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The Abnormal Returns of UK Privatisations:
From Underpricing to Outperformance

Summary

This paper offers a review and discussion of the evidence concerning the underpricing
and long run performance of British PIPOs (Privatisation Initial Public Offerings)
between 1977-1996, i.e. from the first privatisation under a Labour Government (British
Petroleum), until the last ones by a Conservative Government (Railtrack). We exclude
more recent years because the change of government, the introduction of a windfall tax
on excess profits of regulated utilities, and changes in the regulatory regime, mark a
totally different landscape as compared with the previous twenty years. We find
evidence that underpricing was not followed by underperformance, as is usually
observed with IPOs, but rather strong outperformance. We decompose this trend by
subgroups within a 55 observations sample, and conclude that lax regulation was
probably the main driving force between abnormal returns of British PIPOs.
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1. Introduction

This paper presents some new evidence concerning the underpricing and long run performance of
British PIPOs (Privatisation Initial Public Offerings) between 1977-1996, i.e. from the first
privatisation under a Labour Government (British Petroleum), until the last ones by a Conservative
Government (Railtrack). We exclude more recent years because the change of government, the
introduction of a windfall tax on excess profits of regulated utilities, and changes in the regulatory
regime, mark a totally different landascape as compared with the previous years. We use a large sample
of 55 PIPOs, and monthly data over 20 years. This allows us to test our data and to decompose them in
subsamples by a set of possible relevant variables. Our results points definetively to a combination of
underpricing and outperformance, in contrast with the expectation, usual in finance literature, that

abnormal returns should disappear in the long run.

It is well known that in general IPOs are associated with a certain degree of underpricing, but PIPOs
tend everywhere to show higher immediate abnormal returns (Megginson, Netter, 2001). Moreover,
while usully in the long-run the initial abnormal returns are corrected by underperformance, we wish to
test whether this happened in the case of the UK.

In financial literature the causes for underpricing are traced back to different theories:

- Principal-agent theory: it is assumed that the financial intermediaries (underwriters) know the
market better than the firm (principal) and are interested in undervalueing the firm to minimise their

sales effort and to maximise the probability of success.

- Information asymmetry: it is assumed that the subscribers are split into one more informed and
one less informed group. The latter subscribes to all IPOs, while the former subscribes only when a
positive initial return is expected. In general IPOs have to be underpriced in order to attract the more
informed investors. The greater the uncertainty about the value of the firm, the greater the
underpricing.

- Reputation building: underpricing could be a way of indicating the determination of the issuer to
attract prestigious underwriters. The subject comes up again when the sale is conducted in tranches: the
firm indicates that it has the financial strength to allow itself an initial underpricing which will be

recouped in the subsequent placements;



- Investor sentiment: there may be irrational elements in the behaviour of the markets, in
particular excessive optimism, which is revealed after the placement, generating an initial underpricing

which then culminates in underperformance in the longer term;

Less clear are possible reasons for long-run abnormal returns. .According to the efficient market
hypothesis returns should converge in the long-run, and systematic outperformance mey seem to
contradict a standard theory of finance. Different theories have been advanced to explain abnormal

returns, particularly by behavioural finance literature.

Perotti and Oijen (2000) points to a shift in expectations as a possible explanation for abnormal
returns in the long run: while at placement time investors fear a political risk of expropriation, at a
later stage they realize that such a risk does not materialize. Thus in earlier stages excess returns of

privatized companies may include a risk premium.

While we cannot test all these theories, we suggest that in the case of British PIPOs another
explanation (not necessarily an alternative one) is that in earlier years privatisation is accompanied by
lax regulation, and this allows for excess returns. The expectation of high returns drives higher share
prices. When this process become too visible, end or there is a change of political environment,
regulators start squeezing the regulatees. But this process may take considerable time. We wish to
understand a) whether our data support the existence of abnormal returns in the long run for UK PIPOs,

b) what they tell us about possible explanations.

The paper has the following structure: first we present some background information on the
financial size of the privatisation programme in the UK, second we discuss previous reseach on
underpricing, and — third — on abnormal returns in the long-run, fourth we present our findings, and

eventually our conclusions.

2. Background

At the end of 1997 a total of 43 major firms had been privatised in the UK by fixed price offer or

tender, with 55 separate sales transactions (due to some cases of placing in tranches). In fact the



transactions were grouped into 30 offers (since in some cases, for example the RECs, placing occurred
simultaneously). The estimated nominal proceeds from privatisation were over £70 billion (Curwen,
Hartley, 1997; Martin, Parker, 1997). Our own data are presented in table 1.

Table 1 presents detailed information about the single privatisation issues, which is mainly taken
from Price Waterhouse publications. Specifically we present the name of the firm, its industry sector,
the first trading day, net proceeds for the government (at 1995 prices), offer price, percentage of equity

sold (size of the offer) and method of sale.

The individual participation by the public varied from a minimum of 8,000 subscribers for ABP to a
maximum of 4.5 million for British Gas (1986). Roughly half the proceeds for the Exchequer came
from institutions and half from the public, with a claw-back mechanism which envisaged that if a certain
threshold of subscriptions from the public were exceeded, then the quota reserved for institutions would
be diminished. In 29 cases the public was allowed to pay in two or three instalments, the first being only
£100. There was also in some cases a loyalty bonus of one free share for every 10 or 15 purchased for
those who kept their shares for a year. The bonus for some utilities was doubled if the purchasers were
their own customers.

Employees were frequently offered free shares in addition to those reserved for them, at times at
reduced prices. This incentive was, on the other hand, rarely worth more than £500.

About 40 other firms were sold in the form of trade sales, without being placed on the stock
exchange, but by means of direct negotiation. There were also over 200 buy outs, the majority of them
management buy-outs, but there were also a number of employee buy-outs (the most famous case was
that of the National Freight Corporation).

In the rest of this paper we shall concentrate on public offerings.



Tab.1 Privatised Firms: Dates, Industry Sector, Proceeds, Prices and % of equity sold

Company Name Industry Sector First Proceeds at Offer/Tende Offer_Rate Method of Sale
Trading Day 1995 Prices r Price
Aea tecnology BUSINESS SUPPORT 26-Sep-96 224.0 280 NA NA
Amersham International plc CHEMICALS 25-Feh-82 124.0 142 100 0
Anglian Water WATER 12-Dec-89 NA 240 98.4 NA
Associated British Ports plc (1) TRANSPORT 16-Feb-83 83.3 112 51.5 0
Associated British Ports plc (11) TRANSPORT 19-Apr-84 83.9 270 48.5 6]
British Aerospace plc (1) MANUFACTURING 20-Feb-81 91.2 150 51.6 0
British Aerospace plc (1) MANUFACTURING 14-May-85 542.2 375 59 6]
British Airports Authority (BAA) plc TRANSPORT 28-Jul-87 1697.2 245 95.6 0
U
British Airports Authority (BAA) plc TRANSPORT 28-Jul-87 1697.2 290 95.6 T
(n
British Airways plc TRANSPORT 11-Febh-87 1262.2 125 97.5 0
British Energy ENERGY 15-Jul-96 653.3 198 87.8 0]
British Gas plc - sales of shares ENERGY 8-Dec-86 7568.0 135 96.6 0
British Petroleum plc (I) ENERGY 10-Jun-77 NA 845 49 6]
British Petroleum plc (1) ENERGY 12-Nov-79 691.7 363 5.2 0
British Petroleum plc (1I1) ENERGY 26-Sep-83 940.3 435 7.2 T
British Petroleum plc (V) ENERGY 30-Oct-87 6998.7 330 36.8 0
British Steel plc STEEL 5-Dec-88 31515 125 100 0]
British Telecom plc (1) TELECOMMUNICATIO 3-Dec-84 5819.2 130 50.2 0
NS
British Telecom plc (I1) TELECOMMUNICATIO 10-Dec-91 5597.0 335 25.9 0
NS
British Telecom plc (1ll) TELECOMMUNICATIO 19-Jul-93 5457.2 410 20.7 0]
NS
Britoil plc (1) ENERGY 23-Nov-82 1112.4 215 51 T
Britoil plc (1) ENERGY 12-Aug-85 665.6 185 59 0
BTG BUSINESS SUPPORT 6-Jul-95 NA 195 NA NA
Cable and Wireless plc (1) TELECOMMUNICATIO 6-Nov-81 350.8 168 49.4 0]
NS
Cable and Wireless plc (II) TELECOMMUNICATIO 5-Dec-83 455.4 275 22.3 T
NS
Cable and Wireless plc (I1I) TELECOMMUNICATIO 13-Dec-85 901.6 587 31.1 0]
NS
east midland electricity ELECTRICITY 11-Dec-90 523 240 97.5 6]
eastern electricity ELECTRICITY 11-Dec-90 648 240 97.6 0
Enterprise Oil plc ENERGY 2-Jul-84 631.8 185 100 T
jaguar AUTOMOBILES 10-Aug-84 294 165 100 0]
london electricity ELECTRICITY 11-Dec-90 523 240 97.5 6]
manweb ELECTRICITY 11-Dec-90 285 240 97.5 0]
midlands electricity ELECTRICITY 11-Dec-90 503 240 97.7 6]
national power (1) ELECTRICITY 12-Mar-91 2,231 175 60.9 0
national power (11) ELECTRICITY 6-Mar-95 NA 476 38.3 6]
norther electric ELECTRICITY 11-Dec-90 295 240 97.5 ]
Northern Ireland Electricity ENERGY 18-Jun-93 725.8 100 96.5 6]
northumbrian water WATER 12-Dec-89 157 240 98.4 ]
norweb ELECTRICITY 11-Dec-90 415 240 98.4 0]
power gen (I) ELECTRICITY 12-Mar-91 1,367 175 59.5 0
power gen. (11) ELECTRICITY 6-Mar-95 NA 512 36.6 0]
Railtrack TRANSPORT 20-May-96 2235.7 380 98 0
Rolls-Royce plc MANUFACTURING 20-May-87 1485.2 170 96.7 0]
scottish power ELECTRICITY 18-Jun-91 1,956 240 96.4 0
seeboard ELECTRICITY 11-Dec-90 306 240 97.5 NA
severn trent WATER 12-Dec-89 849 240 98.4 0]
south wales el. ELECTRICITY 11-Dec-90 244 240 97.5 0]
south western el ELECTRICITY 11-Dec-90 295 240 97 ]
southern elec ELECTRICITY 11-Dec-90 648 240 97.5 0]
southern water WATER 12-Dec-89 392 240 98.4 ]
TSB BANKS 10-Oct-86 1,360 100 NA NA
thames water WATER 12-Dec-89 922 240 97.4 ]
welsh water WATER 12-Dec-89 346 240 98.4 6]
wessex water WATER 12-Dec-89 246 240 98.4 0]
yorkshire el. ELECTRICITY 11-Dec-90 497 240 97.5 (0]




3. Underpricing

One business source explains the advantages of shares in privatised firms as the following: “Why

should privatizations be good investments?” The answer is, because

“governments frequently provide state enterprises with a ‘dowry’ of debt write-off or other financial support
before launching them in the private sector; and when the launch is made they provide a fair wind by insuring
that the price is not too demanding ... Government owned companies have dominant market positions (and)
because of their size may be less risky then some other investments... a composite index of privatized stocks
showed a rise of over 165% between the beginning of 1989 and end of 1992: this compares with 65% for the

S&P 500 index” (Privatization International Yearbook 1994).

The great attraction of the shares of privatised firms is thus seen as their initial underpricing and the
monopoly power that the Government grants when privatisation is only partially and gradually
accompanied by liberalisation.

Other authors admit that underpricing occurred, but claim it was limited: Boyfield (1997), in his
apology of British privatisations, observes that a premium of 12% is typical for new private issues, and
that in the case of British privatisations it even reached 45%, which was extremely high (on the other
hand it is not totally clear how the author calculated this), but in some ways inevitable.

In part, according to some authors, underpricing is the cost of a strategy: that of encouraging those
that are not very informed to buy shares®. Boyfield also observes, with unintentional wit, that “The
city was disinclined to participate in tender sales” (that is in competitive procedures aimed at
minimising underpricing). But was the City really less informed than the British Government about the
potential of telecommunications or electricity?

This point can be examined empirically. Here we shall confine ourselves to the question of
underpricing, that is of the immediate capital gain, and we shall deal with the longer term gains in a
subsequent section.

The subject of underpricing had already been raised by Vickers, Yarrow (1988) on the basis of their

observations of the first privatisations of the Thatcher government?.

1

, Rock (1986) says: “to attract uninformed a discount is necessary”.

In Table 5 (page 19) their references are the offer for sale price and the one recorded 24 hours later, at the end of the first
day of trading.
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In the 15 cases they studied the unweighted average underpricing was in the region of 19%. The
average weighted by the amount of undervaluation was higher, thanks to the considerable weight of BT,
which recorded a price difference of 33% after the first trading day on the first tranche offered
(subsequent tranches were less underpriced).

The same authors show that for privatisations based on tender offers (ABP, BAA, BP, Britoil,
C&W, Enterprise Oil) underpricing was nil®: in these cases the operators were able to accurately assess
the company value.

The same authors also use a calculation of the immediate profit in the case of sales by tranches,
finding that in these cases the percentage gain was higher on the first tranche.

This calculation should then be integrated with a series of additional benefits reserved for certain
categories of purchasers. For example in the case of BT and BG those purchasing shares also received a
voucher (£40 for BG) for each 400 shares. We have already mentioned that in many cases there was
one free share for every ten or fifteen purchased as a loyalty bonus, etc.

Not surprisingly at these conditions the price could not ration demand, which was in fact often a
multiple of the value of the shares offered: e.g. 32 times for BA, 35 times for ABP, as an extreme case,
but for the privatisations of the 80’s in the form of offers for sale demand was typically 7-8 times

greater than supply, having excluded extreme cases”.

3

, On the contrary there were two cases of overpricing.

Other indications of the difference in price after the first day can be found in Hayri, Hilmaz (1997, tables 1-2)



Table 2 — Internal rate of return (IRRs) from shares held until 1% May 1997, amd for shares bought on 1% May 1997

Real * IRRs
a b c=bh-a cla
Bought: atinitial sale after 1 day'd
trading difference % difference
Sold: On 1/5/97** On 1/5/97**
BT - tranche 1 14 10 -4 -29
- tranche 2 12 9 -3 -25
- tranche 3 8 5 -3 -38
British Gas 11 8 -3 27
BAA 16 13 -3 -19
Anglian Water 21 16 -5 24
Northumbrian 35 27 -8 -23
North West Water 22 17 -5 -23
Severn Trent 23 18 -5 -22
Southern Water 29 24 -5 -17
South West Water 22 17 -5 -23
Thames Water 21 17 -4 -19
Welsh Water 24 19 -5 21
Wessex Water 23 17 -6 -26
Yorkshire Water 22 18 -4 -18
Eastern Electricity 42 34 -8 -19
East Mids Electricity 34 27 -7 21
London Electricity 32 26 -6 -19
Manweb 38 29 9 -24
Midlands Electricity 40 32 -8 -20
Northern Electricity 36 30 -6 -17
NORWEB 44 35 9 -20
SEEBOARD 45 38 -7 -16
Southern Electric 32 25 -7 -22
SWALEC 40 31 -9 -23
SWEB 41 32 9 -22
Yorkshire Electricity 35 27 -8 -23
PGen- tranche 1 29 23 -6 21
- tranche 2 16 15 -1 -6
NPower- tranche 1 30 23 -7 -23
- tranche 2 23 21 2 9
ScottishPower 14 10 -4 -29
Scottish Hydro 14 10 -4 -29
N. Ireland Electricity 23 17 -6 -26
Railtrack 87 75 12 -14
British Energy 25 31 6 24
AVERAGE (unweighted) 28 22 -6 -20
Source:) Our calculations based on

Notes:

*  the IRRs are calculated from “real” cash flows adhusted in line with the RPI. The IRRs shown are therefore the annual percentage returns
received over and above the rate of inflation. The returns shown are gross. Investors may be liable for income tax and/or capital gains tax.

** or at takeover, if earlier.

Cawthron (1999) calculates the internal rate of return of 38 placements up to 1997.

Table 2 shows the return for the holder of a share at May 31%, 1997 assuming that the share was
purchased at the issue price or on the secondary market 24 hours later. The difference between the two
rates gives us an idea of the underpricing. The absolute difference in the real IRR varies from a
minimum of 3-4 points to over 10 (on average 5.7 points). In percentage terms, compared to the IRR
for those who purchased on the secondary market, the average unweighted difference between purchase
on placement and purchase 24 hours later is 25% higher for those who did buy at placement.

When faced with such a sizeable underpricing phenomenon one must look into the causes and ask
oneself whether this spread is specifically related to privatisations or to the fact that they were large

IPOs, in sectors and at times that were particularly vulnerable to underpricing.



Levis (1993) examines 712 IPOs in the UK over the period 1980-88, roughly the same period as
that studied by Vickers and Yarrow (1988) and finds that the average abnormal adjusted return after 24
hours is 14.3%.

The following measure was used:

“The first day adjusted return for issue is defined as the percentage change in price from the offering date to the
close of the first day of trading (ri) less the equivalent change in an appropriate benchmark (rm)

ari =ry-rp.”

The benchmark used is the daily weighted FTA index. It should be noted that although not great in
numerical terms, the 12 privatisations considered in the sample account for 76% of the total new equity
capital collected through IPOs on the London market between 1980 and 1988°.

Compared to an average value of abnormal returns for IPOs of 14.3%, these privatisations recorded
37.25%. All the other sectors were well below 20%, with the sole exception of “publishing and printing”
(24.63%).

We may therefore assume that excess underpricing specifically attributable to the first vintage of
privatisations was in the region of 23%.

A recent work (Huang, Levich, 1999), allows us to corroborate these results and examine possible
explanations. The study is an international one (36 countries), covering the period 1979-1996, and it
deals with 330 IPOs and 177 seasoned public offerings, with an income for the sellers of US$ 352
billion. The sample includes 57 privatisations in the UK. The index for the return is not adjusted by the
benchmark of the market, nor by the special conditions offered to certain categories of purchasers. This
gross return is taken as the dependent variable, considered as a proxy for underpricing and then regressed
on a set of possible explanatory variables, such as the volatility of prices prior to the offer, the price
trends in the previous month, those of the offer, a dummy if the controlling share is sold (50% or more
of capital), the percentage offered to the foreign sector, a Gini index of income distribution, and others.
The attempt is to verify various possible hypotheses of the causes of underpricing.

Here we are less interested in this tentative explanation, than in determining the empirical values of
underpricing. The international sample of 297 transactions related to privatised firms shows an
immediate unadjusted return of 25.6% on average (with a median around 10%), which becomes 32.1%

for the 220 IPOs, while the return on seasoned offerings is only 7.17%. The difference is statistically

5 The twelve cases include: BAerospace, C&W, Amersham, ABP, Jaguar, BT, BG, BA, Rolls Royce and BAA.



significant at the 95% level, which is seen as confirmation of the theories of “reputation building” and
“information asymmetry” (even though the first interpretation seems more convincing)®.

As regards the 42 cases of British PIPOs the authors find an immediate return of 17.7%, while for a
sample of 2,133 IPOs in the UK the average is 12% (11.5% referring to another sample). The
difference in return is between 5.7% and 6.2% and is 99% statistically significant.

Basically, these results confirm that there is a noticeable difference between underpricing for
privatisations and ordinary underpricing in the case of the UK.

Other papers that analyse British PIPOs include Menyah and Paudyal (1996), who find market-
adjusted immediate returns of 39,6% for 40 UK PIPOs (1981-1991); Denwenter and Malatesta (1997),
who find mixed results; Choi and Nam (2000); Jones, Megginson, Nash, and Netter (1999), the latter

being international comparison studies.

4. Abnormal returns in the long term

We want now to verify whether underpricing was corrected in the longer term through negative
abnormal returns, or rather whether it was frozen at an initial level or amplified by positive abnormal
returns.

International empirical literature shows that with ordinary IPOs, subsequent negative abnormal
returns correct the excessive reaction of the market.

Levis (1993) observes that:

“The empirical evidence accumulated during recent years for almost every capital market in the world, is
unequivocal in its conclusion that initial public offerings (IPOs) provide significant abnormal returns on their
first day of trading... the literature is almost unanimous in its conclusion that their presence constitutes evidence

of deliberate underpricing”.

The same author quotes a series of empirical studies that show evidence of undeperformance in the
long term in the USA, Germany, Brazil, Mexico, Chile and Finland and he proposes verifying whether
the case of the UK confirms these results. The author’s conclusion is that for a period of 36 months

there is evidence of underperformance also in the case of the UK.

®  Cf. the international comparisons and interpretation given by Perotti, Guney (1993).

This is not so in other countries: for a recent review of international evidence cf. Megginson, Netter (2001).
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The test that he uses is simply an extension of the index already given for the return after 24 hours,
to include the difference between the return at 36 months from the IPO and a benchmark index
(without any risk adjustment)®.

While the author is mainly interested in showing underperformance in the case of the UK for the
IPOs as a whole, we are more interested in the case of privatised firms.

The result® is that after three years while the cumulated abnormal return of the IPOs as a whole was
55.72%, that of the privatised firms was almost double: 96.91%. Even more interestingly, while the
ratio with the benchmark indices was lower than 1 for all three benchmarks for the sample as a whole
(712 cases), in the case of privatisations it was well above 1 for the FTA and HGSC indices, and
marginally lower than 1 for the ASEW index.

Given the size of the privatised firms, we think that the comparison with the FTA index seems
definitely the most relevant. This gives us a significant deviation: 1.157 for the privatised firms
compared to 0.958 for the IPOs as a whole (obviously less if the comparison is made without the
privatised firms).

A specialist source, the Investor Chronicle (1994), observed that in the space of ten years privatised
firms, which at the time capitalised £145 billion or 20% of the total value of the share market, recorded
an average increase in price of 276% (not corrected by dividends). A strategy of buy and hold for the 49
stocks considered, with an outlay of £100 per security, would have led to a cumulative outlay of £4,900
to achieve a value of £18,400 in 1994.

According to a study by the London Business School quoted by the same source, a strategy of buy and
hold beginning in July 1981 would, by 1988 (October), have generated a capital gain of 166%, compared
to the 77% of the FTA All-Share Index. Purchasing the same shares and selling them after one week
would, however, have given a profit of 32%. These performances are better even than those of the best
international investment funds, at least for categories of equivalent risk'°.

Cawthron (1999) offers a different, but convergent, approach. He considers the real internal rate of
return after the first day and compares it with the FTSE All-share Index. The performance is then
calculated at 31/5/97 for all shares: with the exception of BT, there is ample evidence of returns far

higher than the benchmark index. In the case of the 12 RECs the difference is 17 points on average; in

& Since the long term returns are sensitive to the benchmark used, in addition to the FTA (which covers 650 stocks

accounting for 90% of the value of the stock market) the author also uses another index (Extended Hoare Govett Smaller
Companies) which includes smaller companies than those in the FTA. A third index is also used (All Share Equally Weighted)
which moved much faster than the FTA and the HGSC in the period 1980-88.

Cf. Levis (1993), tab 11, p. 39
19 The hypothesis that the “beta” coefficient is in the region of 1 for the shares of UK privatised firms seems realistic.
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the case of the 10 Water authorities the average difference is 12 points. One notices that the IRR of
the FT index between 1984 and 1996 was, in real terms, an average of over 15%, which is undoubtedly
high both in historical terms and by international comparison. Thus the abnormal returns of privatised
companies in fact exceed a stock exchange performance which was in itself very good.

Other estimates are given by L. Channells (1997)." Still using the FTSE All Share Index, the
abnormal returns calculated are reported in Tab. 3

Other studies on abnormal performance in the long run include Menyah, Paudyal, and Inganyete
(1995), who find for the ten-years-period 1981-1991 that a sample of 40 UK PIPOs over 80 weeks
show a market adjested return ten times higher than private sectori IPOs (33% against 3,5%).
Megginson, Nash, Netter, Schwartz (2000) find that a buy and hold strategy for 158 PIPOs in 33
countries, pays very high return worldwide after 5 years
Thus according to previous studies, there is clear international evidence that PIPOs outperform the
market, more than private sector IPOs, and there is also some evidence that the UK is not an exception
in this privatisation worldwide bonanza.

We wish to test this evidence with a new set of data and with a decomposition of aggregate

evidence by selected variables.

Table 3 - Abnormal returns calculated for some sectors

Firm 100 days 1 year 4 years
Water 31 58 93
Electricity (RECs) 26 23 124
Electricity (Generation) 28 27 109

BT 51 52 18

BG 10 22 32
BAA 43 39 69
Railtrack 3 15 na

Source:Adapted from Channels (1997)

5. Findings
5.1 Data

The sample used in this work includes 55 privatisation offerings occurred in the United Kingdom
over the period 1977-1996. The sample comprises the allocation of both majority stakes and minority
stakes. First issue share offerings (Primary offer, P) and secondary issue share offerings (Secondary
offer, S) are also included in the sample. In the latter case, the initial offer is followed by one or more

seasoned offers. Prices series have been collected from Datastream International Itd, while we referred

11 «The Windfall Tax”, in Fiscal Studies, no. 18, p. 281.
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to Company Analysis for accounting information about the sample firms. The accounting data refer to
the last balance sheet date prior to the privatisation event, when possible, and to the same day of the

privatisation event otherwise (i.e. in case the firm was not previously listed on the stock exchange).

5..2 Methodology

The methodology we employed in this study is the standard event study approach and is totally
consistent with the methodology used in Levis (1993) to analyse the performance of UK initial public
offerings (IPOs). Three different performance measures have been calculated for each privatization

offering (either primary or secondary):

a) The first day abnormal return (ar;) for each individual issue i is defined as the percentage change in
price between the offering date and the close of the first trading day*? (r;) less the equivalent change in

an appropriate benchmark (FTSE All Share) occurred over the same time period (r,):

ari=r;- rp. (1)

b) The first month abnormal return (ar;) for each issue i is defined as the return from the offering
price to the last calendar day of the first trading month (r;;) less the equivalent benchmark return (FTSE
All Share) (r,1). As a consequence the time interval over which returns have been computed varies from

1 to 30 calendar days, according to the day of the month on which the privatisation actually occurred.
arig =rig —m (2)
c) The long-run return (from 2 to 10 months) is computed using monthly prices and is based on
prices at the last day of the month on which the stock is traded. These prices are not adjusted for splits,

rights or scrip offerings. For each issue i the montly abnormal return (ar,) from the second trading

month is computed as follows:

arg = lit = Mg (3)

12 prices at the first and at the last trading day of the first trading month have been downloaded from Datastream
International as unadjusted prices (UP). In this case, the closing price has not been historically adjusted for bonus and rights
issues and it therefore represents actual or "raw" price as recorded on the day. All the other prices, that is the monthly closing
prices from the second trading month on have instead been collected as adjusted prices, i.e. they have been adjusted for the
factors mentioned above.
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where r;; and r,are the monthly return in month t for the firm i and for the market, respectively.
To allow comparisons with previous empirical findings we use the same measures of long-run
performance as Ritter (1991) and Levis (1995). Thus, the average abnormal return (AR,) on a portfolio

of n firms for month t and adjusted for the market performance is computed as follows:

AR, = (4)

Sl
I e
2

The cumulative abnormal return (CAR, ) from the beginning of the first full calendar month of

trading to evry month s is the sum of the average abnormal returs (AR)):

CAR; (= é:AR . (5)

The statistical significance of CARs is assessed by a simple t-statistic computed for each period as

follows:

CAR

' (6)

t(CAR, ) = SECATD)

where S.E.(CAR)) is the standard error of the average cumulative abnormal return on period t e
t(CAR)) is the t-statistic (with 2 degrees of freedom) for the null hypothesis that CAR; is equal to zero.

As far as the underpricing analysis, the degree of underpricing is measured by the percentage change
in the offer price and the closing unadjusted price on the first trading day. Descriptive statistics and
correlation coefficients between the underpricing and accounting and issue-specific variables (firm size,
net proceeds, method of sale, etc.) are reported in Table 4. Table 5 shows the coefficient estimates
from the linear regression of the underpricing on the same explanatory variables presented in Table 4.
All the coefficients appear to be statistically significant as indicated by the respective t-statistic (with
asterisks indicating the significance level). We also report the R? Adjusted R? and F-test of the
regression as general indicators of the goodness of fit of the model. The variables that result to be

helpful in explaining the underpricing are firm size on the day of the privatisation (SIZE), the return on
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the capital employed (ROCE), the percentage of shares sold out (OFFER_RATE), the firm leverage or
indebtness (DEBT_EQUITY), the method of sale (O_T), and a dummy equal to 1 if the offer is
primary, and O otherwise. All the remaining variables presented in Table 6 have been excluded from the

regression as not significant at the 0.1 level.

As described above, the short-run performance of the UK privatised firms is measured in terms of
average abnormal return on the first trading day (1*-dayAR). The long-run performance is measured by
average CARs computed over 1, 2, 3, 5, and 10 vyears after the privatisation. Following the
methodology of Levis (1993), we have studied the first day return and the long-run return according to
various aspects we are particularly interested, that is method of sale, percentage of equity sold, year of
privatisation, industry sector and firm size. The objective is to capture possible and significant
differences between groups. Table 3 shows the results for the whole sample (Panel A) and results as from

the analysis of various subsamples (Panel B-H) with respective t-test for significance.

5..3 Results

Underpricing

The average underpricing computed over the whole sample of privatised firms (55 observations)
appears to be approximately 13% and shows to be significantly and negatively correlated with size
(ASSETS, SALES and CAPITAL EMPLOYED), profitability (ROCE), leverage (TOT_DEBT), liquidity
(QUICK) and number of directors (Table 7). Moreover, the underpricing is negatively correlated with
the level of net proceeds from the privatisation offering (proceeds). We can interpret this variable as a
measure of the ex-ante uncertainty about the new offerings. A lower level of proceeds may indicate a
greater uncertainty about the future prospects of the firm, and a negative relationship between this
variable and the degree of underpricing would be consistent with our expectations. Finally, it emerges
that the underpricing is not the result of a general increase in the stock market returns (in the period
between the last offer day and the first trading day). This hypothesis is indeed strongly rejected by a
statistically non significant coefficient both in the univariate analysis (correlation coefficient) and in

the multivariate analysis developed below.
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Within a multivariate perspective, the results from the cross-section regression presented in Table 8
show that the underpricing decreases as i) firm size increases; ii) leverage becomes larger; iii)
profitability rises; and iv) the equity stake sold increases. Moreover, the level of underpricing is
significantly higher in the case of primary offers then for secondary offers, and for public offers respect
to tender offers. As we expected the underpricing is larger for smaller firms, which may be explained in
terms of asymmetry information about the firm value. In addition, the lower the percentage of equity
offered, the higher the liquidity risk and the larger is therefore the underpricing that investors require
for taking this risk. The linear model we have used explains approximately 73% of the variations in the
underpricing (dependent variable) and the F-test is able to reject the null hypothesis that all of the slope

coefficients (excluding the constant, or intercept) in the regression are zero.

We have investigated also the possibility that some of the discount factors (i.e. liquidity) explaining
the underpricing may decrease over time. We have tested this hypothesis testing for the presence of a
negative trend in the average underpricing (Table 4). We were able to reject the hypothesis, but we
cannot exclude that this result is due to the small number of observations in each year except for the

years 1989 and 1990.

Cumulative Abnormal Returns (CARS)

The cumulative abnormal return computed over the whole sample appears to be significantly
different from zero starting from the first 3 months after the privatisation (CAR_3M=14.5%). CARs
seem also to increase over time reaching 21% after 1 year, 42% after 3 years, and 57.3% after 5 years.
After 6 years from the privatization date, CARs seem to reverse their trend and decrease to 38.5% at
the end of the tenth year (Table 6). Due to the small number of observations, we cannot analyse the

CARs behaviour beyond 10 years.

The analysis of the cumulative abnormal returns (CARs) computed for the various subsamples leads
to the following results. Breaking down the sample according to the privatisation year, it emerges that
the privatisations occurred in the years 1989-1990 show to have higher positive CARs. Moreover,
privatised firms within the water, electricity, and transports industries outperform respect to the other

industry sectors.
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Small firms (in terms of total assets) tend to be characterised by cumulative abnormal returns
significantly positive, while larger firms show cumulative returns generally not significantly different
from zero. Moreover, privatisations with low net proceeds, high percentage of equity offered, high level
of initial underpricing, and public offers all show positive cumulative returns both in the short- and in

the long-run, in contrast with their respective counterparts.

Finally, figures 1-25 show the plots of cumulative returns for additional subsamples. CARs results to
be lower for firms with higher productivity (ROE and ROCE, Figures 17-18), with higher growth rate
(P_E, Figure 19), with lower liquidity (QUICK, Figure 23), and with a higher number od directors (Figure
24). On the contrary, the impact the indebness ratios (GEARING or LEVERAGE, Figures 20-21) on the

UK privatised firms performance does not appear to be relevant.
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Table 4 Privatised Firms: Dates, Industry Sector, Proceeds, Prices and % of equity sold

Company Name Industry Sector First Proceeds at Offer/Tende Offer_Rate Method of Sale
Trading Day 1995 Prices r Price
Aea tecnology BUSINESS SUPPORT 26-Sep-96 224.0 280 NA NA
Amersham International plc CHEMICALS 25-Feb-82 124.0 142 100 0
Anglian Water WATER 12-Dec-89 NA 240 98.4 NA
Associated British Ports plc (1) TRANSPORT 16-Feb-83 83.3 112 51.5 0
Associated British Ports plc (11) TRANSPORT 19-Apr-84 83.9 270 48.5 o]
British Aerospace plc (1) MANUFACTURING 20-Feb-81 91.2 150 51.6 0
British Aerospace plc (1) MANUFACTURING 14-May-85 542.2 375 59 o]
British Airports Authority (BAA) plc TRANSPORT 28-Jul-87 1697.2 245 95.6 0
U
British Airports Authority (BAA) plc TRANSPORT 28-Jul-87 1697.2 290 95.6 T
(n
British Airways plc TRANSPORT 11-Feb-87 1262.2 125 97.5 0
British Energy ENERGY 15-Jul-96 653.3 198 87.8 0
British Gas plc - sales of shares ENERGY 8-Dec-86 7568.0 135 96.6 0
British Petroleum plc (I) ENERGY 10-Jun-77 NA 845 49 o]
British Petroleum plc (1) ENERGY 12-Nov-79 691.7 363 5.2 0
British Petroleum plc (1I1) ENERGY 26-Sep-83 940.3 435 7.2 T
British Petroleum plc (V) ENERGY 30-Oct-87 6998.7 330 36.8 0
British Steel pic STEEL 5-Dec-88 31515 125 100 0
British Telecom plc (1) TELECOMMUNICATIO 3-Dec-84 5819.2 130 50.2 0
NS
British Telecom plc (I1) TELECOMMUNICATIO 10-Dec-91 5597.0 335 25.9 0
NS
British Telecom plc (1ll) TELECOMMUNICATIO 19-Jul-93 5457.2 410 20.7 0
NS
Britoil pic (1) ENERGY 23-Nov-82 1112.4 215 51 T
Britoil plc (I1) ENERGY 12-Aug-85 665.6 185 59 0
BTG BUSINESS SUPPORT 6-Jul-95 NA 195 NA NA
Cable and Wireless plc (1) TELECOMMUNICATIO 6-Nov-81 350.8 168 49.4 0
NS
Cable and Wireless plc (1) TELECOMMUNICATIO 5-Dec-83 455.4 275 22.3 T
NS
Cable and Wireless plc (1ll) TELECOMMUNICATIO 13-Dec-85 901.6 587 311 0
NS
east midland electricity ELECTRICITY 11-Dec-90 523 240 97.5 o]
eastern electricity ELECTRICITY 11-Dec-90 648 240 97.6 0
Enterprise Oil plc ENERGY 2-Jul-84 631.8 185 100 T
jaguar AUTOMOBILES 10-Aug-84 294 165 100 0]
london electricity ELECTRICITY 11-Dec-90 523 240 97.5 o]
manweb ELECTRICITY 11-Dec-90 285 240 97.5 0]
midlands electricity ELECTRICITY 11-Dec-90 503 240 97.7 o]
national power (1) ELECTRICITY 12-Mar-91 2,231 175 60.9 0
national power (11) ELECTRICITY 6-Mar-95 NA 476 38.3 o]
norther electric ELECTRICITY 11-Dec-90 295 240 97.5 0
Northern Ireland Electricity ENERGY 18-Jun-93 725.8 100 96.5 o]
northumbrian water WATER 12-Dec-89 157 240 98.4 0
norweb ELECTRICITY 11-Dec-90 415 240 98.4 0
power gen (I) ELECTRICITY 12-Mar-91 1,367 175 59.5 0
power gen. (I1) ELECTRICITY 6-Mar-95 NA 512 36.6 0
Railtrack TRANSPORT 20-May-96 2235.7 380 98 0
Rolls-Royce plc MANUFACTURING 20-May-87 1485.2 170 96.7 0
scottish power ELECTRICITY 18-Jun-91 1,956 240 96.4 0
seeboard ELECTRICITY 11-Dec-90 306 240 97.5 NA
severn trent WATER 12-Dec-89 849 240 98.4 0]
south wales el. ELECTRICITY 11-Dec-90 244 240 97.5 0
south western el ELECTRICITY 11-Dec-90 295 240 97 0
southern elec ELECTRICITY 11-Dec-90 648 240 97.5 0]
southern water WATER 12-Dec-89 392 240 98.4 0
TSB BANKS 10-Oct-86 1,360 100 NA NA
thames water WATER 12-Dec-89 922 240 97.4 0
welsh water WATER 12-Dec-89 346 240 98.4 o]
wessex water WATER 12-Dec-89 246 240 98.4 0]
yorkshire el. ELECTRICITY 11-Dec-90 497 240 97.5 0
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Table 5. -Underpricing and Short-Term Performance of UK Privatised Firms

Company 1_day Qffer Underprici Mkt_Tre 1_day 1_Month 1_Month 1st_Mont
Price . nd AR Company FTSE Ret h
price RET AR
Aea tecnology 3235 280 0.15536 -0.00048 0.15584 0.13929 0.00251 0.13678
Amersham International plc 188 142 0.32394 -0.00200 0.32594 0.32394 -0.01142 0.33536
Anglian Water 288.5 240 0.20208 0.00423 0.19785 0.27500 0.02787 0.24713
Associated British Ports plc (1) 138 112 0.23214 -0.00731 0.23946 0.25000 -0.03284 0.28284
Associated British Ports plc (11) 266 270 -0.01481 -0.00536 -0.00946 -0.03333 0.01590 -0.04923
British Aerospace plc (1) 170 150 0.13333 -0.00385 0.13718 0.19333 0.02615 0.16719
British Aerospace plc (I1) 416 375 0.10933 -0.00375 0.11308 0.05333 -0.00888 0.06221
British Airports Authority (BAA) plc 291 245 0.18776 0.01050 0.17725 0.18776 0.01322 0.17453
U]
British Airports Authority (BAA) plc 291 290 0.00345 0.01050 -0.00705 0.00345 0.01322 -0.00978
(I
British Airways plc 169 125 0.35200 0.00967 0.34233 0.36400 0.05441 0.30959
British Energy 192 198 -0.03030 -0.00737 -0.02293 -0.00126 -0.01129 0.01003
British Gas plc 147.75 135 0.09444 0.00687 0.08758 0.11481 0.03591 0.07891
British Petroleum plc (1) 912 845 0.07929 0.00145 0.07784 0.10533 0.02483 0.08050
British Petroleum plc (I1) 356 363 -0.01928 -0.01468 -0.00460 0.06887 0.02577 0.04310
British Petroleum plc (1l 436 435 0.00230 -0.00013 0.00243 0.00230 -0.01191 0.01421
British Petroleum plc (V) 265 330 -0.19697 0.03654 -0.23351 -0.19697 -0.02926 -0.16771
British Steel plc 127.25 125 0.01800 -0.00277 0.02077 0.00800 0.01004 -0.00204
British Telecom plc (1) 172 130 0.32308 0.02085 0.30223 0.42692 0.05833 0.36859
British Telecom plc (1I) 327 335 -0.02388 -0.00531 -0.01857 -0.01940 0.02688 -0.04628
British Telecom plc (Il 413.5 410 0.00854 0.00214 0.00640 0.01098 0.03062 -0.01964
Britoil plc (1) 196 215 -0.08837 -0.00663 -0.08175 -0.12093 -0.02448 -0.09645
Britoil plc (If) 203 185 0.09730 0.00147 0.09583 0.21622 0.04232 0.17390
BTG 251 195 0.28718 0.00024 0.28694 0.42051 0.02739 0.39312
Cable and Wireless plc (1) 197 168 0.17262 -0.01288 0.18550 0.17857 0.03784 0.14073
Cable and Wireless plc (1) 271 275 -0.01455 -0.00102 -0.01352 0.01818 0.02287 -0.00469
Cable and Wireless plc (1lf) 585 587 -0.00341 0.00166 -0.00507 0.01363 0.02137 -0.00774
east midland electricity 290.5 240 0.21042 -0.00720 0.21762 0.19167 -0.01690 0.20856
eastern electricity 288 240 0.20000 -0.00720 0.20720 0.15833 -0.01690 0.17523
Enterprise Oil plc 185 185 0.00000 0.00562 -0.00562 -0.02162 -0.02647 0.00485
jaguar 179 165 0.08485 0.01960 0.06525 0.09091 0.03469 0.05622
london electricity 282 240 0.17500 -0.00720 0.18220 0.16250 -0.01690 0.17940
manweb 306 240 0.27500 -0.00720 0.28220 0.27083 -0.01690 0.28773
midlands electricity 284 240 0.18333 -0.00720 0.19053 0.15833 -0.01690 0.17523
national power (1) 212.5 175 0.21429 -0.00105 0.21534 0.18000 -0.00305 0.18305
national power (1) 456.5 476 -0.04097 -0.00532 -0.03565 -0.10084 0.03955 -0.14039
norther electric 282.5 240 0.17708 -0.00720 0.18428 0.19583 -0.01690 0.21273
Northern Ireland Electricity 126.5 100 0.26500 0.00101 0.26399 0.35500 0.00797 0.34703
northumbrian water 297 240 0.23750 0.00423 0.23327 0.30833 0.02787 0.28047
norweb 292 240 0.21667 -0.00720 0.22387 0.20000 -0.01690 0.21690
power gen (1) 212 175 0.21143 -0.00105 0.21248 0.16571 -0.00305 0.16876
power gen. (1) 491 512 -0.04102 -0.00532 -0.03570 -0.09570 0.03029 -0.12600
Railtrack 409.5 380 0.07763 -0.00174 0.07937 0.07368 -0.00841 0.08209
Rolls-Royce plc 232 170 0.36471 -0.01546 0.38016 0.28824 -0.00527 0.29350
scottish power 255.5 240 0.06458 -0.00276 0.06734 0.02708 -0.04175 0.06883
seeboard 282 240 0.17500 -0.00720 0.18220 0.17917 -0.01690 0.19606
severn trent 271 240 0.12917 0.00423 0.12493 0.18125 0.02787 0.15338
south wales el. 304 240 0.26667 -0.00720 0.27387 0.28333 -0.01690 0.30023
south western el 290 240 0.20833 -0.00720 0.21553 0.20000 -0.01690 0.21690
southern elec 290 240 0.20833 -0.00720 0.21553 0.17083 -0.01690 0.18773
southern water 281 240 0.17083 0.00423 0.16660 0.21667 0.02787 0.18880
TSB 85.5 100 -0.14500 -0.00332 -0.14168 -0.17500 0.01916 -0.19416
thames water 276 240 0.15000 0.00423 0.14577 0.24167 0.02787 0.21380
welsh water 281 240 0.17083 0.00423 0.16660 -0.05417 0.02787 -0.08203
wessex water 294 240 0.22500 0.00423 0.22077 0.29167 0.02787 0.26380
yorkshire el. 299.5 240 0.24792 -0.00720 0.25512 0.24375 -0.01690 0.26065

Note: First Day Abnormal Returns and First Month Abnormal Returns are computed as in Equation (1) and (2), respectively.
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Table 6 - Privatised Firms Cumulative Abnormal Returns (CARS) (%) for the whole sample and for various
classifications. CARs include first-month returns. The sample period is 1977-1996.
Average ~ CAR_3M  CAR_6M CAR_1Y  CAR_2Y CAR_3Y  CARS5Y  CAR_10

1st-day Y
AR

Panel A: Whole Sample
N=55 0.129™ 0.145™ 0.202™ 0.210™ 0.305" 0.419™ 0.573™ 0.385™

7.385 5.418 4.323 3.576 4.336 5.344 4.918 3.114
Panel B: Year of Privatisation
1982 0.161" 0.344° 0.367" 0.349 0.380 0.360 0.731 0.841
N=2 6.678 9.182 14.411 5.206 1.709 1.186 2.804 2.046
1983 0.122 0.046 0.181 0.153 -0.075 -0.023 -0.052 0.394
N=2 0.599 0.140 0.537 0.597 -0.621 -0.058 -0.122 2.226
1984 0.088 0.113 0.108 0.071 0.076 0.332 0.543 0.702*
N=4 1.200 0.934 0.469 0.368 0.210 1.591 2.613 2.524
1985 0.068 0.004 0.014 -0.182 0.075 0.436 0.490 0.423
N=3 1.844 0.060 0.216 -0.711 1.030 0.858 1.300 2.098
1986 -0.027 -0.157 -0.121 -0.227 -0.216 -0.267 -0.262 -0.778
N=2 -0.236 -1.134 -0.518 -0.589 -1.034 -0.699 -0.523 -1.700
1987 0.132 0.119 0.106 0.080 0.191 0.344” 0.385 0.630"
N=5 1.154 1.017 1.119 0.582 1.441 3.755 1.263 2.993
1989 0.179™ 0.285™ 0.205™ 0.406™ 0.346™ 0.570™ 0.562" 0.345
N=7 12.005 7.477 5.102 13.199 7.512 6.078 4.566 1.578
1990 0.219™ 0.229™ 0.306™ 0.231™ 0.438™ 0.615™ 1.076™ -
N=12 21.899 15.287 17.116 10.488 20.196 41.821 30.746
1991 0.119 0.097 0.128 0.149 0.299 0.442 0.477
N=4 2.074 1.187 1.544 1.939 2.512 1.731 1.660
1993 0.135 0.263 0.319 0.426 0.321 0.119 0.120
N=2 1.050 0.937 0.886 0.742 0.637 0.213 0.814
1995 0.072 0.065 0.696 0.729 0.928 1.000 0.996
N=3 0.668 0.373 0.977 0.817 0.837 0.899 0.561
1996 0.071 0.140 0.267 0.314 0.804" 0.639" -
N=3 1.366 1.373 2.655 2.493 8.074 4.417
Panel C: Industry
Water 0.179™ 0.285™ 0.205™ 0.406™ 0.346™ 0.570™ 0.562" 0.345
N=7 12.005 7.477 5.102 13.199 7.512 6.078 4.566 1.578
Electricity 0.180" 0.175™ 0.247 0.175™ 0.355™ 0.534 0.752 -
N=17 7.928 5.508 7.824 4.583 6.503 7.677 4.747 -
Energy 0.018 -0.011 0.006 -0.029 -0.020 0.194 0.105 0.111
N=10 0.437 -0.154 0.071 -0.213 -0.126 1.043 0.498 0.707
Telecommunications 0.076 0.120 0.125 0.177 0.174 0.117 0.345 0.712*
N=6 1.379 1.462 1.175 1.628 1.359 0.730 1.902 2.898
Transport 0.137 0.156 0.139 0.304’ 0.423™ 0.655™ 1.005™ 1.241
N=6 2.375 1.708 1.244 2.324 5.695 6.615 5.621 6.519
Panel D: Size
Small CAP 0.177 0.227 0.328™ 0.346™ 0.488™ 0.651 1.067 0.879
N=27 9.781 9.063 4.200 3.773 4.091 6.044 7.071 6.936
Large CAP 0.081" 0.0598 0.076" 0.063 0.121 0.215" 0.094 0.161
N=25 2.917 1.491 2.102 1.078 2.017 2.106 0.827 1.331

PANEL E: PROCEEDS

Low 0.177 0.215™ 0.253™ 0.264™ 0.375™ 0.511™ 0.849™ 0.683™
N=26 10.399 8.143 6.493 6.729 5.755 9.297 10.545 3.595
High 0.084" 0.079 0.091° 0.090 0.164" 0.245" 0.212" 0.171
N=24 2.715 1.725 1.887 1.198 2.341 2.202 1.738 1.032
Panel F: % Equity sold
< 96.65 (median value) 0.056" 0.042 0.067 0.068 0.144" 0.266" 0.297* 0.585™
N=23 2.161 1.033 1.431 1.072 2.260 2.496 1.951 3.713
> 96.65 (median value) 0.190™ 0.227 0.253™ 0.265™ 0.337 0.482™ 0.685™ 0.271
N=29 11.124 8.607 7.969 5.844 5.551 8.104 8.180 1.674
Panel G: 1st-day AR
Low - 0.016 0.027 0.023 0.100 0.151 0.116 0.207
N=29 - 0.515 0.707 0.420 1.332 1.667 1.004 1.410
High - 0.288™ 0.397 0.419™ 0.535™ 0.718™ 1.011™ 0.756™
N=26 - 13.712 5.467 4.485 4.948 6.829 6.385 4.107
Panel H: Method of sale
Public Offer 0.149™ 0.168™ 0.206™ 0.199" 0.282 0.408™ 0.512™ 0.398™
N=44 8.025 6.191 6.943 4573 6.419 6.424 5.481 2.931
Tender -0.019 -0.068 -0.120 -0.035 -0.023 0.142 0.420 0.632"
N=6 -1.509 -1.251 -1.836 -0.398 -0.111 0.754 1.713 2.575

e —— — "
Note: ' indicate significance at the 1, 5 and 10% level, respectively.
T-statistics are reported in italic below the coefficient estimate.
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Table 7 - Variables Descriptive Statistics and Correlation Matrix with the initial underpricing

Mean Sd. Dev. No. Obs. Underpricing

UNDERPRICING 0.129 0.128 55

MKT. TREND -0.001 0.009 55 -161
PROCEEDS 1330.970 1807.404 50 -.309*
SALES (m) 3869.485 7614.174 52 -.455*
CAP. EMPLOYED (m) 5486.278 10338.792 49 -.318*
ASSETS (m) 4059.094 6603.399 52 - 48T
ROE 13.652 9.396 36 -.304
ROCE 17.957 9.949 52 -.305*
P_E 11.114 5.516 52 -.097
Q_RATIO 1.933 2.281 49 .055
LEVERAGE (%) 10.9 0.119 41 -.167
DEBT_EQUIY (%) 19.570 75.981 35 -.256
TOT_DEBT (m) 757.038 1429.089 52 -.438*
GEARING (%) 20.1 0.111 52 -.085
% FIXED ASSETS 0.586 0.188 52 -.035
% INTANGIBLE ASSETS 0.019 0.064 52 -.055
R&D 0.007 0.019 49 A11
QUICK (%) 1.060 0.417 52 275*
No DIRECTORS 11 2.339 50 -415%
% NON_EXECUTIVE DIRECTORS 0.427 0.139 46 -.088

** Correlation is significant a the 0.01 level (2-tailed).
* Correlation is significant a the 0.05 level (2-tailed).
(m) indicates data in millions

Table 8 - Results of cross-sectional multiple regression analysis

Explanatory Variable Coefficient (t-statistic)
Constant 0.7478%* (3.315)
SIZE -0.0512++ (:3922)
PS 0.3008+ (3559)
DEBT_EQUITY -0.0004++ 4.172)
OFFER_RATE -0.0029* (-1.933)
ROCE -0.0033+* (3213)
oT 0.1927*** (11.971)
R2 0.786

Adj. R? 0.733

F-value 14.72%*

**x *: Significant a the 1% and 10% level, respectively.

& Underpricing = Bo + P (size) + P2 (P_S) + Ps (debt_equity) + P4 (offer_rate) + Bs (ROCE) + Bs (O_T) + &; where
underpricing = market adjusted 1% day return; size = natural logarithm of the total assets of firm prior to
offering; P_S = dummy variable equal to 1 in the case of a primary offering, 0 otherwise; debt_equity = total debt
to total assets ratio in percentage; offer-rate = percent of equity offered to the public; ROCE = Return on capital
employed; O_T= Dummy variable taking on the value 1 if the method of sale is a public offer and 0 if it is a tender
offer.
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Table 9 - Variables Description

Variable Formula Description
Underpricing i i Where P 14is the unadjusted price on the first trading day
P lday - P . . -
_— and P, is the offer price for the firm i.
P's
1stday AR; FTSE PFTSE 0 Where Py is the price at the offer date.
1day - P o] 1day oday -
- FTSE =
g F%day a
1stmonth AR 6?P PFTSE PFTSE o) Where P 1mom iS the price on the last trading day of the first
Lmonth - p' o Mmonth” Today = trading month
g pFTsE +
oday a
AR; from second _ FTSE ¢ Where P, monn is the price on the last trading day of the
month &' 2montn - P Lmonth szomh leomh second trading month. AR for the successive months are similarly
g P pFTsE - computed.
Imonth 1month
CAR; $ Where s is the period for which we compute the
a AR summatory, specifically: 3 month, 6 months, and 1, 2, 3, 5 and
= 10 years.

0T ; Dummy variable taking on the value 1 if the method of sale
is a public offer and o if it is a tender offer.

P_S 0;1 dummy variable equal to 1 in the case of a primary offering,
0 otherwise

Proceeds millions Net proceeds from the sale at the 1995 prices

Offer-Rate Equity sold / total Equity percent of equity offered to the public

Year From 1977 to 1996 Year of the privatisation

Market Trend pFTSE _ pFTSE This is the market return between the 1sttrading day and

1day oday the last offer day.
p FISE
oday

Size Log(Total Assets) natural logarithm of the total assets of firm prior to offering

Sales millions total sales from principal activities of firm prior to offering

ROE Earned for Ordinary *100 Return on Equity

Equity Capital & Reserves - Tot Intangibles
ROCE EBIT 100 Return on capital employed

TotCapEmpl + ShortTermDebt - Intan gibles
PE Published Earned for Ordinary Net earnings per share

Average no of shares inissue in the period
Q _RATIO MarketValue This is the market value to book value ratio
— . K
BookValue

Leverage Total debt / Shareholder Equity This is the total debt to the shareholder equity ratio

DEBT_EQUITY Total Debt/ Total assets This is the total debt to total assets ratio in percentage

TOT DEBT Long term debt + Short Term Debt This is the total of all long and short term borrowings of firm

B prior to offering
Gearing Pref .Capital + Total Debt o This is given by the sum of preference capital and total
Cap Empl.+ ShortT Borrowings - Intan gibles (%) de_bt d|V|de(_1 by tqtal capital employed plus short term borrowings
minus total intangibles

Fixed Assets millions The net total (after deducting accumulated depreciation) of
land and buildings, plant and machinery, construction in
progress and other fixed assets.

Intangible Assets millions This includes research and development, goodwill, patents,
trade marks, deferred charges, formation expenses and
concessions.

R&D milions This figure includes regular write-offs to the profit and loss
account of research and development capitalised in the balance
sheet.

QUICK Tot Curr Assets - Tot Stock - Work inProgress 100 This is given by total current assets minus total stock and

Tot Curr Liabilities

work in progress divided by total current liabilities.

No Directors

Units

This includes executive and non-executive directors, but
exclude alternate directors.

Non Executive
Directors

Non Executive Directors
Total Directos

*100

This is the percentage of non executive directors over the
total number of directors
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Figure 1 - Cumulative Average Adjusted Returns for the whole sample of UK

privatised firms, 1977-1996
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Figure 2 - Performance of firms privatised before and after 1987
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Figure 3 - Performance by Primary or Secondary Issue
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Figure 5 - Performance by Primary or Secondary Issue
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Figure 6 - Water Industry performance
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Figure 7 - Electricity Industry Performance
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Figure 9 - Energy Industry Performance
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Figure 10 - Transport Industry Performance
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Figure 11 - Manufacturing Industry Performance
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Figure 13 - Performance by Method of Sales
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Figure 14 - Performance by the level of initial underpricing
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Figure 15 - Performance by percentage of Equity sold
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Figure 16 - Performance by Market Capitalisation
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Figure 17 - Performance by ROE
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Figure 18 - Performance by ROCE
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Figure 19 - Performance by P/E
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Figure 21 - Performance by Leverage
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Figure 23 - Performance by Cash Availability
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Figure 24 - Performance by Number of Directors
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Figure 25 - Performance by % of Non Executive Directors
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6. Discussion and concluding remarks

The available empirical evidence allows for some unambiguous conclusions and some conjectures.

Firstly it is clear that the actual terms of the British privatisations determined considerable
underpricing. Our own findings on short term underpricing, based on a sample of 55 privatisation
operations, are reported above®®. We found evidence of unweighted average abnormal return on the first
day of around 13% This is somewhat lower than other findings we reported above, because of the
smoothing effect of the placements of subsequent tranches. However a company-by-company
examination confirms that underpricings of more than 20-30% were not uncommon for the main
privatised companies. We are unable to offer an individual explanation, but on average the evidence
points to substantial short run capital gains for investors.

As Vickers and Yarrow (1988) observed, underpricing implies a change in the distribution of wealth.
The winners were those who bought shares on issue, and the losers were the taxpayers. The taxpayer
would have had lower taxes or more public services if underpricing had not happened. The authors give

the following reasons for believing that this effect was undesirable:

- the arbitrariness of wealth redistribution as such was not linked to any socially useful function;

the development of rent-seeking activities;
- the benefit to the foreign sector, which corresponds to a loss of national wealth;

- the additional effect connected to the loss of welfare for the taxpayer caused by the distortional

nature of taxation;

- lastly the cost provoked by a possible re-nationalisation where this would lead to a loss in the

capital account for the shareholders.

These observations are still valid ten years later, and one could say are amplified by the placements
during the 90’s. However, added to this, and in our opinion more important, are considerations related
to the subsequent outperformance of the stocks, especially in the case of regulated utilities.

If to a certain degree underpricing is a typical phenomenon of all the IPOs, worth in the region of

12%-14% in many markets, and there is still a difference which is specifically attributable to

3 Information on some minor privatized companies were not available to us.
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privatisations, usually for the ordinary IPOs the excessive initial gain is corrected by subsequent
underperformance.

We have seen that with different measures of long term abnormal returns we find that the purchaser
of an equally weighted portfolio of shares of privatised firms would have greatly exceeded the return of
the FTA stock exchange index, as well as other benchmark indices, and obtained in any case a return
that was far higher than that of the other private IPOs. In some cases (the electricity sector) the real
average annual return was actually double that of the FTA index.

We repeated the exercise of calculating the abnormal returns for a sample of privatised firms (55
cases), extending the analysis to different periods of time: 1 year, 5 years, 10 years (for the latter the

sample was reduced to 14 cases). See Tab. 6.

While this measure can be blased for statistical reasons, there is evidence of abnormal returns for UK
PIPOs in the long run (using the FTA index as a benchmark and using as share prices the monthly

Datastream values corrected by dividends and other operations).

The cumulative abnormal returns are 21% at one year; 30% at two years; 57% at five years'.

The values are statistically significant and they appear to undeniably confirm that the returns of
privatised firms, after the initial underpricing, were much higher than those of the rest of the companies

quoted.

The empirical evidence thus seems to confirm the rather cynical comment from within the City
mentioned at the beginning of the paper. Beyond the initial “dowry”, the market appreciated the
protection of the monopolistic position granted by the government to the privatised firms. It is no

coincidence that sectors such as electricity and water, showed particularly high abnormal returns®™.

14 For a smaller sample, we still have 38% abnormal return after 10 years.

For example according to OFWAT (1991) in the water sector despite slow demand dynamics, and notwithstanding the
great investments to tackle the qualitative adjustments required by Community norms amongst other things, the sustained
price dynamics (+50% in ten years) should have guaranteed a 20% pre-tax profit, compared to a return on equity in the 70
years prior to World War | of less than 7% in real terms (while bonds provided 1% real profit). It seems difficult to say that, at
least in this case, the regulator was surprised by the profits from the utilities. Anyway, except for momentary fluctuations, the
financial market did not really take into serious consideration the capacity or desire of the regulators to create competitive
conditions in the industries or at any rate to keep prices at the lowest levels compatible with the financial sustainability of
the firms.

31



Figure 26 - Abnormal returns of privatized companies in the long term
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This performance was particularly intense in sectors in which the market power of the firms has
remained considerable, as with water and energy. This points to lax regulation as a possible explanation
of why underpricing was not followed in the UK by underperformance. More recent evidence (after
1997, the New Labour government, the windfall tax, and often a more strict regulation) would probably
show a reverse of these trends, and this may confirm that the change of policy and regulatory regime
has the last word in the performance of privatised utilities. Further research is needed to establish the

correlation between long run abnormal returns for PIPOs and regulatory environment.
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