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Abstract
This research sought to document, analyze and compare the IPO performance of

privately-owned and government-owned companies at the NSE. The population of the
study consisted of all initial public offers of common stock at the NSE during the period
1984-2008. A total of 14 privately-owned and 7 government-owned companies were

included in the study.

The findings of the research indicate that both the IPOs and PIPOs were heavily
underpriced. The mean adjusted abnormal return of the IPOs was 9.79% with a standard
deviation of 12.6 while PIPOs experienced a mean adjusted abnormal return and standard
deviation of 22.219% and 14.71 respectively. In the long-run, both the IPOs and the
PIPOs registered negative returns with the latter been more negative indicating long-run

underperformance.

The two null hypotheses were rejected because the table values of t at 5% level of
significance for both the short-run and long-run were less than the calculated values of t
therefore indicating that there is a significant difference in the initial and MBHR of initial
public offerings of state-owned and privately-owned companies. This research will
hopefully enrich finance literature and provide significant contribution to previous

findings and be of invaluable importance to investors.
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1 CHAPTER ONE: INTRODUCTION

1.1 BACKGROUND
Companies have at their disposal several methods of raising long-term capital. In

choosing a particular method, the problems of financial gearing and the likely impact on
the cost of capital must be considered so as to obtain the best financing mix or the
optimum capital structure. According to Conte and Carr (2001), there are three primary

methods used by companies to generate capital.

First, a company may issue bonds. A bond is a written promise to pay back a specific
amount of money at a certain date or dates in the future. In the interim, bondholders
receive interest payments at fixed rates on specified dates. Holders can sell bonds to
someone else before they are due. Companies benefit by issuing bonds because the
interest rates they must pay investors are generally lower than rates for most other types
of borrowing and because interest paid on bonds is considered to be a tax deductible
business expense. However, companies must make interest payments even when they are
not showing profits. If investors doubt a company’s ability to meet its debt obligations,
they will either refuse to buy its bonds or will demand a higher rate of interest to
compensate them for their increased risk. For this reason, smaller companies can seldom

raise much capital by issuing bonds.

Second, a company may choose to issue preference shares. Buyers of preference shares
have special status in the event the underlying company encounters financial trouble. If

profits are limited, preferred-stock owners will be paid their dividends after bond holders



receive their guaranteed interest payments but before any common stock dividends are

paid.

The third method that is commonly used is the sale or issuance of common stock. If a
company is in a good financial health, it can raise capital by issuing common stock.
Typically, investment banks help companies issue common stock, agreeing to buy any
new shares issued at a set price if the public refuses to buy the stock at a certain minimum
price. Although common have the exclusive right to elect a corporation’s board of
directors, they rank behind holders of bonds and preferred stock. Investors are attracted to
stocks in two ways. Some companies pay large dividends offering investors a steady
income. But others pay little or no dividends, hoping to attract shareholders by improving

corporate profitability and hence the value of the shares themselves.

There are four main ways of issuing common stock, namely; private placements, rights
issues, offer for subscription and initial public offering (Barnes and Walker, 2006). A
rights issue is an offer to existing shareholders to subscribe for or purchase additional
securities in proportion to their holdings. An offer for subscription occurs when the
management team invites a small number of targeted investors usually institutions or
block holders, to take up new shares at a stated price. Private placement is when
management invites a small number of targeted investors to subscribe for shares of a
firm. A placing is conceptually similar to an offer for subscription in outcome, but differs
somewhat in implementation. A lead issue manager or underwriter undertakes to

purchase new issue shares from the firm at a given price and in turn to sell these to (or



place them with) institutions, in exchange for the placing fee. The underwriter in this
instance suffers any risks of offer failure, and the price at which the issue is placed will
be pitched to ensure that all shares are taken up. Thus a placing can potentially be either

very lucrative or highly costly for the underwriter (Barnes and Walker, 2006).

Initial public offerings, the focus of this study, is when a company issues common stock
or shares to the public for the first time and are subsequently traded on the stock market
(Barnes and Walker,2006). Few events in the life of a company are as great in magnitude
and consequences as an initial public offering. A public listing fundamentally alters the
firm’s legal and economic structures. Management is responsible to a new group of
dispersed shareholders unlike the concentrated ownership of a private company.
Information regarding the firm’s financial health and operations that had been kept
private must be publicly divulged when a company goes public. IPOs are often issued by
smaller, younger companies seeking capital to expand, but can also be done by large
privately-owned companies wanting to become publicly traded. In an IPO, the issuer may
obtain the assistance of an underwriting firm, which helps it determine what type of
security to issue(common or preferred), best offering price and the time to bring it to
market. [POs can be a risky investment. For the individual investor, it is tough to predict
what the stock or the shares will do on its initial day of trading and in the near future
since there is often little historical data with which to analyze the company. IPOs
generally involve one or more investment banks as ‘underwriters.” The company issuing
its shares, called the ‘issuer’, enters a contract with the lead underwriter to sell its shares

to the public. The underwriter then approaches investors with offers to sell the shares. A



large IPO is usually underwritten by a syndicate of investment banks led by one or more
major investment banks (lead underwriter). Upon selling the shares, the underwriters

keep a commission based on a percentage of the value of the shares sold.

According to Dewenter and Malatesta (1997), IPOs are generally underpriced. The
objective of underpricing is normally to generate additional interest in the stock when it
first becomes publicly traded. This can lead to significant gains for investors who have
been allocated shares of the IPO at the offering price. However, underpricing an IPO
results in ‘money left on the table’ i.e lost capital that could have been raised for the
company had the stock been offered at a higher price. The danger of overpricing is also
an important consideration. If a stock is offered to the public at a higher price than the
market will pay, the underwriters may have trouble meeting their commitments to sell
shares. Even if they sell all the issued shares, if the stock falls in value on the first day of
trading, it may lose its marketability and hence even more of its value. Investment banks
therefore, take many factors into consideration when pricing an IPO and attempt to reach
an offering price that is low enough to stimulate interest in the stock, but high enough to
raise an adequate amount of capital for the company. A company that is planning an [PO
appoints lead manager to help it decide on an appropriate price at which the shares should
be issued. There are two ways in which the price of an IPO can be determined: either the
company, with the help of its lead managers, fixes a price or the price is arrived at

through the process of book building.



Abundant empirical evidence indicates that initial public offerings (IPOs) of common
stock generate large short-run returns on average for investors fortunate enough to
purchase the stock at the offer price. Ibbotson (1975), Ibbotson, Sindelar and Ritter
(1994) study IPOs in the United States. All conclude that initial offer prices are
significantly less than early after-market prices. Moreover, IPO underpricing is not
peculiar to the United States. Loughran, Ritter and Rydqivist (1994) review more than 30
studies of [POs in 25 countries including the U.S. In every case, evidence indicates that
IPOs are underpriced providing large initial returns to investors who are able to buy

shares at the offer price.

Vickers and Yarrow (1988) and Jacquillant (1987) report on privatizations initial public
offerings of state-owned enterprises (PIPOs, hereafter) in the U.K and France
respectively. Uniformly, the evidence presented in these studies indicates that IPOs of
state-owned companies, like those of privately owned companies tend to be underpriced.
It is however important to note that despite the rich literature on private sector IPOs,
work explicitly comparing the offers of state-owned companies and privately-owned
companies is scarce. Besides, studies in this field have produced conflicting results (Choi

and Nam, 1998; Steen et al 2001; Vieira and Serra 1996; Breda et al 1997)

Isnurhadi (2005) argues that the number of companies going public over the last one and
half decades has increased tremendously, and especially so, in the developing economies.

One of the most important and visible aspects of this has been the enthusiasm with which



governments of all political persuasions have sold their state-owned enterprises to private

investors.

The goals of privatization vary considerably from country to country depending on
historical, cultural, fiscal and political situations. Consequently, the weights put on the
various goals-fostering developments of capital markets, broadening share ownership,
improving economic performance of privatized firms and raising new capital- are
different. Depending on the situation, governments may end up deeply discounting
privatization shares. Shares may be underpriced so as to gain political support from the
citizenry. This study aims at documenting, analyzing and comparing short and long-run

returns of IPOs of privately-owned and state-owned companies quoted at the NSE.

Though the Privatization Act (Kenya) is yet to be gazetted, several public-sector
companies are expected to be listed at the NSE. At this point, it is only imperative to take
some historical perspective on the performance of public and private-sector IPOs, by
documenting and analyzing both first day (initial) returns and long-run performance of
those that have already gone public. While the outcome of this study would not give a
guarantee on the direction future returns of the IPOs of the two categories will take, it

will nonetheless give a clue on what to expect of their performances.

1.2 Statement of the Problem
Despite the voluminous literature on IPOs, work explicitly comparing initial public

offerings of privately-owned companies to privatization [IPOs of state-owned enterprises



is scarce. In fact, even the few studies that compare privatization IPOs to private sector

IPOs have produced conflicting results.

Choi and Nam (1998) compared the initial returns of privatization IPOs to private-sector
IPOs. Their sample included 185 privatizations in 30 countries. They found that the

former were on average more underpriced than the latter.

Studies in Australia give conflicting results. Choi and Nam (1998) report an average
initial return of 16.6 % and 11.9 % for Australian privatization IPOs and private-sector
IPOs respectively. A study of the Australian market by Steen et al (2001) suggests that
the opposite is the case. They report that private-sector [IPOs outperform the privatization
IPOs both in the short-run and the long-run. This conclusion is supported by Breda et al.

(1997) who compared 6 Australian privatization IPOs to 20 private sector IPOs.

In Portugal, Vieira and Serra (1996) reveal that Portuguese privatization IPOs are less
underpriced than private sector IPOs. They also provide evidence indicating that in the

long-run, IPOs of government-owned enterprises under perform the private sector IPOs.

Isnurhadi (2005) indicates that while in the short-run Malaysian privatization IPOs offer

higher returns than private-sector IPOs, the pattern reverses in the long run.

Dewenter and Malatesta (1997), taking a more global perspective, used samples from

Canada, the United Kingdom, France, Hungary, Malaysia, Japan, and Poland. They



conclude that on average, IPOs of government-owned firms are more underpriced than
private-sector [IPOs. Though much of the evidence indicates that privatization IPOs offer
more initial returns than private-sector IPOs, it is clear that in some countries it is quite

the opposite.

Much of the local research, mainly MBA studies (Moko, 1995; Jumba, 2002; Maina,
2006) focus on the general performance of IPOs and the relationship between certain
variables such as subscription rates, book value per share and issue price. There is no
study that takes a comparative evaluation of the performance of private sector [POs and
privatization IPOs. This research aims at filling this gap by documenting, analyzing and
comparing the performance of the two categories.

For the NSE, IPOs of government-owned enterprises and private sector IPOs have gained
momentum in the last six years and the trend is expected to continue into the future as
more private companies and state-owned companies are listed. It is therefore important to
know if indeed there is any difference in the degree of underpricing or overpricing and
the long-run performance of privatization IPOs and private-sector IPOs in a developing
nation like Kenya. This leads to the problem question: how do the initial returns and
long-run performance of private-sector IPOs compare to the privatization IPOs at the
NSE? The findings of this research will give direction in answering the problem

statement above.



1.3 Objectives
1. Document the short/long-run performance of private and public-sector [POs
2. Analyze and compare the IPO performance of privately-owned and government-owned

companies at the NSE

1.4 Importance of the study

There has been increased interest in the stock market since the government of Kenya sold
30% of its stake in Kengen shares in 2006. Before Kengen IPO, the Moi regime had
privatized a number of state owned enterprises e.g. Kenya Airways. In the last six years
over 6 companies have undertaken initial public offerings, 3 of which are companies in
which the government has a stake. The NSE is expected to attract more companies in the
years to come. This study is expected to add another strand to enrich fiancé literature.
The results of this study coupled with other considerations will give a clear guide to

investors on making informed decisions when investing in initial public offerings.

The study will help both the institutional and retail investors who invest in the stock
market for speculative reasons and long-term returns. For example, for the speculators, it
will answer the question: who benefits more between an investor who invests short term
in the IPO of a privately-owned company and one who puts his money in the [PO of a
government-linked company. Long term investors are expected to benefit by making
investment decisions based on the study. For example, if one category under performs the
market compared to the other, it is only prudent to offload your shares on the first day of

trading or invest in the category that provides higher return.



The institutional investors e.g. pension funds, insurance companies, fund managers are
also expected to benefit from the study as both the short-run and long-run performance of
the IPOs of the two categories are compared. From an investor’s point of view, the
existence of return patterns may present opportunities for active trading strategies to
produce higher returns. The study will also prove important to academicians,

governments, Capital Markets Authority and other regulatory agencies.
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2 CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

Studies done in the area of IPOs seems to fall into three categories. These are: short-run
under pricing, long-run underperformance and hot and cold cycles. The first known as
short-run anomaly states that [POs are, on average, substantially under priced on the first
day of trading. Second, what appears to be under pricing in the short-run turns out to be
overpricing in the long-run. The third anomaly in the pricing of stocks is that cycles exist
in both the volume and the average initial returns of IPOs. The periods of high average
returns are known as ‘hot’ issue markets while the periods of low average returns are

called ‘cold’ issue markets.

2.2 Theory and Empirical Study on short-run underpricing

International evidence on IPOs reveals strong underpricing in the short-run and long-run
underperformance. Some studies show overpricing (negative returns) while others reveal
underpricing (positive returns). A large number of evidences of IPO underpricing in the
short run come from studies of U.S. capital markets (Ibbotson and Jaffe, 1975; Ritter,
1991; Ibbotson, Sindelar, and Ritter, 1994) as well as other developed countries such as

European countries (Husson &Jacquillant, 1990; Levis, 1993; Kunz &Aggarwal, 1994).

In Canada, Kooli and Suret (2001) report that IPOs underperform significantly in
comparison to seasoned firms with the same market capitalization. By comparison, IPOs

in developing countries show even greater initial excess returns e.g. Malaysia 166.67%

11



and Singapore 39.4% (Dawson, 1987). In Chile, average initial return is 16.3%

(Aggarwal et.al., 1993).

Jumba, (2002) concludes that IPOs are deliberately underpriced in the pre-market leading
to high initial returns. She reports an average daily return for a sample of nine IPOs
(1992-2000) of 0.06 % in the three years of going public. A market model of the NSE
index constituent companies produced an average daily return of 0.3% over the same

three-year period.

Baron (1982) suggests that the issuer wants to maximize net sale proceeds, and offers a
delegation contract to the underwriter, who sets the price and distributes the shares. Both
issuer and underwriter are risk neutral. The issuer is less informed than the underwriter,
in that it does not observe some demand parameters prior to contracting and it cannot
monitor the underwriter’s distribution effort. In this setting, Baron shows that the optimal
offer price is a decreasing function of the issuer’s uncertainty about the capital market

conditions.

Rock (1986) posits that there are two groups of investors, and one group is better
informed than the other and the issuer about the actual value of the company. The better
informed investors subscribe to the not overpriced issues. This is called winner’s curse.
To overcome this winner’s curse, the offers have to be underpriced on average otherwise;
the uninformed investors will not participate in IPOs. More asymmetry of information

about the value of the issue will require more underpricing.
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Beatty and Ritter (1986) analyzed the effects of investment bank reputation and share
value uncertainty on IPO underpricing. The share value uncertainty is referred to ‘ ex-
ante uncertainty’. They argue that the greater the degree of ex- ante uncertainty, the
higher the degree of underpricing. They suggest that underwriters play an important role
in enforcing an equilibrium whereby the relatively riskier companies are underpriced
more. The underwriter will always select offer prices which are neither too high nor too

low in order to maintain their market share in underwriting IPOs.

Allen and Faulhaber (1987), Grinblatt and Hwang (1989) and Welch (1989) model the
underpricing in IPOs as a signal of the firm’s value. In these models, the issuer knows the
true value of the offer, while investors are uninformed. The high value firm optimally
signals its type through underpricing in the initial sale, because this will allow charging

higher prices in subsequent offers. Here, underpricing occurs in partial sales.

Leland and Pyles’ (1977) model is one of the first signaling models which described the
issuer’s function in the IPO process. Their model is a simple static equilibrium model
where the ownership retention rate signals to investors the quality of the issuer. They
argue that the level of retention of shares by original shareholders can be a convincing
signal of the firm value to the outsiders. This idea is very much tied to the principal-agent
conflict which should be less of a problem when owners of a company retain large

amount of shares after the IPO, thus these companies are regarded as high quality ones.
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Investors are expected to make their IPO purchasing decisions based upon this crucial

information.

Allen and Faulhaber (1987) also used the bivariate signaling model. In addition to
ownership retention rate being a signal of a company’s quality, the issuer deliberately
undervalues his [PO as a second signal to convey the high quality of the company to
investors. By doing this, the issuer is conveying the message that it is financially sound

and will be able to recoup losses incurred by undervaluing the issue.

Choi and Nam (1998) compared the initial returns of Privatization Initial Public Offerings
(PIPOs) to private-sector IPOs. Their sample included 185 privatizations in 30 countries.
They found that PIPOs were on average more underpriced than IPOs of privately-owned
firms. One of the countries included in the sample was Australia. They report that their
sample of seven Australian PIPOs, covering the period 1991-97, had an average initial
return of 16.6 percent. They then compared their public sector sample to a sample of 266
privately issued IPOs covering the period 1976- 89 and reported an average initial return

of 11.9 %.

Using the same sample period (1991-1997) and the method of calculating returns as Choi
and Nam (1998), Steen et al (2001) find that Australian PIPOs have mean initial returns
of 11.57 % or 10.25 % depending on whether retailer or institutional prices are used. This
compares to 17.55 % for all Australian private-sector IPOs covering the same sample

period. While the standard deviation of initial returns of PIPOs is 17.09 and 16.27 percent

14



(retail and institutional prices respectively), the equivalent figure for private-sector IPOs
is 55.49 %, roughly, three times the size. These figures are consistent with IPO literature
that generally supports the notion that risk and return should be positively correlated.
Hence, PIPOs have significantly lower risk and therefore lower initial return than private

sector IPOs.

In the UK, privatization IPOs offers a significant underpricing of 38.7% while private-
sector IPO generate 3.4% (Menyah &Paudyal, 1996). Paudyal et.al. (1998) reports that
privatization IPOs in Malaysia are underpriced more than private sector IPOs. In short,
most evidences show that in the short-run IPOs are underpriced either in developed or

emerging economies.

Different theoretical arguments have been put forward to account for the observed

privatization initial returns (Huang and Levich, 2003)

2.2.1 Asymmetric Information Theory

According to this theory, it is reasonable to expect that there should be less uncertainty
about larger and mature firms, operating in stable industries, as they are likely to be
followed by more analysts, produce more information about their activities, and possibly
have longer periods of operation, than small and young firms established in new
industries. If so, a larger underpricing should be observed for privatizations of smaller
state-owned firms. Given that companies involved in private IPOs are younger and in

more dynamic industries, privatization IPOs should be less underpriced and thus yield
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lower returns. Yet limited demand in small capital markets may dictate greater
underpricing for larger issues to ensure the success of the operation. Therefore a higher
degree of underpricing may be observed in larger privatization offerings. Asymmetric
information theories also predict that underpricing is larger for transactions where the
length of time between offer price setting and first trade date is greater, and for
privatization offerings. As the scope and implications of the privatization program are
revealed, uncertainty about offer characteristics is reduced yielding diminishing initial

returns over time.

2.2.2 Political Economic Theories

Political economic theories argue that governments pursue above all, political objectives.
This view argues, for example, that shares are allocated for purchase at a discount by firm
employees to gain employee political support in the process. This suggests that, initial
returns in privatizations for which a share tranche is reserved to employees, should
exceed initial returns observed when there is no such reserved tranche. Similarly,
governments try to build political support during the early stages of a privatization
program by underpricing first privatization offers, which satisfies investors and increases
their confidence for the next offers. Higher initial returns should also be expected
whenever a privatization offer occurs on a year of parliamentary elections, before those

elections take place, to avoid shifting voting preferences of the population.

According to Biais and Perotti (2002), strategic privatization of allocating significant

share ownership to a targeted section of the population is mainly used by right-wing
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parties. Consequently, higher initial returns should be observed when right-wing parties
are leading the country. In some instances government officials may seek to benefit
indirectly by underpricing shares and allocating them to political allies. All of these
political objectives suggest that government officials have stronger incentives than
private issuers to under price IPOs and that they do so to a greater degree. Initial returns
to investors in privatizations should therefore exceed those to investors in private

company [POs.

It is also argued that governments in countries with relatively primitive capital markets
are most likely to promote broader share ownership by deeply discounting privatization
shares in IPOs. In addition, there is probably greater uncertainty about the intrinsic value
of initial share offers in primitive capital markets than in developed ones. In primitive
capital markets there are few, if any existing publicly-traded firm that are closely
comparable to an offering firm. There are also fewer security analysts specializing in
primitive capital markets. Thus, the appraisal of offering firms is more difficult and the
production and dissemination of information pertaining to share values is less extensive
under primitive capital market conditions. Greater uncertainty about the value of an offer
prevails under these conditions. Therefore, differences in valuation uncertainty and in
government political objectives suggest that initial returns for privatizations in countries
with relatively primitive capital markets should exceed those for privatizations in

countries with highly developed capital markets, other factors held constant.
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2.2.3 Foreign Participation Theory

A privatization program represents a wealth transfer from the state to investors and, for s
given level of underpricing, governments will be more subject to criticism the greater is
the foreign allocation. The prediction is thus that higher initial returns should be lower
when foreign allocation increases. Yet, international diversification benefits would
dictate that offer prices are higher in offerings with foreign international investors.
Besides, the cross-listing of the shares of a privatized firm may be seen as a signal of
quality and government’s commitment through the privatization program. This could
resolve part of the uncertainty regarding the firm value and result in higher offer prices in
the first place and therefore lower underpricing for those offers with a listing in foreign

markets.

2.2.4 Agency Theory

Agency theory models argue that managerial incentives and market monitoring are
ineffective in partial sales because the control shift to the private sector is not complete,
given the likelihood of government intervention later after the sale, and that impacts
expected economic performance. This is also true for sales of firms in regulated
industries. The prediction is that partial privatization offerings are riskier and therefore a
larger underpricing is required to reassure and convince investors to buy shares. Yet a
government mainly concerned with revenue maximization would be unwilling to under-

price and would prefer total privatization.
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2.3 Theory and Evidence on the Long-run under-performance

Studies indicate that in the long run there is a severe underperformance of IPOs. In the
U.S. empirical evidence shows that, in the long-run, IPOs under perform relative to the
overall market. Ritter (1991) and Lounghran and Ritter (1995) document several
underperformance of initial public offerings. Ritter (1991) finds that the matching firm
adjusted cumulative average returns in three years to be -29.1%. Aggarwal and Rivoli
(1990) report market adjusted returns of -13.7 % from the first day of trading to the 250

days of trading.

In other countries, the findings are consistent with those of U.S. Levis (1993) reports a
long-run under-performance of -30.59 % by the third year after the offer in the U.K. Finn
and Higham (1988) reports -6.5% one year market adjusted returns in the U.K. However,
Dawson (1987) reports interesting evidence that in the long-run, IPOs on average

outperform the overall market by 18.2 % in one year.

Kim et al. (1995), using a sample of 169 firms listed on the Korea Stock Exchange during
period 1985-1989, report that Korean IPOs outperform seasoned firms with similar

characteristics.

Stern and Bornstein (1985) found that for the period from January 1975 through June

1985, IPOs had underperformed the market in the long run. The average new issue was

down 22% relative to the broad Standard and Poor’s 500 stock index.
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Ibbotson, Sindelar and Ritter (1988) present three possible explanations for the long-run
performance of IPOs: divergence of opinion, the impresario hypothesis and windows of

opportunities.

2.3.1 Divergence of opinion

According to this theory, IPOs are usually subscribed by investors who are the most
optimistic about the issue and their prices are set by this group rather than the appraisal of
the typical investor. Further, the greater the uncertainty about the value of the IPO, the
higher is the price that optimistic investors are willing to pay relative to pessimistic
investors. In the long-run, as more information about the issuing firm becomes available,
the divergence of opinion between these two groups of investors will narrow and,
consequently, market price will drop. Miller (1977) predicts that IPOs will generate
abnormal returns in the short-run but they will have smaller price appreciation than the
seasoned firms in the long-run. He also expects IPOs’ long-run return to be negatively

related with its ex ante characteristics.

2.3.2 Impresario theory

Shiller (1990) advances an impresario theory that, investment bankers (impresarios)
under price IPOs to create an appearance of excess demand. According to Ritter (1991),
companies with the highest initial returns should have the lowest subsequent returns. In
his analogy, Shiller (1990) illustrated that impresarios who manage musicians and
entertainers know that they should not always price tickets so as to maximize profit on
that single event. To do so, they run the risk that the event may be attended by few

people, a case of under-subscription. It is often better to create a situation of excess
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demand for the tickets. This impression would ensure that greater demand for subsequent
event is created. By the same token, underpricing of IPOs will create high initial returns
giving the impression that the stockbroker or underwriter is giving good investment

advice.

2.3.3 The Windows of Opportunity Theory

If there are periods when investors are especially optimistic about the growth potential of
companies going public, the large cycles in volume may represent a response by firms to
‘time’ the IPOs to take advantage of the swings in investor sentiments. Ritter (1991 and
Loughran and Ritter (1995) argue that the low returns on IPOs are consistent with issuers
taking advantage of ‘windows of opportunity’ in which the market is willing to overpay
for their equity. Myers (1984) viewed this framework as a dynamic financing hierarchy
or windows of opportunity model. External financing is sometimes the first choice for
financing because sometimes firms can issue overvalued equity. The windows of
Opportunity predict that there will be low long-run returns on firms conducting IPOs than

on firms conducting seasoned equity offerings.

Ritter (1984) also proposes a number of reasons that explain the long-run

underperformance of IPOs

Risk management
According to him, when firms decide to go public, they usually engage in activities
necessary to obtain clearance from the authorities. The months preceding the issue

witness management activities geared towards making the offers attractive. Sometimes,
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companies engage in expansion programs and even change of management. The end
result usually gives companies a positive outlook. What may happen in the aftermarket is
that companies may adopt strategies where they lack adequate capacity or the changes

may be too drastic to cope with leading to risk mismanagement leading to low returns.

Bad luck

Bad luck may be attributed to the perception of investors on the stock market or adverse
environmental factors beyond the control of the company which may adversely affect
performance of the company. An example would be a severe drought on an agricultural-

based company.

Fads and over-optimism

Shiller (1990) examined the relationship between stock prices and social dynamics and
argued that mass psychology may well be the dominant cause of movements in the price
of the aggregate stock market. Fads or over-optimism can lead to overvaluation of the

equity market, which leads to under-performance in the long-run

Several studies have been carried out in different countries comparing long-run
performance of IPOs of privately owned and publicly owned firms. Menyah and Paudyal
(1996) state that long-run performance of privatization IPO is 60.97% in contrast to only

3.01% for private sector.
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Isnrhadi (2005) argues that initial underpricing has consistent significant long-run
performance. His results support the proposition that privatization initial public offerings
which experienced heavy underpricing will in the long run have difficulty in

recuperating.

Rizwan and Khan (2007), using a sample of 35 pakistani offerings from 2000-2006
conclude that PIPOs are statistically significantly underpriced more than the private
sector IPOs in the short run. In the longrun, PIPOs remarkably better than than IPOs.
Sohail and Nasr (2007), using a sample of 50 Pakistani IPOs during the period 2001-2005
find significant underpricing for Pakistani IPOs reporting an average first day return of
35.66 % for subscribers. In analyzing the longer-term performance of IPOs, they find a
buy (at the closing price of the listing day) and hold ( to the end of the twelfth month)
strategy resulting into a mean 38.1 % return by using market adjusted model. However,
their study of new equity issues in Pakistan market only examines initial performance and

one-year long-run performance.

Using different samples from 59 countries across the world, Jones et al. (1999) document
an average initial return of 34.1 % for privatization IPOs. Meyah et al. (1990) proposes
that UK privatization should not possess differential information because of large amount
of information available prior to going public. Contrary to their hypothesis, they found
excess returns that significantly exceeded private sector IPO returns for initial and long
run performance. On the other hand, jelic and Briston (1999) find no general tendency for
privatizations to be underpriced more than private sector IPOs. Similar result is provided
by Easto and Pinder (1996) for seven Australian PIPOs from 1989 to 1995 who conclude

these PIPOs were no more underpriced than non-public sector IPOs. In contrast,

23



Ausennege (2000) reports that the average initial return on Spanish PIPOs is significantly

higher than on private sector IPOs respectively.

In Malaysia, Paudyal et al. (1998) find that long-run performance over the first three
years shows no significantly positive or negative performance for both privatization and
private sector IPOs. Isnurhadi (2007) however, indicates that while in the short-run
Malaysian PIPOs offer higher returns than private-sector IPOs, the pattern reverses in the

long run.

International evidence of long-run privatization IPOs performance reveals mixed results.
In developed capital markets, it seems that in the long-run privatization IPOs

performance is significantly negative but in emerging capital markets it is in contrast.

In Portugal, Vieira and Serra (1996) reveal that Portuguese PIPOs are less underpriced
than private sector IPOs. They also provide evidence indicating that in the long-run,

PIPOs under perform the private sector [POs.

Ritter (1991) states that long-run performance is associated with management shifts
resulting from the transfer of state to private ownership and the resulting improvements
in economic efficiency. Political risk is an obvious feature of privatization offerings that

may play an important role in understanding the behavior of returns overtime.

Isnurhadi (2005) analyzed the short run and long run performance of privatization IPOs
in Malaysia. He found out that in the long-run, initial underpricing has consistent
significant impact on three-year and five-year returns. His results support the proposition
that IPOs which experience heavy underpricing in the short-run will have difficulty in
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recuperating in the long-run. This is why the degree of underpricing strongly affects long-
run aftermarket return. What appears to be underpricing in the short-run turns out to be
overpricing in the long-run. His results also suggests that investors buying privatized
IPOs from the market on the first day of trading would not, on average, receive any

significant excess return over the first three years and at the end of fifth year.

Boardman and Laurin (2000) use a variable to measure the timing of a particular offering
within the process of privatization in a country. They also account for the portion of
retained government ownership and for different regulating and competitive

environments.

Perotti and Van Oijen (2001) also used a proxy for political risk and suggest that the
progressive resolution of political risk as the privatization program evolves, leads to more
positive returns. Yet, in the long-run, after the initial correction, one should observe

lower returns reflecting lower risk.

Ayber (2002) shows that emerging market PIPOs under-perform developed markets
issues.
Other hypotheses that have been advanced to explain underpricing of IPOs are as

follows:
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The Lawsuit Avoidance Hypothesis
In the U.S., the securities Act of 1993 makes all participants in the offer who sign the
prospectus liable for any material omissions. One way of reducing the frequency and

severity of future lawsuits is to under-price.

The Stabilization Hypothesis

Ruud (1993) argues that the practice of stabilization by investment bankers results in
average initial returns that are substantially overstated. Stabilization is the practice of
buying large numbers of shares in the immediate aftermarket in an effort to prevent the

price from falling.

The Ownership Dispersion Hypothesis

Issuing firms may intentionally under price their shares in order to generate excess
demand and be able to have a large number of small shareholders. The dispersed
ownership will both increase the liquidity of the market for the stock and make it more

difficult for outsiders to challenge management.

2.4 TPO cycles: Theory and Evidence

The initial public offering (IPO) market follows a cycle with dramatic swings often
referred to as hot and cold markets (Ibbotson and Jaffe 1975; Ritter, 1984). A hot IPO
market is characterized by an unusually high volume of offerings, severe underpricing,
frequent oversubscription of offerings and to a certain extent, by concentrations in
particular industries. In contrast, cold IPO markets have much lower issuance, less

underpricing, fewer instances of oversubscription and larger offerings.
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Some researchers have argued that these swings in the IPO market reflect changes in
investor sentiment, while others have argued they arise from changes in factors that affect

the decision to issue equity, such as asymmetric information between investors and firms.

The empirical evidence describing issuers in hot and cold markets is mixed. Choe et al
(1993) and Bayles and Chaplinsky (1996) provide evidence that announcement effects
are less negative in hot markets, suggesting that better quality firms issue equity in hot
markets. Tests of the IPO signaling models by Jegadesh, Weinstein and Welch (1993),
Michaely and Shaw (1994), cast doubt on the strength of the relationship between
underpricing and firm quality, suggesting that hot issue market may not reflect greater
participation by high quality IPOs. Loughran and Ritter (1995) suggest that equity
issuers are below-average quality firms, especially if they issue equity in a hot market.
They argue that the underperformance results are evidence of investor over optimism and

managers’ willingness to take advantage of such sentiments.

Bayless and Chaplinsky (1996) argue that hot issue markets need not occur solely
because of swings in GDP. A window of opportunity could occur in any period in which
the cost of issuing equity is lower for all firms, such as when events known by both

managers and investors dominate firm specific information.

Jain and Kini (1994) and Mikkelson and Shah (1994) do not specifically study hot
markets in comparison to cold markets, but their results based on acco unting data

indicate that IPO firms time their offerings to coincide with peak operating performance.
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Hewlwege and Liang (1995) suggest that long-run operating performance of hot and cold
market issuers doesn’t differ substantially in the five years following the IPO. They argue
that there is no evidence in favour of the asymmetric information theories of equity
issuance cycles that hot markets are characterized by better firms. According to them,

pricing is affected by over optimism in hot markets.
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3 CHAPTER THREE: METHODOLOGY

3.1 Research design
The study sought to document, analyze and compare the performance of initial public

offerings of private -and state-owned companies at the NSE. The study is empirical in
nature. The empirical design was deemed appropriate as it enables testing of hypotheses
in line with research objectives. This research design has been successfully used by

Dewenter and Malatesta (1997) and Isnurhadi (2005) among others.

3.2 Population
The population of the study consists of all initial public offers of common stock at the

NSE during the period 1984-2008; therefore, there was no need of sampling. A total of
16 companies were listed at the NSE between 1984-1997 (Maina 2006). The period
1998-2008 saw an additional 10 companies listing at the NSE, bringing the total number
to 26 companies, 9 among them being government-owned firms. However, only those
companies whose trading data were available were included in the study. The period
chosen was considered adequate enough to comprehensively document, analyze and
compare the performance of the two categories (private and government-owned firms).
For long-run performance analysis, a company must be at least 3 years old since going

public.
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3.3 Data collection
Secondary data was used in this research. The data was obtained from the Nairobi Stock

Exchange database, Capital Markets Authority and data vendors namely; MediaCorp,
NellyData and Rich Management. Daily Nation market reports were also used to
supplement the aforementioned sources. For a company whose trading details were not
available in the NSE data base, every effort was made and assistance sought to obtain
relevant data from Daily Nation market reports. This was especially so for those

companies listed before 1990.

3.4 Hypothesis

In line with the research objectives, data was analyzed and tested to yield conclusions in

respect of the hypotheses below.

Hypothesis A

HO: The mean initial return of an [PO of a government-owned company and that of a
privately-owned company are the same.

Le. W= W

Ha: The mean initial return of a government-owned company and that of a privately-

owned company are not the same.

1.e. M]Z/: U2

Hypothesis B
HO: The mean buy-and-hold abnormal return (BHAR) of an IPO of a government-owned
company and that of a privately-owned company are the same.

1e. Hi= U2
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Ha: The mean buy-and-hold abnormal returns (BHAR) of an IPO of a government-owned

company and that of a privately owned company are not the same. i.e. 1 =/= 2

3.5 Return computation
Short-run returns

The first day return for each IPO has been calculated as follows, as proposed by

Dewenter and Malatesta (1997)

ril =log (Pil) — log (Pi0)

Where 7il is the raw, unadjusted return of stock i on the first day of trading.P;; is the first
day closing price of stock i and Pjy is the initial offering price of stock i. Here, the initial
return has not been adjusted for overall market movement so it is called “raw” return. To
calculate initial abnormal returns of IPOs, the raw return has to be adjusted with the
return of market index so as to remove the impact of any general movement in the share

prices.

The return on the market index during the same time period is computed as:
rmi = log (In1) — log (Ing)
Where:1,,;- is the market index value at the close of the first trading day.
1,0~ 1s the market index value on the offer day of the appropriate stock and

rmi- 1s the first day’s market return

Using the two returns above, the market adjusted abnormal return (MAAR) for each [PO

on the 1* day of trading was computed as follows.
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MAARI 0 = ril-ry,;

The market adjusted abnormal return measures the extent to which the rate of return on a
newly issued share exceeds the rate of return earned on the market as a whole. The reason
for adjusting the return as said earlier is to remove the impact of any general movement
in the share prices. The return computations of IPOs and PIPOs are shown in schedules 1

and 2.

Long-run returns

The long-run aftermarket performance is examined by computing buy-and —hold returns
(BHRs).according to Barber and Lyon (1997), abnormal return calculated as a simple
buy-and-hold return on a simple firm less the simple buy-and-hold return on a reference
portfolio or control firm. In addition, buy-and-hold returns accurately reflect the actual
return that investors receive from their investments. The buy-and-hold return, as

proposed by Ritter (1991) for company i, is defined as:

MBHRi = In (P;/Pis1) — In (1 y,)/Ini-1

Where; MBHRI represents the market buy-and-hold return for a firm over a period of 36
months.

P;,and I,,, denote the end of month t share price for the firm i and the corresponding end
of the month index respectively while P;,; and I, ,;, represent end of month #-/ share
price and the corresponding month index respectively. The computations of the MBHR

are contained in schedules 3-21 and the analysis thereof in figures 1-17.
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4 CHAPTER FOUR: Data analysis, Findings and Interpretations

4.1 Data analysis
Data collected for the 7 PIPOs and 14 IPOs have been analyzed as shown in tables 1 and

2, figures1-17 and schedules 1-21.

Descriptive statistics were used to summarize the data. This comprised of an analysis by
using means, standard error, variances and t- statistic. The hypotheses were tested by
calculated the t-statistics and comparing it with the table values of t. A 5 % level of

significance was used with N1+N2 d.f.

Tables 1 and 2 show the descriptive statistics of the PIPOs and IPOs in the short run and

the long-run respectively. The mean, standard deviation and the t-statistic have all been

computed.

Table 1: Difference of means of IPOs and PIPOs

SHORT-RUN ALL | PIPOs | IPOs
Mean 13.9 | 22.219 9.79
Standard deviation 1432 | 14.71 12.6
Maximum 52.68 | 52.68 | 39.72
Minimum -11.96 7.18 | -11.96
Level of significance (%) 5 515
observations 21 7114
Calculated t 2.187 | 2.187
Table t 2.093 | 2.093
d.f 19 19
Decision: Reject HO
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Table 2: Difference of means of IPOs and PIPOs

LONG-RUN ALL PIPOs IPOs
Mean -0.05886 | -0.0725 | -0.0532
Standard deviation 0.129 0.1536 | 0.1257
Maximum 0.163 0.14 0.16
Minimum -0.244 -0.227 -0.24
Level of significance 5 5
observations 17 5 12
Calculated t 3.194 3.194
Table t 2.131 2.131
d.f 15 15
Decision: Reject HO

Schedule 1 shows the computations of the market adjusted abnormal return of private

companies while schedule 2 gives a summary of the return computations of the PIPOs.

The long-run analysis is contained in schedules 3 and 4. Figures 1-17 show the behavior

of the returns of 17 companies over a 36- month period.

4.2 Findings and interpretations

4.2.1 Short-run Performance of PIPOs and IPOs

The study was undertaken with the objective of documenting, analyzing and comparing
the short-run and long-run performance of PIPOs and IPOs. From the schedules 16 and
18, it can be deduced that both the IPOs and PIPOs were underpriced. The latter
experiencing a mean return and standard deviation of 9.79% and 12.63 respectively and
the former posting mean return and standard deviation of 22.22% and 14.72 respectively.
These figures are consistent with PO literature that generally supports the notion that

risk and return should be positively correlated.
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Besides, in the category of the privatization initial public offerings, Kengen had the
highest mean initial return of 52.68% while Kenya Airways had the lowest mean initial

return of 7.18.

In the category of IPOs, scan group was heavily underpriced posting 39.72% while Athi
River Mining experienced negative initial return of 11.96. During the listing of Kengen,
investor confidence was at its peak resulting into first trading day closing price of 40

from the listing price of 11.90.

From tables 1 and 2, mean return of 13.9% of initial return shows that if an investor
invests equal amount of money in each IPO at the issue price and selling each IPO on its
first trading day, he would have earned an average of 13.9% on his investment.

On the other hand, if the investor had invested only in the privatization IPOs, his
investment would have yielded 22.2% while the strategy would have earned him 12.6 %
return had he invested in IPOs of privately-owned companies. For the long-run return,
both the IPOs and PIPOs yielded negative returns. However, it must be noted that MBHR

of IPOs were more negative.

The null hypothesis A, which states that the mean initial return of both IPOs and PIPOs
are the same, was tested at 5% confidence level with 19 d.f. The hypothesis was rejected
because the calculated t statistic is more than the table t. The means are statistically

different from zero.
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These findings are consistent with previous studies. For example, Choi and Nam (1998)
compared the initial returns of Privatization Initial Public Offerings (PIPOs) to private-
sector IPOs and found that PIPOs were on average more underpriced than IPOs of
privately-owned firms. Menyah &Paudyal, (1996) found that in the UK, privatization
IPOs offers a significant underpricing of 38.7% while private-sector IPO generate 3.4%.
There are however other studies that are contrary to the findings of this study and others
before it, e.g Steen et al (2001) find that Australian PIPOs have mean initial returns of
11.57 % .This compares to 17.55 % for all Australian private-sector IPOs covering the

same sample period.

4.2.2 Long-run performances of IPOs and PIPOs

A comparative evaluation of the long-run performance of both IPOs and PIPOs was done
and hypothesis tested. The results as shown in schedules 3 & 4 show that both the IPOs
and PIPOs had negative MBHRs with the former experiencing a negative return of
0.05321 and the latter showing a negative of 0.0724 A test for the difference of the two
MBHRs rejects equality at 5% level of significance. The null hypothesis HO, which
states that the Market-Buy-and-Hold return of the PIPOs and IPOs are the same, is
therefore rejected since the calculated t is more than the table t. Previous studies have
also indicated that short run wunder pricing of PIPOs results into long-run
underperformance. Previous studies that have produced similar results include analysis of
Portuguese IPOs by Vieira and Serra (1996) which provide evidence indicating that in the
long-run, PIPOs underperform the private sector IPOs. Isnurhadi (2007) indicates that
while in the short-run Malaysian PIPOs offer higher returns than private-sector IPOs, the

pattern reverses in the long run.
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5 CHAPTER FIVE: Conclusion and recommended areas for further study

5.1 Conclusion
The objective of this study was to comprehensively document, analyze and compare the

performance of IPOs of state-owned companies and those of privately-owned companies
at the NSE. The study took a comparative approach. It revealed that PIPOs were more
underpriced than their counterparts in the private sector, the result of which was increased
initial return for those investors who were lucky enough to subscribe to the shares at the

offer price.

Governments the world over are known to underprice PIPOs in the pre-market and
Kenya is no exception. The Kenyan government under president Kibaki, has sold several
big and well-known enterprises. The government is committed to generate support for its
privatization program, fully develop the capital markets and also improve the efficiency

of state-owned enterprises.

As revealed by this study, most of those companies that were privatized experienced huge
initial returns. Kengen for instance produced the highest return of 52.68 %. PIPOs tend
to post huge returns in the after-market albeit in the short run only. The possible reasons
for this practice by governments include political reasons i.e. gain political support from
the citizenry, economic reasons in terms of giving the public the chance to own
substantial shares in companies and also to create investor confidence in subsequent
offerings. The government has stronger incentive than private issuers to underprice IPOs

and that they do so to a greater degree.
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In the long-run, the trend changes in favor of private companies’ IPOs i.e while both the
PIPOs and IPOs underperform the market, the former does that to a greater extent. Again,
possible reasons for this behavior emanate from the fact that government enterprises are
often interfered with by the political or ruling class and the dichotomy between
management and ownership is not clearly defined; a problem commonly referred to as the
agency problem. Many believe that government-enterprises are poorly managed hence
perform dismally compared to private companies. It is however clear that any investor
who buys a PIPO is better placed to benefit immensely in the short run than one who

invests in an [PO.

It is expected, as shown by this study that initial returns to investors in privatization IPOs
should exceed those to investors in private company IPOs. This research will hopefully
add another strand to finance literature, enrich and provide significant contribution to

previous findings and be of invaluable importance to investors.

5.2  Limitations of the study
Corporate earnings

The study did not directly incorporate dividend earnings in the return computations. It is
however expected that any earnings announcement would definitely be reflected in the
market prices even before such announcements are made at least as per the Efficeint
Market Hypothesis

Lack of market information

It was very difficult to get the necessary market/trading details/information of several
companies, e.g NBK. Besides, information about companies that were listed before 1984

was never found though the inception of the NSE dates back to 1

38



5.3 Recommended areas for further study
The researcher recommends that further study be carried out to empirically test or

investigate other possible factors that may result into under pricing or overpricing of
IPOs and PIPOs e.g using regression analysis to determine the effects of initial under
pricing, number of days between price setting and first trade date, fraction of equity
retained by government, employee and foreign participation etc on the long-run

performance of IPOs and PIPOs.
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Fig 7:MBHR of Jubilee
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Fig 15: MBHR of Scangroup
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