigeria, 10% for
Botswana, 7.6% for Zimbabwc and 4.6% for Mauritws. Korea and Germany largely
reflecting massive trading had an annuai average of turnover of 93% and 147%
respectively from 1980 to 1993

The low liquidity in Nigeria may be attributed to the high transaction costs;
share ownership structure; the culture of buying and holding; paucity of securlics;
inadequate infrastructures facilitics; low public awareness; and market segmentation.

Market concentration affects liquidity of the stock market. Figh market
concentration is a mark of stock market under development. Concentration measures
the share of market capitalisation held by the len largest stocks. The United State and
Japan have very low concentration’ the ten largest stock accounted for less than 20%

of market capitalisation during the period 1986 —93. In Nigeria for the same penod,
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the concentration averaged 51%, indicating that concentration in Nigeria is two times
larger than those in the United Statcs and Japan. Nigeria ranked 21 out of 26
countrics 1n terms of market concentration.

Regulatory and institutional characteristics of securitics markets arc vital to
stock market development. Such institutional environment includes: the degree of
restrictions on dividends and capital repatriation; quality of firms disclosures; whether
or not pric¢-earning multiples are published annually and are of international
standards, whether or not accounting standards are adequate, the presence of
sccurities and exchange commission; quality of investors protection faw, and trading
costs.

The Nigerian Securities and Exchange Commission (NSEC) is the apex
regulatory body in the Nigeria capital market. NSEC was established in 1979 to
replace the Capital Issues Commission (CIC). The role of NSEC is to monitor,
supervise and ensures compliance to market rules and standards- standards that
promote transparency in the conduct of sceurities dealings- thereby gaining investors’
confidence. Transparency cnhances market integrity, increases investors confidence
that the market is free from potential manipulations and fraud. Investors could
observe current prices and monitor quality of execution received from their brokers.

Since its inception, NSEC has performed its regulatory and supervisory role
over the market. In 1993, its role in pricing and allotment was transferred 1o the
market operators (Issuing houses and stockbrokers) who are beiter able to
approximate the true value of sccuritics. NSEC was criticised for handing dov-
prices that do not reflect the intrinsic values of the shares. Many analysts b~

observed that NSEC has been cffective in its regulatory and supervisory finctions
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since its inception, The argument has been that there have not been cases of fraud or
maipractice in stock market operations in Nigeria. It is true that insider abuse and
manipulations are rare in the market. But we will not fail to point out the
documentation of Ebhodaghe (1997) concerning two quoted firms in Nigeria. He
disclosed that African Continental Bank {A.C.B)) and Co-operative and Commerce
Baok (CCB} were distressed for quite sometimes and NSEC and NSE were not aware
of their poor financial conditions and were allowed to make secondary issues even at
a premium in the capital market. lInferences from these observations are obvious and
can be far reacting.

Ebhodaghe (1997} also reported that by 1994, of the 301 registered capital
market operators, seventeen (17) were found to be distressed. Capital market distress
manifest itself in many ways including inability to remut subscription monics to
issuers; non refund of over subscription to investors; inability to purchase securities
tor clietits even when they are paid for, and non remittance of moncey Lo clients {from
the proceeds of sales of their securitics. In 1998, NSEC approved increases in lhe
capital base of capital market operators: Issuing Houses from N5m to N40m; Portfolio
managers from N2.5m to [0Om; corporatc Adviscrs from NO.Sm 1o N2m, and
individual advisers N100, 000. Currently these increascs are still minimal for
liquidity and solvency of the operators. The current wave of liberalisation and
globalisation and the on going privatisation is likely to task the finances and
operations of market operators. Therefore the capital base must be enhanced. A
possible way oul 1s joint parinership with foreign market operators. Apart [rom
helping to improve the capital base of operators, such partnership will foster improved

financing technology and quality personnel for service delivery. Globalisation of
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finance will certainly task the intellectual and operational capabilities of the market
promoters.

Market barniers affect market integration and create segmentation in securities
market. Barriers may be created by withholding tax on dividends and capital gains
tax, inadequate information about existing firms; restriction of share ownership; high
cost of transaction; and other macro econcomic conditions, which are hostile to
business environment. Market segmentation creates differential risk pricing across
borders or across different exchanges in the same country; it affects inflow of foreign
capital; it stifles technological transfer and innovation; it creates monopoly rent for
market operators; and it may result in general market inefficiency.

In Nigeria, before the indigenisation of business eaterprises in 1972,
foreigners had unrestricted parnicipation in businesses. The Nigerian market was
laissez-fair in scope and content. The indegenisation Decree of 1972 (amended and
reintorced in 1977) restricted the scope of foretgn participation and interest to 40%
equity in listed securities, The indigenisation legislation of 1989 featured amendment
to accommodate larger foreign interest in capital market. The amendment retains the
limit of 40% foreign participation only in Banking/insurance, petroleum prospccting
and'mining industries. However since July 1995, the Federal Government of Nigeria
promulgated the Nigerian Investment Promotion Commission decrec (No 16) which
essentially liberalise the Nigerian capital market. The decree provided the legal
backing for the establishment of the Nigerian lnvestment Promotion Commission
(NIPC), a body charged with the task of attracting foreign and domestic investment
and creating fricndly investment environment, The body repealed previous

indigenisation lcgislation and allowed unrestricted foreign interest in quoted
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companies; it also accords foreigners and residents the same rights, privileges and
opportunities of investment, frec reparation of capital, dividends, capital gains and
other interests from investment in securitics. The commission established over the
counter (OTC) markets for the purchase of securities of unlisted companies, and
authorised foreign investors to buy shares of Nigerian firms in any convertible
currency.  Moreover, foreign exchange (monitoring and Miscellaneous Provision)
decree No 17 further enhances the determination of the government to improve the
Nigeria capital market integration by removing barriers to capital inflow.

The foreign exchange (monitoring and miscellaneous provisions) decree [7
repealed Exchange Control Act of 1962; it established autonomous foreign exchange
market; it allows free transaction in foreign exchange at market rates;, and permits
unrestricted 1mport and cxport of foreign exchange. Effectively, barriers to
international inflow were greatly reduced.

The 1986 — 1993 data shiows that Nigera has an average value of 0.64 and was
ranked 20" out of 20 countries in terms of institutional development indicators.
Zimbabwe had an average of 0 66 and was ranked 19%. Korea had 155 and ranked 3™
and turkey had 1.06 and was ranked 14"

From the study one can only conclude that as per the penod covered, the
institutional development and regulatory environment was far from expected.
However, we hope that the recent reforms will improve the Nigerian capital market
environment in terms of transparency, improved accounting standards and sovereign
risk

The degree of error in asset pricing is an important indicator of stock market
devclopment. The law of equal pnice {Lop) holds when the same nisk nstruments arce
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price equally across international borders. The degree of pricing error is measured in
refation fo either International Arbitrage Pricing (IAPT) model or International
Capital Asset Pricing model (ICAPM). The higher the values for IAPT 6r ICAPM,
the preater the error in asset pricing and the less the integration of domestic market.

Pricing error is enhanced when there are barriers to capital flow; when capital
market operations are not deregulated; and when there are no adequate information
about firms in an economy.

In Nigena, trading is by the call over system. Stocks are called up in turn and
brokers bid for offer to sell any stoc.:k of interest. Unlike what obtains in most
developed stock exchanges, trading time is restricted to about two (2) hours daily
from Monday to Friday in NSE. Moreover, price movement ceiling was again
reviewed from 10 Kobo to 20 Kobo in 1995, Since 1996, it was reviewed to
accommodate 5% variation either way. The system of guided deregulation in security
pricing implies that prices of shares on bid and those on offer are not completely
market determined. A system of guided deregulation of stock pricing is meant to
reduce excessive speculation thereby ensuring that prices are driven by fundamental.
Other implications of non-freely floating stock prices according to Emenuyn (1996)
share prices are not wholly sensitive to macro-economic variables as interest roles,
money supply, and inflation. The pricing error estimates for the period 1986 — 98
computed using the IAPT and ICAPM for Nigeriai are 3.66 and 3.72 respectively. In

terms of ranking, Nigeria occupies g and 11

position out of 24 countries.
Zimbabwe had IAPT and ICAPM pricing terms of 5.57 and 5.18 respectively for the
same period. Zimbabwe ranks 18® in both IAP and ICAPM, United States has the

values of 2.71 and 2.24 with rank of 4™ and 3™ respectively.



One can only conclude that the Nigeria capital market priced asset poorly for

the indicated period when compared to USA and other industrial capital.

3.6  Transaction Costs and Settlement Process in the Nigerian Stock Market
Transaction cost in the Nigerian Stock market is considerable. These cost are both
official and unofficial charges.

Brokerages are graduated from 2.75% downwards. In addition to stamp duty,
NSEC charges 1% on every transaction in securities since 1985, NSE charges an
additional fee of 1%. Emenuga (1998) reported that an equivalent transaction would
cost 2% in Kenya and 2.35% in Zimbabwe. Stock ownership verification 1s a pre
condition for the sale of securities in Nigeria and Brokers often make urofficial
deductions for these services from the sellers” end. Buyers may face a mark up on
stocks that arc on high demand. Moreover, other risk in stock trading in Nigeria
includes delay in remitting back monies [or over subscribed stock to prospective
investors. This sometimes takes up to six months before a refund is made.

In addition, Nigeria charges 20% capital gain tax on listed shares and 10%
withholding tax on dividends. Malaysia 0% capital gain tax and 0% withholding tax
on dividends. Korea (0%) capital gain tax and (16.5%) withholding tax on dividends.
Indonesia (0%) capital gain tax and (0%) withholding tax on dividend. However, the
Federal Government of Nigeria in 1598, abolished capital gain tax on stock and
shares.

In the primary issues section of the market, the cost of IPO is also expensive.
IPO application fee of 0.7% of the amount being raised is paid to NSEC; Issuing

House fee is about 2.5% of proceeds; Brokers to the issue charge up to 0.5% of the
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proceed, receiving banks and stock brokers to the tune of 1% of the proceeds.
Underwriting fee is subject 1o negotiation and may be as high as 5%

Amenuge (1998) observed that the official fees and brokerages alone for
raising equity capital of US $imillion in Nigeria amount to 2.5% (a brokerage of 1%
and official fees totalling 1.5%. The composition of the charges for Ghana are 0 3%
for fees and 2% brokerage. When the costs of administration, advertising and
payments to professionals are added, the cost of raising U.S. $1 million equity capital
in Nigeria bills up to about 4% of the value.

These costs are pecuniary, but there is the time cost. Delay in settlement of
transaction is equally important because of the time value of money. Primary issue
takes six months after the commencement of offer before approval is given for post
offer trading. Moreover, investors have to wait to receive share certificate before
trading could be done.

The rule for sales in the secondary market is T + 3. That is transactions should
complete three days post deal. Investors ofien wait for a long time for share
certificates. In the case of script issues, it takes more than three months between
declaration and receipts of certificate after the annual general meeting.

The very slow pace of transacting in security is also noted when selling The
sellers mus: first liase with the Broker in order to have his share verified by the
registrar.  (n between this time and the time the share finally gets to the buyer
unwholesome trading may transpire to the detriment of the sellers.

However, stock trading in Nigeria has been centralised and computerised The
central securities cleaning system (CSCS) commenced operation in April 14, 1997

(The automatic trading system (ATS) has also become effective in all floors of the
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exchange.) With the introduction of CSCS, share holders are now able to take
advantage of share price appreciation since clearing period has been reduced to T = 5
after transaction. The objectives of CSCS are: real time transaction reporting; the use
of automated order routing and execution systems, post trade comparison and

analysis: and availability of audit trail data (Adeyemi 1998).

3.7  The Unorganised Securities Market

There s an unorganised securities market called over-the-counter (OTC), apart from
the organised stock market expressed in a licensed stock exchange. OTCs, are
markets for unlisted securities. In these markets, transaction in securities between
buyers and sellers are conducted on their behall by dealers and brokers by telex,
telephones, computers or fax machines.

A dealer with a buy order for a particular security contacts a dealer with sell
order for that security and both dealers bargain on the best deal possible for their
clients until a bargain is struck. Unlike the organised stock exchange, sccurities
prices in OTC are not easily known. This can be e¢ven more difficult in case of

inactive secu-ities. Securities’ mispricing is the order in OTC.

3.8 Listing Requirement for the First -Tier Market

To be quoted in the NSE, every applicant must satisfy the following conditions.

1. Not less than 25% of the issued share capital, the said proportion having a
miniraum nominal value of N150, 000 must be made available to the public or

be in the hands of the public.
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The number of stockholders must not be less than 500 unless otherwise

prescr bed by council in individual cases.

3. The securities must be fully paid up at the time of allotment or registration.

4. Application for listing can only be entertained if sponsored by any of the
dealing members of the original stock exchange.

A Company seeking listing must have at least five years of trading record and
the date of the latest audited financial statement must not be more than nine months.
A listed company on the first-tier is required to pay a quotation fee annually on its
share capital.

The amount that a company can raise on the market is dependent on the
financial absorptive capacity of the company. All companies quoted on the stock
exchange are required to submit quarterly, semi-annual and annual statements of
account to the stock exchange.

The listing requirements of the Nigerian stock exchange are aimed at
achieving the following:

~-Sustained high level of public confidence in the stock market

~Attainment of efficient securities market accessible to all investors.

-~ A reliable flow of information from quoted companies to the exchange to

avoid any ambiguities, which could be exploited.

With these apparently stringent requirements for listing, companies still desire
to be quotec on the exchange because:

--Listing lends prestige to, and widens the market for a company’s sccurities.
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--The company with such a reputation could therefore raise funds more easily
and cheaply than new issues since mvestors will have built confidence in them
by virtue of their being listed.

--Investors tend to build up confidence in stock that have been listed since
such stock can casily be disposed of and the price determined,

--Shares listed on the exchange are usually more liquid and easily marketed.
--The greater marketability of stocks makes them more acceptable to financial
institution as collateral for loans.

--The investor has abundant information about the price of his securities.
—Quoted firms benefit from the free publicity arising from reported trading

activities on the exchange, especially if its stocks are actively traded.

3.9  The Second Tier- Securities Market

The second-tier securities market (SSM) was created in April 1985 to cater for firms
that could not otherwise qualify for listing on the first-tier market. The SSM operate
in much the same manner as the first-tier market except that it is less regulated in

terms of listirg requirements. The SSM is also in the official list of the exchange.

Listing Requirement of SSM

The followinz conditions must be satisfied before being listed in the (SSM):

I It must be registered as a public limited company.

i. At least 10% or 50,000 of the equity of the company must be in the hands of

the public except in the case of an offer for introduction.
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fii. No sharehelder can own more than 75% of the issued share capital of the
company.

Iv. It must submit the financial statements for the last three years in business prior
to quotation to the Nigeria Stock Exchange. Thereafler, audited half-yearly

and annual statement must be submitted to the stock exchange.

3.11  Methods of Marketing Securities (The New Issues Market)
New issue market is also known as the primary market. It is the market for newly
issued securities. Secondary market is a market for second hand securities in the

stock exchange. The following constitute the methods for marketing new securities in

the capital market;

1. Offer for Subscription
This s also called issue by prospectus and il involves a direct sale or issue of
stocks and share by a firm to the general public. The proceeds of the issue go

to the issuing company directly.

ii. Offer for Sale
This is a public offer of stocks and shares in a firm by existing stockholders
The money realised from the sale goes to the sellers or vendors. An offer for
sale can also be by tender, in which case the vendors or sellers would quote a

minimum selling price for the stock below which they would not sell.



i,

iv.

Stock Exchange Introduction

If a firm already has enough of its shares (the minimum 25% required to go
public) in the hands of the investing public and wants to seek listing on the
stock exchange, the NSE can grant it permission to introduce its scecurities and
have tham quoted on the exchange. This is introduction and no new stocks are

really issued by this method.

Private Placement (Also Called Placing)

An unquoted firm may wish to sell its stocks to a selected group of investors
rather than directly to the investing public. This is private placement. It is the
Issuing House or stockbrokers that undertake to sell the stocks lo its clients on
behall of the company. It saves both time and f[loatation costs. However,

private placements are rarely allowed in the Nigerian stock exchange.

Right Issues
These are issues of new share by a firm to its existing sharcholders rather than
the general public. The offer price is often lower than the value of the others.

It is an incentive to sharcholders to retain their corporate lovalty.
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CHAPTER FOUR

MODEL SPECIFICATIGN AND DISCUSSION

4.0 Intreduction

We cxamine the ex-anic and ex-port characteristics of IPOs. Cross sectional character
and trends of variables that motivate or deter IPOs are the focus here. We analyse
performanace and other features of quoted firms-pre and post 1POs. Our penod of
analysis 1s for t=+3., +2,+1 and t=-1, -2, -3. We also did the post Hoc, mean comparison
tests using Turkey’s test and Schefle test to wdentify sources of differcnces if any. Results

obtained cither reflute or validate claims for IPOs in Nigenia

4.1 Maodel Specification

The model 1s specificd thus:

A
1) =Py ). BIPO +e,
i

IPQj = a dummy (or indicator) variable for level i

IPO, = (L if y is observed as j=i
10 if offierwise ie j#i

E(y) = mean response
f3, = mean value of y at 1PO year

B, = mean value of y at period j = +1,+2 +3 post [PO and j = -3, -2, -1 pre IPO
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€ = error term

Variable on financial structure and operating performance are obtained from the
balance sheet operating statement and fund flow statements of selected quoted firms.
Sources of information include prospectuses, annual reports and the Nigerian Stock
Exchange Facts Book. The model monitors firms performance and other characteristics
afTecting the probability of IPOs. The coeflicients are tested using F-statistics at alpha

level of 0.05 to determine if there are significant variations pre and post IPOs.

4.2  Discussion

The variables examined are:

a) Gearing (G,) = a ratio of a firms long-term debt capital (D,) to equity capital (E):
e D{; 0

Gearing determines the cost of investment and profitability of a firm_ It is
a reflection of financial leverage risk, control over earnings of a firm and the
structure of corporate governance.

D, = debentures and loan stock + preference stock. They are long-term liabilities with
fixed annual return (contractual interest changes and fixed preference stock
dividends) Holders of lixed return debt stock are creditors not owners as it is the
case of ordinary issues.

E,= Ordinary share capital + reserves. Reserves include both statutory and non
statutory - share premium, revaluation, general and retained earnings.

Equity capital are ownership capital. Dividend payment to common
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stakeholders are not obligatory charges but are based on a firms performance and
declaration by the board oi‘dircctqrs. Gearing indicates the level of risk exposure.
A highly geared firm faces the risk of insolvency and bankruptcy because
obligations are contracted. However, gearing benefits in periods of inflation and
growth in income because shareholders returns are maximised. It may also be
preferred as a means of maintaining control. One other attribute of a highly
geared firms is that extra capital becomes expensive and scarce because of the
level of the high financial leverage risk. Incentive to renege on promise becomes
very high. D/E; ratio is expected to be high and increaing in value pre IPO and
decreasing post [PO, ex-ante.

Financial leverage (FL) = the amount of asset held in relation to stock-holders
equity and amount financed with borrower funds. FL ratio also reflects the cost
of capital, risk and control.

FI. = Net Assel
Equity

Net Asset = Ordinary share capital + preference stock + reserves + debentures
stock.

Equity = Ordinary share capital + reserves.

Interest cover (IC) = the ease with which annual interest payment can be made.

It is a ratio of profit available for the payment of interest to fixed annual interest

1C = Earning before interest, tax

fixed, interest

IC is important because debentures and loan stock are long-term liabilities
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they attract contractually fixed annual interest charges. Owners of loan stock can
take legal action to secure their interest; and it may lead to bankruptcy and
liquidation. Preference shares are similar to fixed rate capital because they receive
fixed dividends.

A ratio of five (5) is believed to be an acceptable cover. We expect a
decreasing value for IC pre IPO and an increasing value for IC post IPO.
Dividend Cover (DC) = the amount by which earnings can fall before dividends
at present level cannot be paid. Cost of loan stock affects dividend payments to
ordinary share-holders. The ordinary share holder benefits from gearing when
profits are rising but gearing adversely affects him during losses.

DC = Earnings afier interest, tax, preference dividend
Ordinary dividend

A ratio of two (2) is widely accepted as a reasonable cover. Acceptable
DC is much lower than IC because dividends are not contractual charges. DC also
indicates dividend and retention policy. Therefore DC affects the likelihood of
IPO since high DC means internal source of funds for investment and Jess of
carnings of firms for outsiders. Therefore outside control over resource and
management 1s reduced. We therefore expect a falling DC pre IPO and increasing
DC post 1PO.
Dividend pay-out ratio (PQ) = the amount of dividend per share divide by earnings
per share. PO ratio affects earning reinvested.

PO =Dividends per share (Ordinary)
Earnings per share
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The greater the PO ratio, the less the amount available for reinvestment.
A firm with large mvestment outlay will likely reduce its pay out ratio. What a
firm does with P/O ratio signifies its need or lack of need for external funds.
Going public because of a need for funds to meet a firms market growth
prospects and hence investment outlay will imply that a firm’s pay out ratio will
face a downward trend post IPO.

The value of a business as a going concern does not depend on the assets
it owns; it depends on how efficiently assets are used as measured by profit
records. Profitability of a firm is measured in relation to resources employed.
Profitability and efficiency in the use of a firm’s resources are captured using
Operating leverage (ATO) = a ratio of sales to net assets of a firm. It indicates the
amount of sales revenue generated by each naira worth of asset.

ATO = Sales

net Asset
Net Asset= fixed asset + working capital. working capital = current asset - current
liability.

Net Asset is also generated as capital employed = shareholders funds. +
debentures/Loan stock. Shareholders funds = ordinary share capital + preference
shares + reserves. ATO is used as a proxy for the need for funds since sales and
profitability indicate growth. We expect an increasing value for ATO pre and post
IPO.

Return on asset (ROA)
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= EBIT or = EBIT
Long-term capital employed Net Assel

EBIT = Net profit + interest + tax

long-term capital share = capital + reserves + loan stock

Net Asset = Fixed asset + working capital.

ROA is a profitability and efficiency measure.

Operating Margin (ROS) = the amount earned in Net profit for cach naira worth
of sales.

ROS = Net Profit x 100

Sales
high operating expenses in. a firm will cause a fall in operating margin.
Gross profit margin (GPM) = the ratio of gross profit to sales expressed as a
percentage

GPM = Gross Profit x 100

Sales
Earnings per share (EPS) = carnings attributable to one ordinary share expressed
in Kobo. It is the earning power of one ordinary share; the contribution of one
ordinary to earnings of a firm. EPS corresponds to the maximum dividend that
can be declared. A negative EPS indicates dividends from reserves because of
negative earnings in current year. Shareholders expect an increasing EPS.

EPS = Eaming afler interest, tax and preference dividend

No of ordinary shares
EPS can increase for two reasons

L. Because of increased performance in the usc of assets.



m.

ii. Because of increased use of asset financed through retained earnings.
Price- earning multiple (PEM) ratio of current market price of ordinary share to
its eanring power (EPS). It measures the number of years carnings an investor

1s willing to pay to acquire ownership right represented by one ordinary share

P-Emultiple =Market Price (net)
EPS

A low P-Emultiple is an indication of under - valuation of stock of a firm while a
high P-Emultiple indicates an over valued firm. P-Emultiple depends on market
expectation of a firm growth potential and its ability to maintain or increase
earnings P-E multiple may also be used to set the price of new issue; with a rising
P-Emultiple, cost of capital falls. Principally P-E multiple indicate the number of
times market price of an ordinary share exceeds its earning power.

Dividend Yield (DY)= a ratio of dividend to market capitalisation of ordinary
share expressed in percentage: it is an expression of dividend return on current

market price. Return is before personal tax

DY = Dividend per share x 100

Market price per share
Earning Yield = A reciprocal of P-E multiple

EY = Earmngs x 100
market price

EY is an expression of earnings on current market price. It is a rate of return.
Shareholders expect a growing carning yield. It is an indication of profitability
of investment.

Share holders fund (SHF) = Share capital (ordinary) + preference shares +
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reserves
a growth in SHF is an indication of improved well being of the firm and wealth of

owners of the firm.

ol



CHAPTER FIVE

5.0  Data Analysis

We examine data on operating performance of 1PO firms in Nigeria. The behaviour
of important financial variables relating to financial structure of quoted firms pre and
post IPOs are also observed. We present the analysis below. Firms are observed
before and after IPOs separately and then synthesised under discussion. We also

analysed opinions of business executives in selected private firms.

TABLE 1. GEARING FOR SELECTED QUOTED FIRMS PRE IPO IN %

Firms -3 -2 | -1 | IPO YEAR |
001 38.6 20.6 13.6 | 081

002 51.1 039.0 66.6 | 72.5 N
3 (324 1024 |99 18.4 B
| 004 13550 353.4 1260.4 207.1 |
005 793 i85.5 217.7 52.2

006 04.9 07.9 02.4 024.4 |
007 373.1 581.0 255.8 327.1 ]
008 00.0 00.0 00.0 003 )
009 247.9 429.2 14205 654.5

010 00.0 00.0 1000 003 |
011 02.6 60.6 11322 04.3 |
012 161.1 084.8 154.9 155.6 |
013 00.0 00.0 00.0 00.0 _|
014 44.7 29.0 18.2 86.6 !
TOTAL 1390.7 1895 4 1552.5 1589.4 |
AVERAGE 993 1354 1109  [1135

a=005 dfi=3 dfh=52 =0.1228333  F(Crit) = 2.782599 P =
0.946227 |
Source: Appendices Al.l and AlL2 (Computed). Gearing = fixed long -term

debt/equity.

Gearing stood at high level pre IPO. Gearing increased from an average value
of 99.3% three years pre 1PO to 135.4% two years pre IPO. It again dropped to

110.9% a vear pre IPQ. Gearing pre IPQ is above 100 % and the trend generally is

62



upward though the difference is not statistically significant. High gearing implies
high financial risk: substantial part of the income goes into servicing debts:
sharcholders dissatisfaction, risk of bankruptcy and possible liquidation. Most
importantly, highly geared firms have incentive 1o renege on promises and so not

likely to obtain enough funds for its projects.

TABLE 2. FINANCIAL LEVERAGE FOR SELECTED FIRMS PRE PO (IN%)

FIRMS 3 2 -1 | 1PO YEAR |
001 138.7 159.7 1520 [1522 1
002 151.1 139.1 166.6 122.5 |
003 155.8 255.0 1894 | 2108 |
004 100.0 100.0 100.0 100.0 |
005 768.9 884.6 11659 | 500.4 ]
006 105.0 107.9 1024 [ 1023 B
007 103.1 124.6 6858 | 7785 _{
008 100.0 100.0 1000 | 1003 |
009 100.0 100.0 100.0 100.0 |
010 100.0 1000 100.0 100.0 |
011 102.0 160.6 2322 143 ]
012 261.1 184.8 154.9 155.6 |
013 100.0 | 100.0 100.0 | 100.0 |
014 156.2 138.8 633.7 118.9
TOTAL 24419 2625.1 29829 | 2655.6
AVERAGE 174.4 | 1875 2132 |189.7 )
a =001 dfy =3 df; =52 F=0.0954362 F(Crit) = 2.182599 P =0.962224 i

Source: Appendices Al.3 and A2.2 computed FL = Net Asset/Equity

Financial leverage increased for the three years pre IPO from 174.4% to
187.5% and 213.2%. The trend is upward though average growth is not statistically
significant. The increasing trend indicates growing net asset relative to equity holding
in the firms. High financial leverage indicates high debt financing relative to equity.
High leverage indicates high financial and operating risks and possibility of
bankruptcy. It also implies that much of business gains accrue to outsiders. It also

implies that funding will be adequate due to high risk of default.
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TABLE 3. OPERATING MARGIN PRE 1PO IN %.

| FRIMS -3 -2 -1 IPO YEAR |
001 004.0 003.5 009.2 005.1 ..
002 009.2 L 016.7 053.8 021.0 5
003 | 004.9 000.8 000.9 02.5
004 250.7 010.9 020.5 017.6 _
005 026.5 0183 0242 0104 1
006 008.1 008.8 009.6 | 008.9 j
007 041.2 0423 040.2 1 033.0 '|
008 012.7 007 4 009.6 005.1 ]
009 027.6 027.6 028.6 0309 -‘
010 004.6 095 .4 009 .4 008 6 1
011 006 4 013.6 003.5 002 4 |
012 002.5 007.5 079.8 008.8 ‘,
013 193.7 3318 485 4 1128 I
014 009.6 10106 010.7 009.6 I
TOTAL 601.7 5952 785.4 275.0 ;-
AVERAGE 43.0 425 56.1 19.8 _5

a=0.05 dfi=3 dfz=52 F=0.424007 F (Crit)=2.782599 P=0.736585

Source: Computed from Appendices Al1.5 and Al 4

Operating Margin = Earnings after tax/Turnover

Operating margin dropped slightly from an average value of 43.0% three years
pre PO to 42.5% two years pre IPO. It again increased by 13.6 percentage point to
56.1% pre IPO. The upward trend. though. is not statistically significant. Upward
trend in operating margin implies increased profitability of firms seeking IPO.
Increasing operating margin may also be taken to explain increased need for funds for

expansion and modernisation.
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TABLE 4:

OPERATING LEVERAGE FOR SELECTED QUOTED FIRMS PRE

IPO (IN%)

FIRMS 3 2 -1 IPO
001 417.8 490.3 402.0 395.0_{
002 063.9 100.3 300.2 865 |
003 17.9 02.1 16.0 s |
004 1699 00.0 181.0 2011 |
005 32.5 02.4 21.8 37.1
006 379.9 435.7 199.2 84.4
007 12.7 104.6 175.6 1110 |
008 442 6 440.1 371.8 4847 |
| 009 233.6 231.6 | 203.5 196.9
010 206.7 14.9 | 151.6 2252 |
011 140.1 102.9 99.0 712 |
012 051.3 034.3 080.2 1636
013 002.2 00.1 00.0 1002
014 165.8 237.6 239.2 2918 |
TOTAL 233991 2196.9 2442 23722 |
AVERAGE 167.1 156.9 174.0 11690 |
a=0.05 dfi=3 dR=52 F=0.03219 F(Crit)=2.782599  P=0.99188 ]

Source:

Computed from Appendices Al.4 and Al 3

Operating leverage = Turnover/Net Asset

Average operating leverage pre 1IPO decreased from 167.1% to 156.9% two

years before IPO. A year pre PO saw an increase to an average value of 174%.

Because of the high value for operating leverage, one may argue that these firms are

not low quality firms.

venture may not necessarily be a strong motive for IPO.
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TABLE E 5: RETURN ON ASSET PRE IPO IN PERCENTAGE

FIRMS 3 2 o1 o |
001 01.9 17.6 20.7 201
002 05.9 16.1 16.1 14.1
003 1009 00.1 1 00.1 |o06
004 490 ~ |236 373 35.3

005 08.6 04.4 053 3.9
006 31.0 383 19.2 06.9
007 56.2 324 35.7 197 |
008 64 4 64.0 58.3 608 |
009 09.7 20.3 14.2 1180 |
010 09.3 16.5 03.4 01.7 |
011 01.3 02.6 06.4 144 |
012 04.2 05.9 01.2 02.2
013 16.0 252 26.2 281 |
014 05.2 04 4 07.1 38 |
TOTAL 263.6 272.0 2512 229.6 |
AVERAGE 188 194 17.9 16.4

a =001 dfy=3 di =52 F=0.0710754 P=0.975162 F(Cirt)=2 782599 |
Source: Appendices A1.5 and A1.3 computed

ROA = Profit after tax/net assets
Return on assets (ROA) increased from 18.8% to 19.4%. The value then falls
by 1.5 point to 17.9% pre IPO. It further declined to 16.4% in the year of IPO. These
values show a progressive decline in profitability and efficiency of firms seeking IPO.
This may give vent to the perception of firms secking IPO as low quality firms whose
profits are about to decline permanently. Declining profitability may have resulted

form high operating cost relative to fixed cost.
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TABLE 6: GEARING FOR SELECTED QUOTED FIRMS POST IPO (IN%)

FIRMS PO YEAR | -1 2 =3
001 125.2 59.5 | 127.0 79.9
002 357 238 222 10.6
003 19.8 38.9 328 17.1
004 3742 1329 629 68.6
005 0.0 00.0 0.0 1 0.0
006 147.6 139.0 121.0 116.9
007 00.0 00.0 149 10.6
008 62.6 60.6 59.0 40.7
009 2995 1952 210.3 | 188.4
010 61.0 555 540 | 43.2
011 40.0 19.0 34.1 | 14.8
012 00.0 00.0 00.0 00.0
013 00.0 00.0 00.0 00.0
014 221 00.0 00.0 00.0
TOTAL 11877 724.4 738.2 612.6
AVERAGE 84 8 51.7 52.7 422
A=0.05 dfl=3 dfR2=52 F=0.093206 F(Cirt)-2.782599 P=0.793296 B
Source: Computed from Appendices A2.1 and A2.2

Gearing = Debt Capital/Equity

The financial structure changed dramatically a year after IPO. Gearing
dropped from high value of 84.8% to 51.7%, a year afier IPO. This represents 33.1%
point drops on the average. The figure increased slightly to 52.7% in the second year
of IPO and again dropped sharply to 43.8%. The trend clearly is downward. This
conforms to our expectation that IPO was effected to change the financial structure of
the firms with firms preferring less debt exposure. This is expected to reduce high

leverage and risk of bankruptcy.
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TABLE 7: FINANCIAL LEVERAGE POST PO (IN%)

FIRMS 1PO i1 +2 3 |
001 1585.0 1322 1605.0 1099‘011
002 135.7 123.7 114.4 110.5
(003 (1198 = 11542 = 2 [1230 = |1163
004 531.2 297 175.7 1658
005 100.0 100.0 100.0 1100.0
006 1575.9 1691 8 1716.8 | 816.9
007 246.6 296.5 223 8 123.7
008 215.1 218.9 2299 217.9
009 133.7 378.2 376.0 13089
010 161.0 155.5 158.0 | 143.2
011 140.3 199.1 144.1 300.8
012 100.0 100.0 100.0 | 100.0 |
013 100.0 100.0 100.0 1 100.0 |
014 100.0 100.0 100.0 100.0 |
TOTAL 52443 5158.3 5066.0 3877.0 |
AVERAGE 374.6 374.1 376.2 371.6
a =001 df, =3 dfz =52 F=0.163917 F(Crit)=2.782599 P=0920185
Source: Computed from Appendices A2.3 and A22
F/L. = Net Asset/Equity
Financial leverage (F/L) is net asset relative to equity capital Financial

leverage ratio show a downward trend from 374.6% in 1PO year to 374.1% a year

after IPO. It increases by 2.1 percentage point second year after IPO. The third year

again saw a decline to 371.6% however, the rise and fall in value of financial leverage

is not statistically significant at a= 0.05
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TABLE 8: OPERATING LEVERAGE POST 1PO (IN%)

FIRMS IPO YEAR +1 +2 +3

001 163 15.0 16.7 13.6
002 151.8 133.1 1145 162.2
003 121.7 112.2 148.7 1415
004 67.9 68.5 119.5 182.0
005 1738 208.2 227.7 1393 |
006 471 52.2 53.8 535 |
007 99.5 126.6 85.6 796 |
008 160.0 168.2 167.2 157.2 |
009 105.8 34.6 36.7 443 |
010 79.4 61.6 81.1 73.5
011 36.2 40.7 64.0 1383
012 96.0 100.6 133.3 1846 |
013 145.5 211.6 103.9 1553
014 113.2 150.1 192.2 2270 |
TOTAL 14142 14832 15449 16519
AVERAGE 101.0 105.9 110.4 118.0
a=001 dfi=3 df;=52  F=0.203328 F=(Crit)=2.782599 P=0.893631 |

Source:

Computed from Appendices A2.4 and A2.3

Operating leverage = Turnover/Net asset

Operating leverage rose to 105.9% and 110.4% in the first two years after [PO.

It further increased to 118% three years post IPO . Operating leverage in the three

years is much higher than the average value in IPO year. It implies greater efficiency

in the use of firms capacity in generating sales. This may have resulted from greater

economy of scale consequent upon public offer of shares.
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TABLE 9: RETURN ON ASSET POST IPO (IN%)

FIRMS PO YEAR +1 +2 +3
001 38 1.0 2.9 22
002 43.1 413 36.5 49.6
003 252 30.6 317 263
004 03.3 053 10.0 25.7
Q05 65.5 572 66.3 34.5
006 03.6 0.7 02.6 0.3
007 13.1 8.3 04.8 04.6
008 35.2 234 33.5 385
009 41.4 17.0 15.0 91.2
010 4.9 19.8 26.5 01.6
011 2.0 04.4 6.2 01.8
012 16.4 23.0 34.0 56.6
013 04.7 06.8 07.6 26.6
014 11.2 18.0 20.6 339
TOTAL 373.4 256 8 2982 393 4
AVERAGE 19.5 18.3 21.3 28.1
o =001 dfi =3 df; =52  F=0.641356 F(Crit)=2.782599 P=0.591869
Source: Computed from Appendices A2.5 and A2

ROA = Profit after tax/Net asset
Return on asset declined by 1.2 percentage point a year IPO. Here after, we
observed an upward trend of 21.3% and 28.1%. The increase in ROA post IPO may
be attnibuted to improved use of resources in generating ecarnings. The observed

increase in ROA post IPO is however not statistically significant .
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TABLE E 10: OPERATING MARGIN POST IPO (IN%)

FIRMS PO YEAR 1 ) +3
001 23.4 07.0 17.4 16.4
002 28.5 311 319 306
003 20.7 272 21.3 136
004 04.8 077 08.4 14 7
005 37.0 275 29.1 248
006 07.6 01.4 04.9 06.7
007 146 07.0 05.7 057 |
008 22.0 14.6 20.1 245 |
009 39.1 45.0 409 206 |
010 44 0 32.0 32.6 22 1
011 057 10.8 09.7 04.7
012 172 228 24 4 308
013 03.2 Q7.6 1073 16.5
014 10.4 ‘ 12.7 10,7 15.0
TOTAL 278 2 253 4 264.4 2512
AVERAGE 19.9 185 18.9 179

o =0.01 df, =3 df; =52 F-064455

Source:

Earnings after tax and sales (nel)} increased in absolute terms post 1PO.
However, operating margin tends to have a downward trend post IPO though this
difference tends to be insignificant . The relatively higher average operating margin
in the [PO year may be due to the observed window dressing of accounts of firms
seeking quotation at the stock exchange. This often explains why SEC adjusted
financial statement of firms offering shares to the public. The argument is that

operating margin (ROS) which are at high levels of 18.5% 18.9%, 17.9% post PO arc

Operating margin = Profit after tax/sales

high level operating performance consequent upon 1IPO.

71

F(Crit)=2.782599 P=0.978417
Computed from Appendices A2.5 and A2.47




TABLE 11: EARNINGS PER SHARE POST IPO (IN KOBO)

' FIRMS

IPO YEAR +1 +2 | +3

| 001 06.00 4.00 10.00 12.00
002 73.80 66.90 121.10 85.60
003 | 25.96 40.06 46.42 4199
004 05 .80 07.40 10.49 2990
005 18.10 122,00 33.60 | 36.00
006 13.15 04.23 16.95 | 35.57
007 09.11 10.05 10.21 08.61
008 20.00 19.00 40.00 1 13.00
009 43.70 48.60 60.00 | 47 43
TOTAL 215.62 222.7 3488 | 369_4“

' AVERAGE 43.12 44.45 68.75 [62.02 |
a=001 dfi =3 dh=32 F=0.67956  F(Crit)=2.901118 P=0.67956 i

Source:

Company Annual Report (various issues)

EPS = Profit after tax/no of ordinary shares

Earning per share post IPO increased from 43K to 44.5K in the first year post

IPO. It grew to 68.8k and 62k two and three years post IPO. Earning power of a

share grew over the three years.

satisfaction because of growth in investment return.

TABLE 12: DIVIDEND PER SHARES (IN KOBO)

Growing EPS indicate growing sharcholders

FIRMS 1PO YEAR +1 +2 +3

001 03.00 » 6.00 7.00
002 22.00 26.00 27.00 50.00 |
003 06.40 12.50 14.00 15.00 |
004 05.00 09.00 10.00 1500
005 17.00 0R 90 16.70 2500 |
006 07.50 - - 08.00 12.50 |
007 06.67 06.67 07.00 06.00 |
008 05.00 05.00 15.00 1500 |
009 17.50 25.00 25.00 20.00
TOTAL 90.07 93.07 128.70 16550
AVERAGE 10.01 13.30 14.30 18.39

a=001 dfi =3 df =32 F=0.67956

F(Cnit)=2.901118 P=0.328733

Source:

Company Annual Report (various issues)

DPS = Dividend/No of ordinary shares



The three years post IPO experienced growth in dividend per share (Fig G2).
The average dividend per share rose from 10.01k IPO year to 13.30k, 14.30, 18.39

Kobo three years post IPO. The trend is sharply upward though slightly insignificant.

TABLE 13: PAYOUT RATIO (IN %)

FIRMS IPO YEAR +1 +2 +3
001 50.00 00 60 58
002 30 40 22 58

| 003 24 31 30 136
004 86 127 95 50
005 93 41 50 69 |
006 57 00 47 135 |
007 |73 118 69 | 69 |

| 008 25 126 38 21

009 40 51 42 (42 |
TOTAL 479 433 430 1428 |
AVERAGE 53.1 482 47.8 145 |
a=0.01 dfi=3 d =52 F(Crit)=2.901118 P=0.984863 )
Source: Table F2 and G2

P/O = Dividend per share/Earning per share
This is a steady decline in payout ratio from 53% to 48%, 47% and 45%
Declining payout ratio indicates higher level of retain earnings for internal financing

and less reliance on external creditors.



TABLE 14: DIVIDEND COVER (Times)

FIRMS 1PO +1 +2 +3
001 1.8 - 1.7 1.7
002 - 29 33 4.8 3.4
003 B 32 32 3.3 s |
004 1.2 1.1 1.1 2.0
005 2.0 2.5 2.0 1.5
006 1.8 - 21 2.8
007 14 1.5 1.5 1.4
008 3.9 3.9 2.7 48
009 2.7 2.4 1.9 22
4.6 38 3.6 -

TOTAL 25.5 21.7 24.7 198
AVERAGE 2.5 232 2.5 2.0
a=0.01 df, =3 df =32 F=0086472  F(Crit)=2.901118 _ P=0.966946

Source:

Annual Report of quoted firms (Various issues)

DC = Profit after tax minus_preference dividend
Ordinary dividends

The dividend cover three years post IPO is either 2 or above. The values are

acceptable cover by norm. lt indicates that on the average firms are able to bear cost

of capital to ordinary shareholders. They are therefore able to sustain share market

value. There is a stable dividend policy.

Business Executive Opinion Survey

Does IPO underpricing deters your firm from going public?

Table 15

Response SA A U D SA
No 3 4 2 2 1
% 25 33 17 17 8

Out of the 12 chief executives interviewed in Nigeria, 33% agreed that [PO
underpricing is deterrence to going public

25% strongly agreed
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17% were undecided

17% disagreed
8% strongly disagreed

Do not want to disclose

Table 16

Response SA A U D SA
No 2 1 1 5 3
Percentage % 17 8 8 42 25

42% of the chief executives of the unquoted firms disagreed that the need to
disclose is a deterrence to going public in Nigeria.

25% strongly disagreed

17% strongly agreed

8% agreed and

8% were undecided

Do not want to lose control

Table 17

Response SA A U D SA
No. 5 3 1 % 1
Percentage % 42 25 8 17 8

45% strongly agreed that they remain private because of the fear of losing
control

25% agreed

17% disagreed

8% strongly disagreed

8% were undecided
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Have high credit rating

Table 18

Response SA A U D SA
No 1 2 -4 3 2
Percentage % 8 17 33 25 17

33% of the chief executives interviews were undecided on the issue of credit
rating

25% disagreed that they have high credit rating

17% strongly disagreed

17% agreed

8% strongly agreed

Have no need for external fund.

Table 19

Response SA A u D SA
No 0 0 1 5 6
Percentage % 0 0 42 50

50% of the chief executives interview strongly disagreed that they do not have
need for external funds.

42% disagreed

8% were undecided

0% agreed

0% strongly agreed
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Little tax advantage

Table 20

Response SA A U D SA
No 0 5 4 2 1
Percentage % 0 42 33 17 8

42% agreed that there is little tax advantage in when listed.
33% were undecided
17% disagreed

8% strongly disagreed

Low Bank charges

Table 21

Response SA A U D SA
No 0 0 2 4 6
Percentage % 0 0 17 33 50

50% strongly disagreed that bank charges are low
33% disagreed

17% were undecided
0% agreed

('4&5;,_1{ -
0% strongly agreed #ffﬁ'/l r 27y

High Issuance cost

Table 22

Response SA A U D SA
No - 7 1 0 0
Percentage % 33 38 8 0 0

58% agreed that issuance cost for IPO is high
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33% strongly agreed
8% were undecided
0% disagreed

0% strongly disagreed

Reduce visibility

Table 23

Response SA A U D SA
No I 2 -+ 3 2
Percentage % 8 17 33 25 17

33% were undecided on whether the need to stay private is motivated by a
need to avoid visibility to tax authority

25% disagreed

17% strongly disagreed

8% strongly agreed
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FIG 1a: GEARING FOR SELECTED QUOTED FIRMS PRE IPO IN
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FIG. 9a: RETURN ON ASSETS POST IPO

n Mean Value _
'ovear

_u me_a Value
. OYear

18+

YEAR

MEAN VALUE

MEAN VALUE

83

30 . — — -
P R -
20 H|]_o..r1..t.r., -
15 1 e ——— [0 Mean Value
10 + -
5 L i -
o 4 ;
IPO Year 1 2 3
YEAR
FIG.10b: OPERATING MARGIN POST IPO IN
PERCENTAGE
208 — : . e S
e ) S— = -
195 | o/ i
19 + .
185 41— ./0\.\........\ .u/../ - ”l...o.i_.z_nw: <n__._.|..__
.__m 8 l/fﬁ G
175 +
17 -
165 + ' .
IPO Year 1 2 3
YEAR



FIG.11a: EARNINGS PER SHARE IN KOBO
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FIG.13a:PAY-QUT RATIO IN PERCENTAGE
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Discussion of Findings

Improved operating performance of IPOs firms indicates that firms in Nigeria make
efficient use of their resources three-year pre 1POs. Increasing operating leverage,
return on asset (ROA) and operating margin (ROS) implies growth in sales,
profitability and efficient use of firm resources pre IPO. This result agrees with the
self-reported motivation for [PO in Nigeria. Prospectuses of firms seeking quotation
mention a need for fund to take advantage of market growth prospects as a main
motive for IPOs. This finding also agrees with Pagano et. al. (1996),who established
in a similar study that profitability has a positive impact on the likelihood of IPO.
The case of quoted firms in Nigeria does not however agree with Jain and Kini (1994)
who documented in U.S A. a significant decline in operating performance post IPOs.
In our research, operating leverage and ROA have upward trends post IPO. The
downward trend in ROS in Nigeria is not statistically significant. Therefore, initial
public offerings under- performance is definitely not the case in Nigeria. An upward
trend in performance post IPO is a further testimony of the quality of Nigerian firms.
Dividend cover (DC) post IPO is around the norm of 2. Earning power of shares
(EPS) are on the increase while the falling pay-out ratio indicate that firms are relying
on internal financing for projects after 1PO thus ensuring improved EPS of quoted
firms.

Qur analysis of ex-post data of IPOs shows that firms secking initial public
offering in Nigeria are highly geared. Financial leverage three years pre 1PO are very
high and have upward trend. This observation agrees with the finding of Pagano et al.
(1996). He noted in his summary statistics of newly listed firms that median IPQ firm

is more highly levered than medium potential [PO firm.
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Analysis of ex-post-financial structure of quoted firms® post 1PO shows a
declining value for financial leverage in Nigeria. Gearing is seen to have a downward
trend meaning that firms deleverage following 1PO.

Rydquist and Hogholm (1994) claim in their study that most firms have not
used IPO as opportunity to reduce leverage or finance growth. Their report
contradicts the self-reported motive in [PO prospectus. It is also at variance with our
empirical findings in respect of firms in Nigeria. We concede the fact that the
downward trend in leverage has no statistically significance. There is however, an
observed significance.

Gearing is abnormally high; the trend is upward in Nigeria pre IPO. The
degree of financial leverage affects cost of capital, efficiency, investment and
profitability. It determines the degree of risk exposure of firms pre IPO. Among the
highly geared firms, incentive to renege on promises is very high thus limiting inflow
of investment funds. Pre IPO firms in Nigeria depend on inside equity, trade credit,
bank borrowing and possibly retained earnings. This results in a sub-optimally high
debt-equity ratio; low credit rating and borrowing constraints. High leverage make
these firms insolvent with a high risk of bankrupting. Eamings of firms go to
servicing all contractual obligations such as supply contracts, debt servicing,
employment contracts and other fixed charges. The option is going to the market to
source funds to reduce the risk of bankruptcy. Except where there is substantial
growth of market and inflation, high leverage will constraints growth of investment.
In the absence of debt guarantee issues, extra capital becomes scarce, bank credit and
industrial loans become difficult. Therefore in Nigeria, high gearing affects positively

the probability of IPO.
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