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This article compares the characteristics and the price behavior of case-by-
case privatization initia public offerings and private sector initial public
offerings in Poland over the first nine years after the reopening of the Warsaw
Stock Exchangein April 1991. Thereis evidence that the Polish government is
market-oriented, trying to build up reputation for its privatization policy over
time by underpricing, selling ahigh fraction at the initial offer and underpricing
more when selling to domestic retail investors. In the long run privatization
initial public offerings experience neither an under- nor an overperformance. A
lower political influence has no effect on thelong-run performance of privatized
companies (JEL G12, G18, G38).
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|. Introduction

Thisarticle examinesthe characteristicsaswell asthe short- and long-
run price behavior of Polish case-by-case privatization initial public
offerings (Pl POs) compared to Polish private sector | POs (1POs). More
specifically, we analyze the following questions: First, how do PIPOs
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and private sector 1POs differ with respect to underpricing? Second,
how can the underpricing of PIPOs and private sector IPOs be
explained? Third, do Polish PIPOs experience a positive long-run
performance? Fourth, how does the long-run performance of Polish
PIPOs compare to private sector |POs and how does the fraction sold
affect the long-run performance of PIPOs?

Thisaritclecontributestotheexisting literaturein several ways. First,
an Eastern European emerging market isexamined completely fromthe
resumption of the stock market. Other studies, like Joneset al. (1999),
Megginsonet al. (2000), Dewenter and Malatesta(1997) or Huang and
Levich (1998) investigate severa markets all over the world and
consider developed and emerging markets jointly. The analysis of a
single (Eastern European) emerging market can provide additional
insightsasthe databaseismore homogeneous. Second, theinvestigation
of ashare privatization programright from the beginning allowstesting
to what extent abuild-up of reputation for the government concerning
the privatization program takes place over time. Third, in addition to
PIPOs private sector 1POs are also examined and both groups are
compared to each other. This allows identifying similarities and
differences between privatization and private sector | POs concerning
their characteristics as well as their short- and long-run price
performance.!

The following section reviews the empirical evidence of studies
examining the price performance of PIPOs and presents testable
hypotheses about the short- and long-run price behavior of PIPOsand
private sector 1POs. Section three describes the database used and
providesdescriptive statisticsfor the | PO groups. In thefourth section
the empirical evidence regarding the initial return is presented and
possiblereasonsfor the underpricing are examined. Section fivedeals
with the aftermarket performance and section six gives asummary of
the findings.

1. There have only been a few comparisons of this kind in the literature. Examples are
Menyah and Paudyal (1996), who examine privatization and private sector IPOs for the
UK; Paudyal, Saadouni, and Briston (1998), who compare these groups for Malaysia; and
Jelic and Briston (1999), who analyze the price behavior of Hungarian privatizations and
private sector IPOs. The studies of Dewenter and Malatesta (1997) and Huang and Levich
(1998) also compare privatization and private sector IPOs but they only analyze the
underpricing.
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[I. Literature Review and Testable Hypotheses

A. The underpricing of PIPOs and IPOs

Numerousstudiesfocusing on privatel y-owned unseasoned new issues
document two main phenomena: Firgt, firmsgoing public areunderpriced
and second, they tend to underperform benchmark firmsinthelong run.?
Studies analyzing the price behavior of privatized state-owned
enterprises show that PIPOs are, on average, also underpriced. One of
thefirst studiesin this context was carried out by Jenkinson and Mayer
(2988) for French and UK IPOs. Other studies are for example Perotti
and Guney (1993), Dewenter and Malatesta(1997)%, Huang and Levich
(1998) and recently Jones et a. (1999) who examine a 59-country
sample of PIPOsfor which they document an averageinitial return of
34.1%.* A significantly positive underpricing can a so be observed for
Hungarian PIPOs (see Jelic and Briston (1999)).

Studies explicitly comparing the characteristics and the price
behavior of PIPOs and private sector |POs are scarce. For a7-country
sample (Canada, France, Hungary, Japan, Malaysia, Thailand, and the
UK) Dewenter and Malatesta (1997) find no general tendency for
privatizationsto be underpriced morethan private sector | POs. Similar
resultsareprovided by Jelic and Briston (1999) for Hungary. Incontrast,
Paudyal, Saadouni, and Briston (1998) report that the average initial
return on Malaysian PIPOsissignificantly higher than on private sector
IPOs.®

Many theorieshave been put forward to explaintheunderpricing of
initial public offerings. In order to formulate hypothesesto explain the
first-day returnlevel of Polish PIPOsand private sector | POs, the most
common and for Poland most relevant testable explanations will be
examined.

Asymmetricinformation theoriesimply that the uncertainty about the

2. See for example Loughran, Ritter, and Rydgvist (1994) for a survey reviewing the
international empirical evidence.

3. For a subsample of 19 Polish PIPOs they document a mean market-adjusted initial
return of 50.0%.

4. Ther 59-country sample consists of 242 privatization initial public offerings
(PIPOs), with 26 PIPOs in the Polish subsample.

5. An extensive survey of empirica studies on privatizations are provided by
Megginson and Netter (2000).
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valueof smaller, not established firmsishigher than that of larger, well-
knownfirms. Aslarger firmsarebetter knowntoinvestors, they should
beeasier to valueand, hence experienceal ower initial market-adjusted
return. As PIPOs tend to be larger than private sector 1POs this
hypothesis a so suggests that initial returnsin PIPOs should be lower
than initial returns in private sector 1POs. We test the following
hypotheses:

Hypothesis 1. Ex-ante uncertainty I: The initial market-adjusted
return of PIPOs islower than for private sector 1POs.

Hypothesis 2: Ex-ante uncertainty |1: Theinitial market-adjusted
return of large firmsislower than for small firms.

Allen and Faulhaber (1989), Grinblatt and Hwang (1989), and Welch
(1989) assume that issuers possess better information about the true
valueof theoffer thaninvestors. Inthese(pure) signaling models, high-
quality firmssell alow fraction of theshare capital at theinitial offer and
deliberately choosean offer pricebelow theintrinsicvalueto signal their
quality toinvestors. Thisunderpricingismotivated by the possibility of
achieving higher offer pricesin subsequent seasoned issues. Wetest the
following hypothesis:

Hypothesis 3: Puresignaling: High-quality firmswill underprice
their issues and only offer a small part of their share capital at
theinitial issue. Thisimplies a negative relationship between the
initial market-adjusted return and the fraction of the share
capital sold at the initial offer.

Perotti’s (1995) model assumesthat there isinformational asymmetry
between the privatizing government and theinvestors. He distinguishes
between two types of governments: market-oriented (committed) and
populist governments. A market-oriented government wantsto privatize
state-owned enterprisesseriously andirreversibly. Thisdoesnot apply
to populist governments. Privatization can only restrain but not eliminate
publicinterference, for exampleto transfer valuefrom shareholdersto
other groups by policy changes through regulation or taxation. A
government committed to privatization will not use such instrumentsto
transfer value, but less committed or populist governments will.

At thebeginning of aprivatization program the political uncertainty
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can be expected to be highest and a committed government might be
forcedtosell ahigher fraction at theinitial offer to signal thewillingness
to give up control rights. To convince the market to absorb a large
portion andto signa commitment, agovernment will haveto underprice.
Inthe case of amarket-oriented government, it can be expected that the
political uncertainty will drop over time as the buildup of reputation
occurs. This has the testable implication that for a committed
government the fraction of PIPOs sold at the initial offer should be
higher at the beginning of the privatization program. The same
expectation holdsfor theunderpricing of PIPOs. Inthiscontext wetest
the following hypothesis:

Hypothesis 4: Political Uncertainty: If a large fraction of the
share capital is sold at the beginning of the privatization
program to signal the willingness to give up control rights, a
committed government has to underprice more. For such a
government, the underpricing is expected to be highest at the
beginning of the process and to drop (in line with the fraction
sold) as reputation builds up.

Biaisand Perotti (2000) show that amarket-oriented government can
generate support for itsprivatization program by allocating more shares
to median-class voters. Since areversal of the privatization program
decreasesthevalueof thealready privatized firms, median-classvoters
will support the privati zation eff orts of thegovernment, whichresultsin
a support of the government in elections (re-election hypothesis). In
order to make median-class voters buy enough shares so that their
political preferencesaresimilar to those of the government, underpricing
isnecessary. A government can achievethisaim by allocating alarge
portion to domestic retail investors (median-class voters). Wetest the
following hypothesis:

Hypothesis 5: Re-Election: The relationship between the initial
market-adjusted return and the portion of the issue volume
allocated to domestic retail investorsis positive.

B. The Long-Run Performance of PIPOs and IPOs

The empirical evidence of the long-run performance of firms going
public indicates that PIPOs and private sector 1POs do not perform
similarly. Private sector |POs mostly experience anegative abnormal
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performance over the first three to five years of aftermarket trading,®
whereas PIPOsmostly experienceal ong-run aftermarket performance
equal or better than that of benchmark firms. For example, Megginson
et a. (2000) document for a 33-country sample of privatizations a
significantly positive aftermarket performance regardless of the
benchmark used. Menyah and Paudyal (1996) report similar resultsfor
a sample of UK PIPOs and Jelic and Briston (1999) for Hungarian
PIPOs. A long-run performance equal to benchmark firms is
documented by Paudyal, Saadouni, and Briston (1998) for Malaysia
while Boubakri and Cosset (1999) document, for 120 PIPOs from 26
devel oping countries, apositive performancereativeto benchmark firms
and no abnormal performance relative to the market index.

While Jelic and Briston (1999) report that Hungarian PIPOs
significantly outperformtheir private sector counterpartsinthelongrun,
Paudyal,, Ssadouni, and Briston (1998) document no abnormal long-run
aftermarket performance difference between privatizationsand private
sector IPOs in Malaysia.

A non-negativelong-run abnormal performancefor PIPOscoincides
with the objectives of amarket-oriented government. As privatization
programsin most caseslast severa years, acommitted government will
beinterestedin building up reputationfor its privati zation program over
time by establishing amarket-oriented economic environment. Thiswill
support the restructuring activities of newly privatized firms and
therefore should generate a positive effect on the long term stock
market performance of PIPOs. We test the following hypothesis for
Polish privatizations:

Hypothesis 6: The long-run aftermarket performance from the
first trading day till the third-year anniversary is non-negative
for Polish PIPOs.

Going public is a one time event for a private sector firm and their
managers/owners whereas for the government, going public is a
continuous event as it sells many firms in the course of time. A
committed government will therefore be interested in agood long-run
performance in order to attract investors for future issues. In contrast,

6. See for example Ritter (1991) and Loughran and Ritter (1995) for US IPOs, Levis
(1993) for UK 1POs or Keloharju (1993) for Finnish IPOs.
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the managers/owners of private sector issuing firms have rather short-
term objectives, that isof maximizingtheissueproceeds. Thisconjecture
issupported by theempirical observationthat managers/ownersappear
to timetheir issues after large stock market increases (seefor example
Ritter (1991)). We therefore test whether the long-run abnormal
performance of Polish PIPOssignificantly exceedsthat of Polishprivate
sector 1POs:

Hypothesis 7. The long-run abnormal performance fromthefirst
trading day till the third-year anniversary is significantly better
for PIPOs than for private sector 1POs.

Boycko, Shleifer, and Vishny (1996) show in their model that the
fraction agovernment sellsat theinitial offer isanimportant factor for
the restructuring efforts of state enterprises. The higher isthe fraction
sold, thelower isthe possibility that politiciansinterferedirectly. Boycko,
Shleifer, and Vishny (1996) conclude that the relationship between
restructuring activitiesand thefraction of the state enterprisesold at the
initia offer should bepositive. Provided that alower stateholdingleads
to abetter restructuring, thelong-run abnormal performance should be
positively associated to the fraction sold. In this context the following
hypothesisis tested:

Hypothesis 8: Palitical Influence: The higher the fraction of the
share capital sold at the initial offer, the lower is the direct
political influence. This implies more efficient restructuring and
therefore a superior long-run abnormal performance compared
to issues from which the state sells a lower fraction.

[11. Data and Sample Characteristics

The Warsaw Stock Exchange (WSE) wasfounded in 1817. During the
Second World War and thefollowing decades of communismthe WSE
wasclosed. TheWSE resumedtradingon April 16, 1991 withthelisting
of fivefirms. From April 1991 till theend of 1999 altogether 215firms
went public with alisting on the WSE. During this period 107 firms
started trading inthe main market of the WSE, 78intheparallel market
and 30inthefree market. At theend of 1999, 206 firmswerelisted on
theWSE: 119inthemain market, 61intheparallel market and 26 inthe
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freemarket.” Theparallel market started on April 22, 1993 and thefree
market on February 20, 1997.

This study uses the two biggest market segments of the WSE: the
main market and the parallel market. They comprise the biggest and
most liquid firmstrading onthe WSE. Disclosurerequirementsarethe
same for all companies, regardless of their quotation market. All
companies are quoted in the single-price auction system. In addition,
shares of the most liquid companies from the main and the parallel
markets are traded in the continuous trading system. The main market
andtheparallel market differ with respect tothelisting requirements. A
company wishing to begin trading in the main market has to satisfy
higher minimum sizeand liquidity criteriathan acompany applying for
listing on the parallel market.®

The investigation period starts with the reopening of the WSE on
April 16,1991 and endson December 31, 1999. Of the 185firmsgoing
public in the main and the parallel market, respectively, we only use
those offersthat (a) made apublic offer beforetrading on the WSE and
(b) have al the necessary information (especialy issue price, issue
volume, demand multiple, contract type (fixed priceor tender), dividend
payment and seasoned equity offeringinformation). Therefore, thefinal
sample comprises 159 firms, 99 from the main market and 60 from the
parallel market. For investigation purposes, the sample of 159 firmsis
divided into two groups. A sample of 52 PIPOs and a sample of 107
private sector IPOs.® In the sample of PIPOs, al those firms are
included which are classified as Public Offering by State Treasury in
the WSE Fact Book 2000. Thesearefirmscontrolled by the Polish state

7. The differences to the number of going publics can be explained by changes from
one market segment to another and nine delistings. To avoid a delisting bias all delisted
firms are included in this study.

8. Examples of listing requirements (PLN numbers valid in the years 1998 and 1999)
are the minimum value of shares to be admitted for trading (PLN 40 mil. for the main
market versus PLN 14 mil. for the parallel market), the minimum book value of the
company (PLN 65 mil. versus PLN 22 mil.), the minimum number of shareholders who
hold shares to be admitted for trading (500 versus 300) and the period for which the
company is required to disclose audited financial reports to the public (three financial years
for the main market versus two financia years for the parallel market).

9. Of the 52 PIPOs 50 went public in the main market and 2 in the parallel market.
Of the 107 private sector IPOs 49 went public in the main market and 58 in the parallel
market.
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TABLE 1. Number of Issues Per Year

Year All PIPOs IPOs
1991 9 9 0
1992 5 5 0
1993 6 4 2
1994 20 8 12
1995 21 8 13
1996 17 3 14
1997 39 10 29
1998 37 4 33
1999 5 1 4
Total 159 52 107

Note: Number of issues per year for the samples: all issues (All), privatization IPOs
(PIPOs) and private sector IPOs (1POs).

and for most of them 100% of the shareswere held by the state prior to
theissue. Table 1 reportsfor the sample of PIPOs and IPOs aswell as
the total sample the number of issues per year.

To build up the database three main sources were used. First, the
Historical Database of the Warsaw Stock Exchange, which provides
information on daily stock prices, dividend payments, number of
outstanding sharesand thefirst trading day onthe WSE. Second, several
editions of the WSE Fact Book were utilized to get information about
issue prices, first trading day, original ownership structure of listed
companies, dividend payments, stock splits, mergers and delistings.
Finally, information on subscription period, issue price, ownership
structure, demand multiple, shareall ocation, gross proceeds, seasoned
equity offerings, stock splitsand other company-related information was
obtained from REUTERSBusiness Briefing Archives. All information
received from these three main sources was checked and completed
usinginformation availablefor the Polish stock market in Reuter s 3000
Equities History as well as in Datastream.

Table 2 presents summary statisticsfor the sampleof all 159 issues
(All), the 52 PIPOs and the sample of 107 private sector IPOs (IPOs).
About 84.5% of thetotal gross proceedsof 18,843 million PLN comes
from the 52 PIPOs (15,932 million PLN). The mean (median) gross
proceedsfor the PIPO firmsare morethan 11 (3) times higher than for
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theprivatesector IPOs (306.4 versus27.2 million PLN and 43.5 versus
14.4 million PLN). The mean aswell asthe median gross proceedsare
significantly different from each other (seetable 2, panel B). Thishas
two reasons: First, PIPO firmsarelarger than private sector I1POs, and
second, thefraction sold at theinitial offerisnearly twiceashighfor the
PIPO firmsasfor private sector |POs (63.2% versus 32.1%). Thetwo
samples significantly differ from each other in this respect. The mean
percentage of capital offered in the 59-country sample of PIPOs in
Jones et al. (1999) is 43.9%. Therefore, the Polish government sold
about 19 percentage points (or 45%) morethantheaveragefraction sold
on aglobal basis.'

PIPOs and private sector 1POs not only differ with respect to the
gross proceeds and the fraction sold at the initial offer but also
significantly depending on whether secondary or primary shares are
sold. Of thegross proceedsfor PIPOfirms, 94.4% consist of secondary
shares and two thirds of PIPOs sold exclusively secondary shares. In
contrast, only primary shareswere sold at theinitial offer in 84.1% of
private sector 1POs. This observation is consistent with the evidence
provided by Megginson, Nash, and Van Randenborgh (1994) and Jones
et al. (1999) that PIPOs in most cases tend to be pure secondary
offerings with none of the sale proceeds flowing to the firm. On the
other hand, private sector |POstend to bemostly primary, capital-raising
events. As the evidence for Poland shows, this seems to be a general
feature of private sector IPOs.

The empirical evidence for Poland reveals that only 57.7% of all
PIPOs in the sample have a fixed issue price. This compares to the
global evidencein Jones et al. (1999) of 79.9% fixed-price offers for
their 59-country sample. Thisindicatesthat the Polish government did
not excessively need fixed-price offersto generate enough demand for
itsissues. Theaverage demand measured by thedemand multipleisonly
alittle higher for PIPOs than for the private sector |1POs (2.63 versus
1.96).* But both mean and median demand multiplesof thetwo samples

10. For Non-UK PIPOs, Jones et al. (1999) document an average fraction sold at the
initial offer of only 37.9%. Similar results can be found in Huang and Levich (1998).

11. Much higher demand multiples are reported for Malaysia, with mean demand
multiples of 21.2 for PIPOs and 23.4 for private sector IPOs (see Paudyal, Saadouni, and
Briston (1998)).
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TABLE 2. Sample Characteristics

A. Summary Statistics All
Number of firms 159
Gross proceeds:

Total (million PLN) 18,843.4
Primary shares (million PLN) 3,514.1
Secondary shares (million PLN) 15,329.3
Primary shares (%) 18.65
Secondary shares (%) 81.35
Mean (million PLN) 1185
Median (million PLN) 18.2
Percent of capital sold in offer 42.28
Portion of issues:

only secondary shares (%) 28.9
only primary shares (%) 57.9
fixed—price offers (%) 67.3
tender offers (%) 327
Mean demand multiple 218
Mean fraction sold to employees 9.72

at initial offer (%)

B. PIPOs and Private Sector |POs Differences
Gross proceeds (million PLN)

Percent of capital sold in offer

Portion of issues: only secondary shares (%)
Portion of issues: only primary shares (%)
Demand multiple

Fraction sold to employees at the initial offer (%)

PIPOs
52

15,931.7
890.9
15,040.8
5.59
94.41
306.4
435
63.25

67.3
3.8
57.7
42.3
2.63
19.02

Mean

277.17*

(3.00)
31.17*
(6.82)
57.10*
(7.92)

-80.30*
(-18.01)

0.67
(1.32)
13.82%
(4.92)

79

IPOs
107

2,911.8
2,623.2
288.6
90.09
9.91
27.2
14.4
32.08

10.3
84.1
72.0
28.0
1.96
5.20

Median

29.10*
(4.57)
36.08*
(5.97)

100.00*
(5.82)
~100.00*
(~8.20)
-0.03
(1.25)
18.68*
(5.58)

Note: Summary statistics (period: April 1991 to December 1999) for the samples:
all issues (All), privatization |POs (PIPOs) and private sector IPOs (1POs) as well as
mean and median differences between PIPOs and private sector IPOs (PIPOs minus
IPOs) for several characteristics. In panel B it istested whether (a) the differencesin the
mean and (b) the differencesin the median values are significantly different from zero.
For the means a t-test and for the medians a Wilcoxon-Signed-Rank-Test is used. Test

statistics in parentheses. *Significant at the 1% level.
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are not significantly different from each other.

In Poland trade unions have historically been very powerful. Inthe
processof privatizationit cantherefore be expected that the government
will particularly try to offer shares to the employees of the state
enterprises. On average (median) 19.0% (18.7%) of the shares sold
during theinitial offer were offered to employees. Thisvalueismore
than twice as high asthe international evidencein Joneset al. (1999).
For their 59-country samplethey report an average (median) portionsold
to employeesof 8.5% (7.0%).%? Thisunderlinesthestrong and important
position of trade unionsin Poland and the political necessity tointegrate
Polish employeesinthe privatization programto ahigher degreethanin
most other countries.

V. Testsfor Initial Returns

A. Methodology and Summary Statistics

Thestarting pointininvestigating theinitial returnsisthecal cul ation of
initial raw returns and initial market-adjusted returns. Theinitial raw
returnfor IPOI correspondsto its buy-and-hold return (BHR) fromthe
issue priceto theclosing price onthefirst trading day and isdefined as

BHR - R,l B R,O , (l)

i,0

where P, , represents the issue price and P, ; the closing price on the
first trading day of IPOi. Thetimeindex t = O refersto thefirst day of
the subscription period. The market-adjusted return for each issueis
defined asthe difference between itsinitial raw return (the BHR) and
the corresponding return on the market index:

IR =BHR - BHRyq,, (2

where IR istheinitial market-adjusted return of IPO i and BHR; is

12. For an international sample of 190 PIPOs Huang and Levich (1998) document an
average portion sold to employees of 9.5%.
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thebuy-and-hold return of the Warsaw Stock ExchangeIndex (WIG).=
Analogousto (1) the BHR for the WIG-Index is defined as

_WIG ; -WIG,,

BHRNIG,i - WIG (3)

WIG, , represents the WIG-Index on the first day of the subscription
period of IPO i and WIG, ; is the WIG-Index at the end of the first
trading day of IPOi.

Panel A of table 3 presents summary statistics of the raw and
market-adjusted initial returns for all three samples. By investing an
equal amount of money in each of the 159 Polish |POsat theissueprice
and selling each IPO on its first trading day an investor would have
earnedanaverageinitial raw return of +38.5%. Appliedtotheindividual
subsamplesthistrading strategy would haveyielded averageinitial raw
returns of +65.6% and +25.3% for the PIPOs and the private sector
IPOs, respectively. Themarket-adjusted averageinitial returnsarealso
al positive: 60.4%for PIPOs, 19.8% for privatesector |POsand 33.1%
for thesampleof all 159 issues. All mean and median returnsreported
in panel A of table 3 are significantly greater than zero at the 1%
significance level. In addition, about a quarter of all 159 issues are
overpriced (negative initial market-adjusted return). These results
document that, similar to the findings reported in earlier research for
other markets, Polish PIPOs as well as Polish private sector |POs are
significantly underpriced.

Thisevidenceisinlinewith thefindings reported in Dewenter and
Malatesta(1997). They test the hypothesisthat themeaninitial returnin
PIPOs equals the mean initia return in IPOs of privately-owned
companiesfor Canada, France, Hungary, Japan, Malaysia, Thailand, and
the United Kingdom. While their test indicates mixed results for
individual countries, they arenot ableto reject the hypothesisthat mean
initial returnsof PIPOsand IPOs of privately-owned companiesdiffer
for their joint sample of seven countries.

For a 59-country sample of 303 PIPOs Jones et al. (1999) present
an average (median) initial raw return of 34.1% (12.4%). The average

13. The WIG is a value-weighted share price index comprising al firms listed on the
main market of the Warsaw Stock Exchange.
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initial raw return for Polish PIPOs is therefore nearly twice as high.
Only two studies examining individual countries report a higher
underpricing for PIPOs compared to Poland: Paudyal, Saadouni, and
Briston (1998) for Malaysia (103.5%) and Su and Fleisher (1999) for
China(948.6%). A lower underpricing isdocumented for Chile(7.6%,
Aggarwal, Leal, and Hernandez (1993)), for Hungary (44%, Jelic and
Briston (1999), for the UK (38.7%, Menyah and Paudyal (1998) and
France (25.1%, Jenkinson and Mayer (1988). The observation that the
Polish government sold a higher fraction at the initial offer than the
average reported for Jones' 59-country sample is consistent with the
predictionsin Perotti (1995). A market-oriented government selling a
higher fraction at the initial offer has to underprice more to signal its
commitment.

The mean raw and market-adjusted initial returns of PIPOs are
about 40 percentage points above those of private sector 1POs (see
table 3, panel B). But bothtest statisticsof 1.46 and 1.64 arestatistically
insignificant. Thedifferencesinthemedianvaluesareonly +4.1% and
+6.9%. The main reason for the large mean underpricing of PIPOs is
one issue: Bank Slaski.** Without Bank Slaski the average (median)
initial market-adjusted return of the remaining 50 PIPOs drops to
+38.9% (+19.7%), resultingin adecreased and statistically insignificant
average (median) difference between PIPOs and private sector 1POs
of 19.0% (6.8%). Altogether thisindicates that the Polish government
doesnot significantly underpriceinitia offersmorethan private company
issuersdo. Hypothesis1, whichimpliesthat theinitial market-adjusted
return of PIPOsislower than for private sector 1POs, therefore hasto
be rejected.

According to hypothesis 4, a committed government has to
underprice moreto signal the willingnessto give up control rightsif a
large fraction of the share capital is sold at the beginning of the
privatization program (when the political uncertainty isexpected to be
highest). Assuming that the political uncertainty washigh at thestart of
theprogramin Poland, thefraction sold and theinitial market-adjusted
return should have been highest at the beginning of the program and
should have decreased over time due to the build up of reputation. To

14. After an issue price of 50 PLN the market price on the first trading day rose to
675 PLN. The resulting initial raw return of +1,250% caused a lot of criticism for the
privatization policy and led to the resignation of the deputy finance minister.
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analyzethese hypothesestheinvestigation periodissplitintotwo equal
sub-periodsfor earlier and later issues: April 1991 till August 1995 (sub-
period I) and September 1995 till December 1999 (sub-period I1).

Table4 reportstheempirical results. First, asexpected, thefraction
of capital sold attheinitial offer ishighest for Pl POsat the beginning of
the program and decreases in the course of time (see panel A of table
4). Theaverage (median) fraction soldis71.5% (84.0%) inthefirst sub-
period and 51.1% (50.7%) in the second sub-period. Second, the
average initial market-adjusted return of PIPOs is higher for earlier
privatizations(sub-period | : 80.8%) comparedto later privatizations(sub-
period11: 30.3%), whereasthe median val uesremain unchanged (19.8%
in the first versus 19.7% in the second sub-period).

Thehighaverageunderpricingfor earlier privati zationsiscaused by
severa PIPOsunderpriced by morethan 100%. Amongthemisoutlier
Bank Slaski with an underpricing of 1166.8%. Without Bank Slaski the
average initial market-adjusted return level of PIPOs drops to 44.8%,
but is still higher than for later privatizations. The results in table 4
providetherefore someevidencefor acommitted (at least no populist)
government in the sense of Perotti (1995).

Theinitial market-adjusted return for private sector |POs and the
fraction sold at theinitial offer do not behave in the same way as for
PIPOs. Throughout the period we consider, the fraction sold is nearly
constant at around 30% and the average initial market-adjusted return
decreases, whereas the corresponding median value increases.

B. Multivariate Cross-Sectional Analysis

We examine the determinants of theinitial market-adjusted returnsin
Polish PIPOs and Polish private sector IPOs in a multivariate cross-
sectional analysis, thereby testing theremaining hypotheses specifiedin
section two. The following regression model is used:

IR =a, +a,S0LD, +a,RETAIL, +a ,SIZE, +¢,, 4)

where IR = initial market-adjusted return of issuei; SOLD, = fraction
of thesharecapita sold at theinitial offer (hypothesis3: puresignaling);
RETAIL; = relative portion domestic retail investors receive from the
issue volume (hypothesis 5: re-election); SZE; = logarithmic market
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TABLE 5. Multivariate Cross-Sectional Regression Analysis

Hypothesis
All PIPOs IPOs  (expected sign)
Intercept —0.638* -1.469 —0.651**
(—2.60) (-1.97) (-2.32)
SOLD 0.724* 1.065** 0.718* 3(9)
(3.90) (2.16) (2.88)
[0.84] [0.78] [0.82]
RETAIL 0.349** 1.070** 0.180 5(+)
(2.34) (2.42) (2.34)
[0.89] [0.82] [0.90]
SIZE 0.089** 0.134 0.120** 2=
(2.48) (2.74) (2.50)
[0.86] [0.74] [0.87]
Adjusted R? 8.7% 9.2% 7.0%
F—value 5.960* 2.818** 3.651**
Durbin—-Watson 1.86 1.82 2.10
Number of firms® 158 51 107

Note: Regression results for all issues (All), privatization IPOs (PIPOs) and private
sector IPOs (1POs). The tested multivariate regressionis:

IR =a, +a,SOLD, +a ,RETAIL, +a ,SIZE, +¢,

where IR = initia market — adjusted return of issue i; SOLD; = fraction of the share
capital sold at the initial offer; RETAIL; = relative portion domestic retail investors
receive from the issue volume; SZE; = logarithmic market value of issue i on the first
trading day. Test statistics (-) and tolerance values|[ -] in parentheses. *Significant at the
1%level. **Significant at the5%level. “Theoutlier Bank Slaski hasbeen excluded from
the sample all issues (All) and the sample privatizations (Pl POs).

valueof issuei onthefirst trading day (hypothesis2: ex-anteuncertainty
).

Table 5 presents the regression results.” First, the fraction of the
share capital sold at the initial offer (variable SOLD) is significantly

15. Bank Slaski is viewed as an outlier and is therefore not included in the regression
analysis.
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positively related to theinitial market-adjusted return of Polish PIPOs
and private sector IPOs. Thisresult contrasts with hypothesis 3 (pure
signaling) that high quality (=highinitial market-adjusted return) firmssel|
lessat theinitial offer. Puresignaling model stherefore do not apply for
Polish PIPOs and their private sector counterparts. Oneinterpretation
of this result concerning PIPOs is that a higher political uncertainty
might requiresellingalarger fractiontotransfer control rightscredibly.
Thisinturnforcesacommitted government to underpricemore, which
results in a positive relationship between the initial market-adjusted
return and the fraction sold.

Other studies relating the fraction of the share capital sold to the
initial market-adjusted return of PIPOsinclude Joneset al. (1999) for an
international sample of 93 PIPOs, Menyah and Paudyal (1996) for the
UK and Paudyal, Saadouni, and Briston (1998) for Maaysian Pl POs.
They report different findings. Paudyal, Saadouni, and Briston (1998)
and Jones et al. (1999) document that a higher fraction sold is
(significantly) related to higher initial market-adjusted returns. By
contrast, Menyah and Paudyal (1996) find a significantly negative
relationship for UK PIPOs.

Second, theinitial market-adjusted return of Polish PIPOsishigher
if alarger portion of the issue volume is allocated to domestic retail
investors (variable RETAIL). This indicates that in order to attract
citizensto buy sharesan underpricing strategy isused. By contrast, the
variable RETAIL has no explanatory power for private sector |POs.
Thisempirical evidenceisin accordance with the model of Biaisand
Perotti (2000) and supports hypothesis 5 (re-election).

Findly, theinitial market-adjusted return of PIPOsand private sector
IPOsis positively related to firm size (variable SIZE). The larger the
firm the higher the initial market-adjusted return. According to
hypothesis2 (ex-anteuncertainty 1), smaller firmsshould experiencea
higher initial market-adj usted return becausethey arelessknown. The
oppositeisdocumented in Poland. The Polish government sold big and
well-known state enterprises at alower issue price. Thisis consistent
with a government trying to generate support for its privatization
program and isin line with a committed government (in contrast to a
populist government).

To sum up, only one out of the three variables has the expected
explanatory power for theinitia market-adjusted return of Polish PIPOs:
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the portion of the issue volume sold to domestic retail investors. This
supportsthere-eection hypothesis of Biaisand Perotti (2000). Thepure
signaling hypothesis (hypothesis 3) aswell as the ex-ante uncertainty
hypothesis (hypothesis 2) haveto berejected. Thisappliesto PIPOsas
well as private sector |POs.

V. Test for Aftermarket Performance

Theobjectiveof thissectionisto examinetheaftermarket performance
of firmsgoing public onthe WSE. Threehypotheses, specifiedinsection
2, areexplicitly tested: hypothesis6 (no negativelong-run performance
for PIPOs), hypothesis 7 (PIPOs experience a better long-run
performance than private sector 1POs) and hypothesis 8 (the long-run
performance of PIPOsis positively associated with the fraction of the
share capital sold).

A. Methodology

Inorder to measurethe aftermarket performance of | POs, buy-and-hold
returnsarecal culated for eachissue. Thebuy-and-hold returnfor issue
i (BHR ;) isdefined as

T

BHR , = r!(1+R,t)—1, (5)

t=

whereR ;isthereturnof IPOi inperiodt andt= 2 indicatesthe second
trading day in the aftermarket.’® BHRs are cal cul ated for thefollowing
time periods: T = 1 week, 2 weeks, 1 year, 2 years and 3 years.

To beableto comparethe aftermarket performance within thefirst
three years after the first trading day for different time periods (for
example one year and three years) only issues with afirst trading day
earlier than March 9", 1997 are used . Thisleadsto areduction in the
sample size to 83 firms for the sample of all issues, 38 firms for the
sample of PIPOs and 45 firms for the sample of private sector |POs.

16. The starting point for measuring the aftermarket performance is therefore the
closing price on thefirst trading day.
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To measure the abnormal performancein the aftermarket it isfirst
necessary to specify appropriate benchmarks. Thistask isof particular
importance because it can affect the aftermarket performance
measured. One possibility is to use a matching firm adjustment
procedure, in which for each issuing firm a non-issuing firm of
approximately similar size and the sameindustry is chosen.” Another
possibility, whichisused for marketsinwhich the number of potential
benchmark firmsislow, isto use one or moreindices, for examplethe
market index as a benchmark.*® Because of the low number of firms
listed in the first years after the resumption of the WSE a matching
procedure (for examplematching by sizeandindustry) isnot possiblein
Poland. Theaftermarket performanceistherefore measured against the
WIG-Index as a benchmark. For comparison purposes and as a
robustness check an equally-weighted stock market index isused asan
additional benchmark. To construct thisindex we areusing al firms
listed in the main and the parallel markets of the WSE.

In a similar way to (5) the BHR of the WIG-Index for IPO i
(BHRyg; 1) iscalculated as

T

BHRyG,i 1 = U (1+ RNIG,i,t) -1. (6)

R, isthereturn of the WIG-Index in period t, wheret = 2 indicates
the second trading day in the aftermarket. Therefore, buy-and-hold
returns over identical intervals are calculated for each issue and the
benchmark. To measurethe market-adjusted performance, buy-and-hold
abnormal returns (BHARS) and wealth relatives (WRs) are used. In
accordance with Ritter (1991) the WR of IPO i (WR, ;) is defined as

17. Seefor example Ritter (1991) or Loughran and Ritter (1995).

18. See for example Keloharju (1993) for the Finnish IPO market, Kunz and Aggarwal
(1994) for the Swiss IPO market, Paudyal, Saadouni, and Briston (1998) for Malaysian and
Jelic and Briston (1999) for Hungarian PIPOs and private sector 1POs.

19. It is common in the literature to use value-weighted as well as equally-weighted
stock market indices as benchmarks (see for example Loughran and Ritter (1995) or Brav
and Gompers (1997)). The WIG Index is a value-weighted index. Small PIPOs or private
sector 1POs are therefore primarily compared with big firms. This is not the case when an
equally-weighted index is used.
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e 1+ BHR'T 7)
T 1+ BHR/VIG,i,T ’
and BHARs are defined as
BHARi,T = BHRi,T - BHR\NIG,i,T' (8)

Another important point in measuring the long-run abnormal
performance of security pricesisthe use of appropriate test statistics.
Asthe simulation results of Kothari and Warner (1997), Barber and
Lyon (1997) and Lyon, Barber, and Tsai (1999) show, conventional tests
of long-run abnormal security returnsare often misspecified. They find
that conventional parametric test statistics often indicate a long-run
abnormal performancewhen noneis present. They especially mention
threemain reasonsfor potential misspecifications: (a) survival-related
biases, which occur if failing firmsareexcluded, (b) rebal ancing biases,
which arise if cumulative return procedures are used and (c) biases
becauselong-runabnormal performance measuresaretypically skewed.

Tominimizethese sourcesof misspecification, thisstudy includesall
firmsdelisted onthe WSE during theinvestigation period and usesbuy-
and-hold returnsto cal cul ate the long-run performance. In addition, to
account for the skewness bias, a skewness-adjusted t-statistic with
bootstrapped p-val ues (assuggested by Lyon, Barber, and Tsai (1999))
and anon parametric Wilcoxon-Signed-Rank-Test are used to test the
null hypothesis of no abnormal long-run performance.®

B. Results

Table 6 presents the aftermarket performance for the three samples.®
First, it can beseenthat inlinewiththeevidence of many other markets
the short-run aftermarket performance (for the first two weeks) is not
significantly different from zero. For the sample of all issues, for

20. As aresult of their simulation analyses concerning the long-run security price
performance, Kothari and Warner (1997) recommend using non-parametric and bootstrap
tests to reduce misspecifications.

21. The results of using the equally-weighted market index are not shown as they do
not change the main conclusions.
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instance, the average BHAR over the first two weeksis—.2%. A non-
negative short-run aftermarket performance can aso be observed for
PIPOs and private sector |POs, respectively. This result leads to the
conclusion that for Polish PIPOsaswell asprivate sector IPOsthereis
full price adjustment on the first trading day.?

The long-run aftermarket performance for the first three years
reveals some differences between the samples. For the sample of all
issuestheaverage (median) BHARis+11.5% (—61.1%) and thewealth
relative is 1.037 (see table 6). The negative median-BHAR is
significantly different from zero at the 1%-level. More than 66% of all
i ssues experience anegative long-run performance (55 out of 83). The
3-year abnormal performanceof PIPOsisabit better: Themean-BHAR
ispositive(+39.5%), but the median-BHARisnegative (—41.7%). Both
values are not significantly different from zero at conventional
significancelevels. Hypothesis6 can theref ore be accepted. According
to the model of Perotti (1995) it could be expected that a market-
oriented government trying to build up reputation over time is not
interested in asignificantly negative long-run performance of PIPOs.
Thenon-negativelong-run performance of Polish PIPOsisevidencefor
a market-oriented government.

Thesefindingsfor Polish PIPOs arein contrast to theinternational
evidencefound by Megginson et a. (2000). For a33-country sampleof
117 PIPOs they document a significantly positive aftermarket
performance for the first three years against national indices as
benchmarks. Jelic and Briston (1999) also report asignificantly positive
abnormal performance for a sample of 16 Hungarian PIPOs till the
third-year anniversary of publictrading. Theevidencefor Polish PIPOs
is in line with a non-significant 3-year abnormal performance
documented in Paudyal, Saadouni, and Briston (1998) for Malaysian
PIPOs and in Boubakri and Cosset (1999) for a 26-country sample of
120 PIPOs when they adjust for market effects.

PIPOsyield a highly significant mean unadjusted 3-year return of
+435.1%. This is nearly four times higher than the average BHR
Boubakri and Cosset (1999) document for their sample of developing
countries. The annual average return (geometric mean) for Polish

22. Similar results are documented for Hungary (see Jelic and Briston (1999)) and
Malaysia (see Paudyal, Saadouni, and Briston (1998)).
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PIPOs corresponds to 74.9%.

Private sector |POsexperienceaninsignificant average performance
over thefirst threeyears. Themean-BHARis—12.2% (seetable6). But
the mean is associated with a significantly negative median-BHAR of
—70.8%. For 32 out of 45 private sector |POs the 3-year BHAR is
negative. Polish private sector |POstherefore tend to underperformin
thelong-run but the evidenceisnot unambiguous.? In contrast, aclearly
negativeand significant 3-year abnormal performanceisdocumented by
Jelic and Briston (1999) for a sample of 12 Hungarian private sector
IPOs.

Hypothesis 7 predictsthat Polish PIPOsexperienceabetter long-run
(abnormal) performancethantheir private sector counterparts. Panel A
of table 7 reveadls that hypothesis 7 has to be rejected. The 3-year
abnormal performancedifference (differenceinthe BHARS) isslightly
positivebut insignificant.?* ® Thisevidencefor Polandisinlinewiththe
findingsfor Malaysia(see Paudyal, Saadouni, and Briston (1998)) but
contradictstheevidencefor Hungary. Jelic and Briston (1999) report a
significantly positive performance difference between PIPOs and
private sector |POs.

To test whether the fraction of the share capital sold at the initial
offer has an influence on the long-run performance, the samples of
PIPOs and private sector |POs are each divided into two groups. a
groupwithalargefractionsold (i.e. abovethemedian) and agroupwith
a low fraction sold (i.e. below the median). Panel B of table 7
summarizestheresults. State enterprisesof whichthegovernment sells
alargefraction at theinitial offer experienceapositive 3-year abnormal
performance of +86.9% whereasfor enterprises of which only asmall
fraction is sold the average BHAR is—8.0%. The difference measured
by average and median BHAR is not, however, significant. If an
equality-weighted index is used as benchmark, the mean and median-
BHARdifferencesarenot significant either. Hypothesis8is, therefore,
rejected. The fraction sold at the initial offer has no influence on the

23. The main conclusions do not change when an equally-weighted market index is used
as benchmark.

24. Similar results for Poland are provided by Jelic and Briston (2000).

25. The results do not change when an equally-weighted market index is used as
benchmark.
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TABLE 7. Test for Differencesin the Long-Run Aftermarket Performance

A. Difference between PIPOs and 1POs (PIPOs minus | POs).

BHR (%) BHAR (%)

Period Issues WIG Mean Median

1 year —4.29 20.69 —24.98 -8.56
(-0.09) (0.82) (0.74) (-0.59)

2 years 383.91** 272.72* 111.20 15.67
(2.30) (3.06) (2.09) (0.92)

3years 387.22* 335.56* 51.66 29.11
(3.73) (4.83) (0.74) (0.23)

B. 3-Year BHARSs (%) - Large Fraction (LARGE) versus Small Fraction (SMALL) of
the Share Capital Sold.

Difference
Mean-BHAR Median-BHAR (LARGE — SMALL)
Large Small Large Small Mean Median
PIPO 86.90 —7.97 —40.61 —42.79 94.87 219
(0.72) (0.16)
IPO 12.04 -35.36 —71.38 70.81 47.40 -0.57

(0.99) (0.06)

Note: Panel A: Mean and median differences between privatized companies (PIPOs)
and private sector |POs (PIPOs minus IPOs) for buy-and-hold returns (BHRs) and buy-and-
hold abnormal returns (BHARS). Panel B: Comparison of the 3-year BHAR for issues of
which a large or a small fraction of the share capital is sold at the initial offer. Values above
the median are defined as large and values below the median as small. In panel A and panel
B it is tested whether (i) the differences in the mean and (ii) the differences in the median
values are significantly different from zero. For the means a t-test and for the medians a
Wilcoxon-Signed-Rank-Test is used. Test statistics in parentheses. * Significant at the 1%
level. **Significant at the 5% level.

long-run performance of private sector |POs either. This evidence is
consistent with thefindingsby Paudyal, Ssadouni, and Briston (1998) for
private sector IPOs in Malaysia.
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VI. Summary

This article examines the characteristics and the short- and long-run
pricebehavior of two groupsof firmsgoing publicinPoland: privatization
initial public offerings (PIPOs) and private sector |POs. Unlike other
Central and Eastern European countries (for exampleRussia, the Czech
Republicor Slovakia) Poland did not start its privatization processwith
amass privatization program. I nstead the Polish government privatized
many firms through public offerings on a case-by-case basis.

On average, Polish PIPOs as well as private sector IPOs are
significantly underpriced. With amean of 60% theinitial market-adjusted
return of PIPOs is above theinitial market-adjusted return of private
sector | POs. Thedifferenceisnot, however, statistically significant and
can partly be explained by the huge initial market-adjusted return of
Bank Slaski. In comparison to the international evidence provided in
Joneset al. (1999), the Polish government sold ahigher fraction of the
share capital at theinitial offer and underpriced morethan the average
government in the world did. This observation is consistent with a
committed government according to Perotti (1995).

A multivariate cross-sectiona analysisrevealsthat theinitial market-
adjusted returnissignificantly higher when the government allocatesa
large portion of the issue volume to domestic retail investors. This
evidenceisin line with the re-election hypothesis of Biais and Perotti
(2000). By contrast, pure signaling models are not able to explain the
initial market-adjusted return of Polish PIPOsand private sector | POs.

Thelong-run performance providesinteresting results: First, Polish
PIPOs neither under- nor overperform benchmarks over thefirst three
years of aftermarket trading. This is in contrast to Megginson et al.
(2000), who document asignificantly positivelong-run performancefor
a 33-country sample of PIPOs, but isin line with the observations of
Boubakri and Cosset (1999) for a 26-country sample of PIPOs and of
Paudyal, Saadouni, and Briston (1998) for Malaysian PIPOs. Thenon-
negative long-run performance of Polish PIPOs is consistent with a
market-oriented government trying to build up reputation for its
privatization program in the course of time.

Second, the long-run abnormal performance of Polish PIPOs and
private sector |POsisnot significantly different from each other. Third,
thefraction of the share capital sold at theinitial offer hasnoinfluence
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onthelong-run performanceof Polish PIPOs. A lower (direct) political
influenceistherefore not associated with abetter long-run performance.
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